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A HISTORY Cf THE THEORY OF LAND-VALUE TAXATION

ABSTRACT

This thesis surveys the history of the theory of land value
taxation from John Locke to the present day. The history of the rent
concept is first explored, with particular attention to the classical
view that rent as the return to land, the non-produced factor of produc-
tion, is uniquely a costless income. The argument that a tax on rent
cannot be shifted i1s examined as is the argument that all other taxes
must reduce aggregate rent. A less well-known set of atguments is then
explored: that not only can land values be taxed without excess burden
but they must be taxed if market failure and economic inefficiency are
to be avoided. Finally, the ethical argument that land values ought to
be taxed as a matter of Justice is surveyed together with ethical objec—
tions. The Appendiccs ttiefly discuss aspects of the revenus adequacy
and administrative feasihi ity of land value taxation, drawing oa

Ausrralasian experience.
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Economic administration opens up the sources of wealth; wealth
attracts men; men and wealth make agriculture prosper; expand
trade, give new life to industry, and increase and perpetuate
wealth. Economic administration forestalls a Zecline in the
affluence and strength of the nation. Upon the means which it
abundantly provides, the success of the other branches of the
king's government depends. Economic administration strengthens
the power of the state, attracts the respect of other natioms,
and safeguards the glory of the monzrch and the happiness of the
people. It includes in its scope all the essential principles
of a perfect system of government, in which authority is always
a benevolent protectress and a beloved guardian, which can never
be diverted from its course, which will not spread its influence
too far, and which cannot cause anxiety. It maintains
everywhere the interests of the nation, good order, the rights
of the public, and the power and dominion of the sovereign.

Francois Quesnay (1759)1



Chapter

Chapter

Chapter
Chapter
Chapter
Chapter
Chapter
Chapter
Chapter
Chapter
Chapter

Chapter

10
11
12
13

14

16
17

18

TABLE OF CONTENTS

INTRODUCTION « « o & « 2 ¢ « o « ¢ o o o « o » &
HISTORY OF THE RENT CONCEPT ¢ ¢ & « « ¢ o o s &
Rent as the bounty or labour of nature . . . . .
Rant as payment for the use of land . . « . . &
Rent as the result of diminishing returns . . .
Rent as a demand-determined factor price . . . ,
Rent as the unique Surplus « « « &« o o o « o« & &
Rent "does not enter” into price . « . « 4+ .« . .
Rent as any surplus . « ¢ o ¢ o ¢ ¢ ¢ o o o » @

Rent in the marginél productivity theory of
distribution « « 4 o ¢ ¢ ¢ 0 ¢ v e 0 e @ 0 o0

Paretian rent——disequilibrium and heterogeneity
Consumer's surplus as a rent « « + « » o o o » o
Rent and quasi-rent . ¢« &« ¢ « « & ¢ ¢ o « « o @
Rent as a reward for risk . « o ¢ o ¢ o« s o o &
Rent as rental o &+ o ¢ ¢« ¢ o o o s o o o o » o &
Exhaustible resources and their rent . . . . . .
Rent as a monopoly returnl . « « + o ¢ o ¢ o o
Externality as 2 cause of rent . . « + o o o « &

Rent as a payment for location . . o« « « o o o «

Conclusion to Part I—land rent as the only long-runm
Sutplusovertealcost..........--..

vi

Page

10
13
16
19

25

28

34
35
40
48
59
65
76

86

91



o TR

PART
Chapter
Chapter
Chapter

Chapter

Chapter

Chapter

I1

20
21
22
23

24

PART III

Chapter

Chapter

PART

Chapter
Chapter
Chapter

Chapter

Chapter

Chapter

Chapter

Chapter

Chapter

25

26

v

27
28
29

30

i1

32

34

35

THE TERMINOLOGY OF CLASSICAL TAX ANALYSIS

Fundad versus unfunded state revenues . .

The "ability to pay” principle of taxation

The “benefit” principle of taxation . . .
Excess burden of taxation . . . « &« + o &
The incidence of taxation . « ¢« ¢« ¢« o o »

Neutrality and superneutrality . . « « « &«

GENERAL ECONOMIC ARGUiziniS IN FAVOR OF LAND VALUE

TAXATION-.....-...............

The doctrine that a tax ~a vrent cannot be shiftad
The argument that all taxes fall on land . . . .
SPECIFIC ARGUMENTS ABOUT THE ECONOMIC EFFICIENCY
LAND VALUE TAXATION . o « ¢ ¢ « o o ¢ o o o ¢
Superneutrality of land value taxation . . . . .
The idea of "highest and best use” . . « « « & &
"Unsound” versus "sound” speculation in land . .

Th2 "unearned increment” as a subsidy to capital
la bout - L] L] L] L] L] . . L) . L] . L] . L . L L] * L]

Land value taxation and resource control as a
‘barrier to entry « « + ¢ ¢« ¢ o6 ¢ o 0 e 0 .

Tax cost veu.vus interest crat as holding costs to

land USELS + . ¢ o ¢ o t o o & o 0 0 s 8 e s e s s

The effect of land value taxatinn on land

sectlementcio.l'a.--.ooo'nlc..

Urban congestion + « -« ¢ ¢ o ¢« o ¢ ¢ s o ¢ o o o o &

Land value taxation and the intermalizatica of

extem11ties----o.-....----.--

vii

Page
99

100
104
107
111
119

128

135
136

163

176
177
181

186

205

210

2ié

216

221

232



Chapter 36

Chapter 37

Chapter 38

Chapter 39

Chapter 40

Chap*er 41

Chapter 42

PART V

Chapter 43

Ctapter 44

Chapter 45

Chapter 46

Chapter 47

PART VI

Chapter 48

Land reants and the optimal supply of spatial public
gﬂods L] “ L] L] L] L] - L L] L) L] L) . L] L] . L . L] L] L] .

Land speculation and the link between the present
and the futu re L] L] L) L] L ] L] L] . * L] . e L] L ] . . L] L]

The intertemporal neutrality of ad valorem property

taxation with respect to the choice of investment
asset life o ¢ ¢ o ¢ 4 o 0o 3 4 s s e 4 e s 4 0w e

The effect of land value taxation. on the discovery
of NAtUTral rEBOULCES « & o o « s « o o s 2 ¢ o s

Land value taxation and the depletion of natural
resources L] L] L] L] - L L] L d L] L] L] . L L[] . L] L] . L]

The taxation of rental versus capitalized land
ValUue8 « o & o o o o s o s o s = o s s o s o e o

Land and its taxation in relation to capital
formation .« « & ¢ o 4 4 4 s 0 0 0w

EQUITY ARUUMENTS IN RESPECT OF LAND VALUE TAXATION.

Equity arguments and their philosophical
a68UMPLIONS . ¢ o o ¢ s e s 0 s s 0 s e e e o . s

The justice of land~value taxation in terms of
pos i:ive law L] * . * . . L] L] L] L] . L] . [ ] . . * L] [ ]

The justice of land-value taxation in terms of
ua t ural la" L] L] L] - - * L ] . - L] L] L ] . . - [ ] - .

Objections against land-value taxation in terms of
Justice . . . . . . .

Laad-value taxation: theoretical versus practical
compensation « ¢ 4 s « o 0 0 s s e s 0 6 e a8 e

CONCLUS ION . Ll L) - L] L L] - - . . - L] . L] L L) - .

A theory unchallenges yet unexplored and
unimplemented . . & 4 ¢ ¢ ¢ ¢ s 0 s 0 o s o 0 o

viii

Page

238

243

245

246

249

256

259

271

272

275

278

287

314



PART VII
Appendix 1

Appendix 2

Appendix 3

&~

Appendix

APPENDICBS.....'.I...

The revenue adequacy of land value taxation . .

Comparative administrative difficulties of land
value taxation and income taxation . .

The assessment of leasehold interesta under land

value taxation « « + ¢« ¢ o ¢ o o

The operation of land value taxation under

inflation . . ¢« ¢ ¢ ¢ & « &« o« @

NOTESTOTdmeTil..ll.'ll.tl!'

BIBLIOGRAPHY

Page

328

329

333

338

340

342

450



INTRODUCTION

"To Australasia,” wrote Yetta Scheftel in 1916, "the Western
world owes, among numerous experiments in social science, the system
of taxation on the unimproved value of land."1l Yet, as the writer
can testify, the theory and practice of land value taxation is today
almost as neglected in Australasia as in the rest of the world, a
neglect which appears peculiar when one reflects how intimately the
subject is connected with contemporary problems such as urban davelcp-
ment and the taxation of natural resources.

This neglect cannot, therefore, be explained by arguments that
land value taxatioa is of no significance for public policy: instead,
the explanation would seem to lie in the academic conviction that the
theory ot land value taxation is an exhausted orebody and economic
theory can find rothing further of interest in this area.

The purpose of this thesis is to show that such a conviction is
mistaken, that a historical survey of the arguments put forward in
favor of land value taxation will show that, while some have been
accepted as standard economic theory, others have scarcely received
the attention of economists and others again have been rejected on the
basis of semantic redefinitions. This thesis is not, therefore, a
chronological study of the ideas of one author or group of authors but
rather of the development of ideas in themselves.

T.R. Malthus once expressed concern that much of what is dis-

puted in political economy could be setcled by the careful definition
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of words. Few words have gone through such metamorphoses of meaning as
the word "rent"; consequently, I begin with the nature and causes of

economic rent as they have been perceived by writers since the Physio-
crats and I shall argue that the classical notion of rent as a surplus
over real cost of production is essentially a valid and useful concept.

Next follows a discussion of the terminology of clasaical tax
analysis, in which I suggest that the origins of economic arguments for
land value taxaticn may be found in the way arguments about "ability to
pay,” "benefit taxation” and "incidence of taxation” were sometimes
formulated.

We then trace the history of the doctrines that "a tax on rent
cannot be shifted” and "all taxes fall on land,” doctrines which form
the basis of economic arguments in favor of land value taxation.
Various specific arguments about particular effects of land value
taxation are then surveyed; the general conclusion is that land value
taxation is essentially innocent of charges that it will distort the
allocation of resources (e.g., urban congestion, premature land
development). It also emerges that there are ways in which land value
taxation may correct various types of market failure-—such a tax may be
better than neutral.

Taxation is not, however, judged by economic efficiency alone:
equity has figured prominently in all writings on the subject, particu-
larly so in the case of land value taxation. An attempt has been made
to isolate the different concepts of distributive justice which have
been at the root of economists' disagreements about the equity of

special or exclusive taxation of land values.
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Since, as Edwin Cannan once remarked, "A theory of taxation
which cannot be applied is a bad :heory,"2 the appendices briefly
discuss the practical questions of the revenue adequacy and the
administrative diffici:lties of land value taxation. Practical
questions, after all, cannot be scorned in what Adam Smith described
as that "branch nf rhe seclence ~€ :z statesman or legislator™ which

"proposes to enrich both the people aid the sovereign.“3



PART I
HISTORY OF THE RENT CONCEPT

"What remains is that independent and disposable part which
the land gives as a pure gift to the one who cultivates ir, over
and above his advances and the wages of his toil; and this is
cthe share of the Proprietor, or the revenue, with which the

latter is able to live without working . . .

A.R.J. Turgot (1770)1

"

e « o there {s this difference between land and other
agents of production, that from a social point of view land
yields a permanent surplus, while perishable things made by man
do not.”

Alfred Marshall (1895)2
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CHAPTER 1

RENT AS THE BOUNTY OR LABOUR OF NATURE

The first concept of rent which appears in economic literature

is that of rent as the free gift of Nature. As Turgot puts te:l

“"The land, independently of any other man and of any agreement,

pays him [the husbandman] directly the price of his labour.

Nature never bargains with him in order to oblige him to

content himself with what is absolutely necessary. What she

grants is proportionate neither to his needs nor to a

contractual evaluation of the price of his working day. It

is the physical result of the fertility of the soil, and of

the correctness, much more than of the difficulty, of the

means he has employed to render it fruitful.”
Rent (that 1s, net product cr rzwanue) is “"that independent and dispos-
able part which the land gives as a pure gift to the one who cultivates
it,” and once land is privately owned, “"is the share of the
Ptoprietor.”z

Adam Smith, although rejecting the Physiocratic doctrine of the

sole productivity of Nature, also remarked that "In agricultute too
lature labours alomg with man; and though her labour costs no expense
its produce has value, as well as that of the most expensive workman
+ « « Tent may be considered as the produce of those powers of nature,
the use of which the landlord lends to the farmer."3

Ever since Ricardo declared that Malthus was in error "in
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supposing rent to be a clear gain and a new creation of riches"%

whereas in fact “"rent is a creaticn of value . . . but not a creation

of wealth,"5 the notion that rent is the gift of Nature has been
regarded as obsolete. Thus J.S. Mill remarks that the French Economists
and even Adam Smith were mistaken in supposing that rent was due to the

productive services of Nature, rather than the scarcity of those

services.® Marshall repeats the criticism, stating that the broducer's
surplus from land is not evidence of the greatness of the bounty of
nature, as was held by the Physiocrats and in a more modified form by
Adam Smith: it is evidence of the limitations of that bounty."7

We may agree with Cannan that "it does not really make much
difference whether we choose to attribute the existence of rent to the
bounty of nature in providing a certain amount of good land or to her
niggardliness in not providing more of 1t"8 but in justice to Cantillon,
the Physiocrats and Smith we ought to go further and concede that a
profound insight had been gained—land yields a rent because, though
costless, it is a productive as well as a scarce factor.?

In this view of rent, the Physiocrats and Smith we:e ahead of
H.C. Carey, Frederic Bastiat and Frank Knight,lo who were later to deny
that rent was other than a return to capital. Land was cleariy
recognized as a factor of production, sepavate from labour and capital.
Moreover, this concept of rent was embodied in a functional analysis of
factor incomes and, not as commonly asserted, an analysis growing out
of the incomes of social classes. Turgot's discussion of landed
propercyll and Swiiii's vbservaiions on cases of the confounding of

reat, wages and prafitlz show this clearly.



The deficiency of the idea that rent is due to the bounty of
Nature is that it tended ¢tz concentrate attention solely on rent as an

agricultural phenomenon, to which we now turn.
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CHAPTER 2

RENT AS PAYMENT FOR THE USE OF LAND

The notion that rent was due to the bounty of Nature went hand
in hand with the idea that it was a payment for the use of the inherent
fertility of the soil, which was the cause of the distinction between
agriculture and manufacturing. Urban reat was at first not considered.

Quesnay in his discussion of the maxims of Sully explicitly
states that house rent, like interest, is a transfer from one person
to another of a part of the national income and does not represent an
original revenue. 1 Ricardo, in turn, was to stress reant as an
agricultural phenomenon when he asserted that "Rent is that portion of
the produce of the earth which is paid to the landlord for the use of
the original and indestructible powers of the soi1l"2%-a definition as
famous as it is ambiguous. Ricardo himself tacitly denied that rent was
a payment for “original” powers when he suggested that the quasi-rent
earned by capital sunk in the land was rentJ while the destructibllity
of mines makes one wonder how he could have headed his next chapter "On
the Rent of Mines," having annnuncad in the previnus chapter the
Marshallian view that a royaity 1s not a rent. %

Adam Smith, while leaning towards Cantillon and the Physiocrats
in regarding food as “the original source of rent”3 since the fertility
of the soil raised up a populaticn and markets, nonetheless showed
superior insight to Ricardo when he stated that "rent . . . is

regulated « . . partly by the general circumstances of the society or
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neighbourhood in which the land is situated, ar! partly by the natural
or improved fertility of the land."$ Although Cannan says chat Smith
includes the quasi-rent of sunk capital in lLiis notion of the reat of
1and,7 Smith's discussion of the gross and net rent of land,8 together
with his stress on a fucctional analysis of incomes? suggest this is
not so. In any case, whereas Ricardo tzkes situation as exogenous,
Smith fully grasps that physical fertility is not value fertilitylo
because location is endogenous and rent can thereby reflect man-made
external economies. Thus Smith was to avoid the identification by
Ricardo, J.S. Mill, and others, of rent and diminishing returns,
together with the naive Malthusianism which resulted. Was it perhaps
then Smith's awareness of these other causes of rent which led him to

ignore tue discovery cf diminishing returns by Stewart and Turgot

before him?ll
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CHAPTER 3

RENT AS THE RESULT OF DIMINISHING RETURNS

Although Schumpeter remarks that we need “nothing beyond the
productiveness and scarcity of land to explain why there is such a
thing as rent. Neither the fact to be explained nor the explaining
facts have anything to do with decreasing returns,"l nonetheless the
two phenomena were inseparable aftcr Ricardc.

Ignoring location rent,z Ricardo builds his analysis by
generalizing from an a-spatial form,3 so as to concentrate on the
distribution into relative shares among classes of the "value” (not
"riches") created. Ricardo clearly established the intensive and
extensive margins and showed that the non-existence of no-rent land
was irrelevant to rthe question of whether rent would arise.® The -
conclusion Ricardo drew from this was that rent would naturally tend
to rise as a percentage of national income as pcpulation grew and land
had to be cultivated under worse circumstances. More;ver, as J.S.
Mill was tc emphasize, the growth of rent was the sign of resource
exhaustion, the ever—present reminder of the niggardliness of Nature,
and man had no choice but to avoid the multiplication of his numbers
if he wished to maintain his standard of living. Diminishing returns
partook “of the character of physical truths . . . Wnether they like it
or not, a double quantity of labour will not raise, on the same land, a
double quantity of food . . o3

Fortunately, Mill's fact, while correct, does not support his
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dismal conclusions and the reasons are indicated in the work he

considered somewhat "obsolete"b-—the Wealth of Nations, as we shall

see.
Now, Mill had admitted that rent was due to location’ as well as

fertility. B®at location in relation to what? Markets, of course, and
Smitk would have promptly remarked that the division of labour is
limited by thé extent of the market, hence greater markets and greater
population mean greater productivity which can offset diminishing
returns indefinitely. Or as Henry George was to put it,

“while the increase of population thus increases rent by

lowering the margin of cultivation, it is a mistake to look

upon this as the only mode by which rent advances as popula-

tion grows. Increzsing population increases rent, without

reducing the margin of cultivetion; and not withstanding the

dicta of such writers as McCulloch, who assert that rent would

not arise were there an unbounded extent of equally good land,

increases it without reiference to the natural qualities of

land, for the increased powers of co-operation and exchange

which come with increased population are equivalent to-—nay,

I think we can say without metaphor, that they give--an

increased capacity to land."8
Thus Smith, who was more concerned about absolute levels of natiomal
income than distributive shares, regarded economic progress as a rent-
maximizing process9 for the "land constitutes by far the greatest, the
most important, and the most durable part of the wealth of every exten-

sive country. It may surely . . . give some satisfaction to the



A
b
}
>
RS
i
1
.l
1

.

12

public, to have so decisive a proof of [its] increasing value . . .~10

Marshall saw the problem of confounding "the amount of the
produce raised, to increasing applications of capital and iatour in
the cultivation of land” with “the value of the produce”ll but his
loyalty to Ricardol2 seems to leave him inclined to think that dimi-
nishing returns due to Nature might, in agriculture, still ovarcome
increasing returns due to man's specialization.l3

In summarizing the relationship between rent and diminishing
returns, we can see that the "great classical Law of Diminishing
Returns” 14 represented a logical deduction from a model which was,
however, much too nartow in its treatment of the causes of rent.

Associated with the idea of diminishing returns was the notion
that rent does not enter into price; and from it was to emerge the law
of variable proportions and the theory of marginal productivity, which

formalized the view that rent was a payment for differential advantage.
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CHAPTER 4

RENT AS A DEMAND-DETERMINED FACTOR PRICE

It was realized by the Physiocrats that the rent of land, and
1£s capitalized value, were not dependent on the conditions of supply
of land, which was a naturally given factor. Turgot clearly saw that
the rent of land was therefore fixed by the derived demand of would-be
users of land:

“The competition of wealthy agricultural entrepreneurs
establishes the current price of leases in proportion to
the fertility of the land and the price at which its produce
is sold, always in accordance with the calculation which the
formers mzke of their costs and ¢ -~ ~rofits which they
ought to draw from their advances: they are unable to give
the proprietor more than the surplus. But when the competi-
tion is very keen, they give him the whole of this surplus,
since the proprietor will let his land oniy to the man who
offers the highest rent."l
Given the rent thus determined, the value of land was obtained by
capitalization at the rate of time preference.2

This view of rent was adopted by Adam Smich when he stated that
the

"rent of land, therefore, cousidered as the price paid for the
use of land, is naturally a monopoly price. It is not at all

proportioned to what the landlord may have laid out upon the
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improvement of the land, or to what he can afford to take;
but to what the farmer can afford to give."3
Where Smith had been content to let value from szarcity and
value from cost of production both stand together in his anticipation
of the Walrasian general equilibrium theory of value, Ricardo was not.
Ricardo clearly saw that
“There are some commodities, the value of which is determined
by their scarcity alone. No labour can increase the quantity
of such goods, and therefore their value cannot be lowered by
an increased supply. Some rare statues and pictures, scarce
books and coins, wines of a peculiar quality, which can be
made only from grapes grown on a particular soil, of which
there is a very limited quantity, are all of this description.
Their value 1s wholly independent of the quantity of labour
originally necessary to produce them . . L
Land, of course, fitted this description and Ricardo had to “"get rid of
reat” from his cost-of-production theory of value. He did so by
invoking diainishing returns and going to the intensive and extensive
wmargins. Value was determined (not "measured"vor "equal to") by margi-
nal cost of production. Nonetheless, in spite of his different approach
to value theory, Ricardo also would have agreed that rent is a demand-
determined factor price, a payment for infra-marginal surplus.
Marshall, in his syothesis of Ricardian and general-equilibrium
analysis, saw this clearly and, ir his parable of the rent of meteoric
stones, commented thaf the

“owners of them would have a differential advantage in produc-
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tion, that would affor. a large producer's surplus. This
surplus would be governed wholly by the urgency and volume
of the demand for thcir services on the one hand and the

number of stones on th: other hand: it could not be affected

by the cost of obtaining a further supply, because none

3
!

B
-
4
(%
i

i

could be had at amy price.“5_
Rent, of course, could be affected by the cost of production of substi-
tute factors.

The significance of the notion that rent 1s a demand-determined
price becomes apparent in the analogy drawn between rent and monopoly
pticing6 and the parallel between the incidence of taxes upon rent and
taxes upon monopolies. It also figures in the argument, familiar to
accountants, that the distinction between land and capital can be seen
in the fact that the

“value of land, like that of bonds or of a secure monopoly,
bears no relation to cost of duplication. It is arrived at
solely by a process of digzounting ar capitalizing the
prosrective income from it at the current interest rate.
Capital value, however, depends not only indirectly, but also

directly, on present cost of production {or of duplication).”7

Ul

TRIR LS, R £ 1P =Tl



CIRLIT P PR SN T AN s LN RN AN

e

AR SAL R PR A AT

LR S

et

.t

r-mnsmwx.m e

16

CHAPTER 5
RENT AS T.{[E UNIQUE SURPLUS

The Physiocrats are alleged to have held that only agriculture
was productive and that manufacture was sterile. So stated, their
doctrines have been regarded as self-evidently foolish. However,
before dismissing the opinions of obviously intelligent men, it is
perhaps well to ask ourselves: what did they mean?

The angwer, I would suggest, lies in asking oneself what ought
to be net national income. The obvious modern answer is that it is the
value of goods and services provided in a year less costs of production,
which means that one deducts depreciation and cancels out intermediate
sales and 1s left with wages plus net operatiag surplus or, in Adam
Smith's terms, wages plus profits and rents.

Now the Physiocrats went further; they held that wages were but
the cost ¢f production of labour supplyl and that interest was the cost
of keeping capital in the country2 “for monetary fortunes are a
clandestine form of wealth which knows neither king nor country."3
llence, they argued pet national income was simply rent, i.e., the net
product of land. The Physiocratic view was thus that, although labour
produced its own wages“ and capital raised the productivity of land,S
these two factors of production were not productive of a surplus over
their supply cost. Thus, just as Adam Smith's “unproductive labourers”
could be necessary to a nation's productive activities, so the

Physiocrats conceded the necessity of labour and capital in production,
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but were still adamant that rent alone was the true net national iicome
or "revenue” of a nation.

Adam Smith’s criticisms of the Physiocratic concept of
"productive” are well known:® what tends to be forgotten is that Smith
considered the Physiocratic system "the nearest approximation to the
trpch that has yet been published upon the subject of political
economy; and is upon that account well worth the consideration of every
man who wishes to examine with attention the principles of that very
important science.”’ Consequently, it is not surprising to discover
that Smith, in fact, agreed with the Physiccrats in their definition
of rent as the unique surplus. Smith first licks factor pricing and
distribution: "The whole annual produce of the land and labour of every
country . . . naturally divides itself . . . into three parts; the rent
of land, the wages of labour, and the profifrs of stock; and constitutes
a revenue to three different orders of people . . . These are the three
great, original and constituent ocders of every civilized society, from
whose revenue that of every other order is ultimately derived."8 Then
he immediately states of iandownets: "They are the only ome of the three
orders whose revenue costs them neither labour nor care, but comes to
them, as it were, of 1cts own accord, and independent of any plan or
project of their own."? That Smith virtually agreed with the
Physiocrats in depicting rent as the unique surplus is reinforced bv the
reasons he gives for not taxzing wages or profits, viz., that they are
costs of ptoduction.lo

Ricardo accepts the idea that it {s "obviuus that the power of

paying taxes is in proportion to the net, and aot in proportion to the
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gross revenue,"ll and he identifies net revenue with profits plus
rent, arguing that wages "if moderate, constituting always the
necessary expenses of production”"l2—an idea still vestigially
honoured today in all income tax systems of the British Commonwealth
which exempt a subsistence income.

Obviously, the admission that certain incomes other than rent

contained a surplus element opened up a line of reasoning which was to
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be perfected by J.A. Hobson, but for the moment we may sum up the idea
that land rent was the unique surplus by expresaing it in Marshallian

terms: land represents the only income which in the long run is a

£ BLE RV TR LRIVE Sl b g

surplus over the real (i{.e., labour and caplital} costs of its produc-

tion. Or as Marshall himself put it:

SN

« » « in the long run the earnings of each ageat are, as a

rule, sufficient only to recompense at their marginal rates

SX X TELH

the sum total of the efforts and sacrifices required to

ELIES I

produce them. If less than these marginal rates had been
forthcoming the supplies would have been diminished; and on
the whole there is in zeneral no extra surplus in this
direction . . . But there is this difference between land

and other agents of production, that from a social point of

view land ylelds a permasent surplus, while perishable

things made by man do not."13
The concept of real cost and reant as a social surplus now lead us

naturally into the question of whether or not "IculL zuters into price.”
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CLAPTER 6
RENT "DOES NOT ENTER" INTO PRICE

The controversy over the question of whether cent does or does
not enter into price is surely one of the most important in the history
of economic thought. I think it accurate to state that from this debate
has come the marginal productivity theory of distributicn, tha theory
of quasi-rents and ultimately, the neoclassical concept of capital
formulated by J.B. Clark which has recently come under renewed attack.
Unfortunately much of the controversy has been unnecessary because the
question of whether rent does or does not enter into price was ably
analyzed by Adam Smith;

It "has been common to pronounce Adam Smith inconsistent in his
treatment of rent and price. He stated both that rent was and that it
was not an element in determining the price of commodities"l, a charge
levied by David Buchanan in 1817,2 repeated by tdgeworth in 1900 ("It
being universally admitted ihat in McCulloch's words, 'there are few
chapters in Dr. Smith's great work more unsatisfactory than his chapter
on rent,' it will not appear particularly impious to dispuie a formula
which involves Adam Smith's obsolete conception of rent forming a part
of price”)3 and still to be fouand in histories of economic thought.“
Hence, it would seem wise to comment on the views taken by Ricardo, J.S.
Mill, Jevons and Marshall on rent and price before looking at Adac
Smith's doctrines.

Ricardo's doctrine on rent and price is admirably clear: "Corn
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1s not high because a rent is paid, but a rent is paid because corn is
high . . . rent does not and cannot enter in the least.degree as a
component part of its price."5 The underlying basis of this assertion
was the implicit assumption that land had one use (growing corn);®
the motive for the assumption was both to obtain a cost of production
theory of value by going to the extgnsive or intensive margin and to
determine the rate of profit by comparing homogeneous input and
output.7

John Stuart Mill attempted to restate the Ricardian doctrine
but, in doing s0, gave a somewhat different and modified version of the
theorem that "rent does not enter into price.” His first reason is
that rent is not a real cost of factor supply: "In the case of the
implement (a thing produced by labour) a price of some sort is the
necessary condition of its existence:8 put the land exists by nature.
The payment for it, therefcre, is not one of the expenses of produc-
tio: . . ."9 This statement is obviously correct and 1is conceded by
the most strenuous advocates of the concept of opportunity cosr., 10
The second reason Mill advances is that rent is not a cost to the
individual producer because it pays for itself: "whoever cultivates
land, paying a rent for it, gets in return for his rent an instrument
of superior power to other instruments of thc same kind for which no
rent is paid. The superiority of the instrument is in exact proportion
to che reat paid for it."il This argument, however, is not peculiar to
land as Mill recognizes,12 but he did not pursue this--it was left to
J.B. Clark and J.A. Hobson.

The most importaat statement on this subject by Mill is given



R AT I T O SRS AT It ﬂ
¥

e LT

in his "Summary of the Theory of Value":

“Rent is not an element in the cost of production of the
commodity which yields it; except in the cases (rather
conceivable than actually existing) in which it results from,
and represents, a scarcity value. But when land capable of

yielding rent in agriculture is applied to some other purpose,

21
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the rent which it wouli have yielded is an element in the cost
of production of the commodity which it is employed to
p!oduce."l3
This coacession was seized upon by Jevons and the other neo-
classical economists to dttack the doctrine that rent does not enter
iato price.l4 But, as Bladen notes,
“in the classical system land was treated differently from the
other factors of production because its supply was taken as
given, as independent of price. Once the supply of labour, or
capital, 15 taken as given, the distinction disappears and the
concept of rent applies to 21l. The stage is set for the
development of a new position, that the prices of products no
more determines the prices of factors, than prices of factors
determine the prices of products . . 15
The neoclassical criticism was based on the notion of alternative uses
of land and the rent paid in one use as being an opportunity coet when
land was employed in another use.
Marshall was not happy wiLh the contention that the notiomns of
opportunity cost and alternative uses of land were sufficient to dispose

of the Ricardian doctrine that rent does not enter into price. He
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remarked

"I hold that the point of Ricardo's doctrine is to be sought in

the fact that the cost of production of the marginal produce

can be ascertained (theoretically at least) from the circum—

stances of the margin, without reasoning in a circle, and that

the cost of production of other parts of the produce cannot.

For other “arts yield a rent or a quasi-rent, or both: and these

are determined not by the circumstances of production of the

parts in question, but by the price of the whole produce.“16

Marshall wanted to interpret cost of production in the sense of
real cost of production and hence, following Ricardo, he invoked the
intensive margin to get rid of rent. His objection to the opportunity
cost approach to rent was based on the observation that the rentals bid
for land in alternative uses dependead logically on the surpluses over
real costs which could be made in each use. Thus 1f a farmer “"reckoned
that he could get a surplus of 30 pounds above his expenses (other than
rent) . . « and a surplus cf only 20 pounds above similar expenses by
growing any other crop, it could not truly be said that the rent which
the field could be made to yield by growing o;her crops 'entered into'
the marginal price of h0ps.“17
It has been objected by D.H. Buchanan that Marshall's argument

here depends upon an implicii assumption of disequilibrium: that land
will shift from one use to another so as to equalize 1its returnsl8 and
on the assumption that land is homogeneous this is true. However, the
assumption is heroic.1?

At this stage it 1is worthwhile to return to Adam Smith, whose
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“comprehensive wind" 20 geems to have formulated as correct a view of
the relation of rent to price as can even now be given.

Smith discusses the relationship of rent to price under three

:
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circumstances:

LA AU

(1) When considering rent in the aggregate Smith recognized

that rent was not a real cost of production to society, being no
recompense for “labour or care."2l In the aggregate, therefore, rent
was not a cost of production.

(2) In dealing with particular commodities Smith takes the view
that rent may or may not be a cost of production depanding on whether
other uses compete for the land: the normal rent of land which formed
part of the natural price of a commodity was the competitive rent
determined by alternative uses;22 however when land was uniquely
suitable for a specialized use (e.g., vineyards for rare wines) its
rent would pe a special monopoly rent. 23 But in both of these cases
what was bid for the land would depend on the surplus it yielded.

Smith's statements on the relation of rent to price are thus
able to reconcile the Ricardian and Jevonian positions without
committing the errors of assuming land is restricted to one use or is
homogeneous. If we want to translate Smith into modern jargon his
poeition may be summed up as:

(1) Rent is a surplus of factor price over the real cost of
pvoduction of the unproduced factor, land (which cost was zero).

(2) Rent is a cost of production of a particular commodity
only in the sense that it must cover the transfer earnings (opportunity

cost) of the land.

r—-«h‘...:_.a R
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(3) The surplus, if any, of rent paid for a plece of land over
its transfer earnings 1s indicative of a special monopoly rent. This
may arise because land is not homogeneous.24

It 1s remarkable that the controversy over the relationship
between rent and price should have persisted for so long when a close
perusal pf Adam Smith would have shown the different hypotheses under-
lying the opposing positions., For our purposes, however, the
significance of this controversy 1s that it led to the identification
of rent with any producer's sSucplus, an identification which meant that

land ceased to have the importance classical writers had assigned to it.
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CHAPTER 7
RENT AS ANY SURPLUS

As we have seen, the controversy over the question of whether
rent does or does not enter into price fostered tha notion that land
rent was only a specific kind of surplus, a representative, as
Marshall pute it, of a “large genus."l

This development in thought was not suddan. Turgot had seen
that wage—earners might earn a surplus over subsistence wages due to
energy, skill, economy or special ability and yet rejected the
temptation tec classify such a surplus as a species of rent because he
argued that such a surplus was necessary for capital formation. 2

Lavid Buchanan, in his observations on the Wealth of Natioas,

clearly raised the question of identifying rent as a surplus of price

over real cost. He argued
"Rent being a surplus above wages and profit, whatever yields
this surplus may be said to pay a rent. The inventor of a
machine for abridging labour, were he to keep his secret, might
sell his goods for such a price as would yield z reat or surplus
above wages and profit . . . When Dr. Smith considers the
extraordinary profit derived from secrets in manufacturers as
the high price of the manufacturer's private labour, he clearly
mistakes the nature of this profit, which {s in no respect dif-
ferent from the rent of land."3

We see here the germ of the idea that reat may also be viewed as a
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surplus due to factor heterogeneity.

Ricards acknowledged this point: if machinery were to become
worse "3 T=af would be pald to all those who possessed the most
productive machinery."" Yet while thus foreshadowing the theory of
quasi-rent and the application of the principle of differential advan-
tage to other factors than iand, Ricardo did not pursue the idea. Rent
remained as land rent. |

John Stuart Mill repeated Buchanan's point when he stated that
there were cases of extra profit analogous to rent: "Wages and profits
represent the universal elements in production, while rent may be taken
to represent the differential and peculiar”-—a clear lead into theories
of monopolistic competition and “rents”™ due to heterogeneity.

However, what really altered the notion of rent was tne formula-
tion of the marginal productivity theory by J.A. Hobson and J.B. Clark,
who set out to show that the law of variable proportions meant that
increments of any homogeneous factor would generate an infra-marginal
producer's surplus actributable to the whole of that factor.

In the next few sections we shall see how:

(1) Rent was identified with infra-marginal producer's surplus
generated by homogeneous factors (the marginal producti\;ity theory).

(2) Rent was seen as a surplus of factor price over transfer
earnings which, in the case of homogeneous factors, is essentially a
disequilibrium pheuomenon--supranormal profit.

(3) Rent was due to differential advantage arising from
heterogeneity of factor inputs.

(4) The word “"rent" was applied even to consumers' subjective
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infra-marginal surplus.
(5) Rent was to be distinguished from quasi-rent by the

effluxion of time.

2z
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CHAPTER 8
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RENT IN THE MARGINAL PRODUCTIVITY

THEORY OF DISTRIBUTION

In the Quarterly Journal of Fconomics of 1890-91 appeared two

T PR TR T AN

articles; "Distribution as Determined by a Law of Rent” by J.B. Clark
and "The Law of the Three Rents™ by J.A. Hobson. These authors present
the marginal preductivity theory as a generalization of Ricardo's law
of rent to all three factors of production. Diminishing returns is
reformulated as the law of variable proportions dand land rent ceases
to be distinctive.

“"Labour and capital, in current theorics, are the antithesis of

the typical reant-producer, laud. Yet wages in the aggregate

constitute the income derived by society from its entire fund

of pure labour energy; and interest is, in like manner, the

product of a fund of pure capital. Both are differential gains.

and are completely amenable to the Ricardian law."l

There are several criticisms which can be made of Clark's

version of the marginal productivity theory: the confounding of the
rate of interest with the rents and quasi-rents received by land and
capital,z the attempt o find pure capital by aggregating capital
values which depend on the rate of interest that quasi-physical fund
is supposed to de:ermine,3 but for our purposes the identificarion

of the rent concept with infra-marginal surplus received by a factor

has to be questioned.



INEFREIPIA A IR

R s 1t 5 &

[}

29

Clark states that "each earlier worker creates a surplus over
and above the amount created by the last one, and the sum of all these
surpluses is the rent of the fund."4 The problem is that labour is
assumed a homogeneous input; there is therefore no "earlier" and no
“later” man—we must talk of the marginal product of ten men, not the
marginal product of the tenth man. Every man, every unit of capital
is "marginal.” Clark admits this> yet insists on calling this surplus
a "rent” analogous to Ricardo's land rent.

However, in Ricardo's theory land inputs are not homogeneous,
we can isolate the surplus and talk of the rent of the third acre, say,
of land brought under cultivation—rent is a surplus due to heteroge-
neous qualities of land whether of fertility or location and is

agssignable to individual units of land in a way that aggregate infra-

marginal surplus of labour or capital is not:® each unit of these homa-

geneous factors must be paid the same factor price. Morecver, if the
aggregation of capital goods raises problems, the aggregation of hetero-
geneous land raises more.’
Marshall was wise to assert that in the reaction against Ricardo,
“too much insistence has been laid on the fact that the earnings
of every agent of production come from, and are for the time
mainly governed by the value of the product which it takes part
in producing; its earnings heing so far governed on the same
principle as the reat of land; and some have even thought it
possible to coanstitute a complete theory of Distribution out of
multifold applications of the law of remt. But they will not

reach that end."8
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The marginal productivity theory accounts well enough for the
allocation of a given supply of factors to their most productive uses
but it stops short of explaining how the 23gregate supply of factors

is determined in the first place, which was the very question which
prompted the classical writers to distinguish land rent as the payment
to a non-produced factor of ptoduction._9 For them population was endo-
genous, not exogenous, and capital could not be treated on the same
basis as land, because the capital stock was endogenously determined

whereas land was given gratis by Nature.
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CHAPTER 9
PARETIAN RENT--DISEQUILIBRIUM AND HETEROGENEITY

As we have seen, the marginal productivity theory is an out-
growth of Ricardo's reasoning in regard to the intensive margin
wherein successive doses of one homogeneous factor (labour cum capital)
are applied to a fixed quantity of another (land), raising its marginal
product. The law of variable proportions simply put all three
homogeneous factors on rthis same basis and thus determined distribution
by the rent law.
However, Ricardo's reasoning with regard to the extensive
margin implied that rent arose because land was not homogeneous (L.e.,
of diffarent qualities). This view was echoed in J.S. Mill's remark
that
"Wages and profits represent the universal elements in produc-
tion, while rent may be taken to represent the differential and
peculiar: any difference in favour of certain producers, or in
favour of production in certain circumstances, being the source
of a gain, which, though not called reant unless paid periodi-
cally by one person to another, 1s governed by laws entirely the
same with it. The price paid for a differential advantage in
producing a commodity, cannot enter into the general cost of
production of the commodity.”l
The importance of this identification of rent with differential

advantage is that it points to the two causes which can occasion
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Paretian rent—heterogeneity and disequilibrium.

One of the results of the controversy over whether or not rent
enters into price was the Paretian concept of rent which defines rent
as the surplus rewards a factor earns over its transfer earnings
(opportunity cos:).2 Now, if all the factors of production are homo-
geneous and the system is in equilibrium, Paretian rent cannot arise,
since all units of each factor will have the same transfer earnings3 at
the level of the firm. Only if we extend our view to the industry or
the economy generally do the Paretian rents appear. However, this is no
advance on Adam Smith's insights into rent-—it is simply another way of
stating that whether or not rent enters into price depends on the alter-
natives open to the factcr.

Worcester recognizes that the Paretian concept of rent
“seriously impairs the meaning of the word"* and suggests that "Paretian
rent” be discarded in favour of the term "factor profits” for the
surplus returns to productive agents over and above opportunity costs.
He also suggests that rent is best defined as the opportunity cost of
land at the level of the firm.® The suggestions appear quite sensible
and are quite in keeping with Adam Smith's analysis of when rent does
and does not enter into price. It will be recalled that what Adam Smith
called the natu?al rate of land rent is its competitive rental as deter-
mined by opportunity cost and what he called the monopoly rent of cer=
tain vineyards in France was their "factor profit™ over the returns in
alternative uses. Moreover, Adam Smith by taking the social point of
view was able Lo consistently hold, as did Marshall® and do as most

advocates of the Paretian concept, that rent of land is not a cost of
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production to society as a whole.

Thus the Paretian coacept of “"rent™ seems to amount to little
more than the statement that factors are not homogeneous nor is an
economic system always ir equilibrium=-concepts which have no necessary
connection with land rent as a surplus over real cost. It does seem
best to use different words for different ideas, and to recognize that
“opportunity cost” concepts are not substitutes for "real cost"

concepts.



34

CHAPTER 10

CONSUMERS' SURPLUS AS A RENT

In the ideniii{ication of the concept of surplus with rent

towards the end of the nineteenth century, Alfred Marshall in the
] first three editions of his Principles designated consumers' surplus

as "consumers' rent.” The motivation for this terminology *as the
analogy with producers' surplus or rent in the familiar partial
equilibrium supply and demand analysis.l However, in later editions,
Marshall abandoned the term and in Appendix K, “Certain Kinds of
Surpluses,” one senses that this abandonment is due to his desire to
emphasize that the surpluses of wdterial agents other than land disap-
pear in the long run whereas "from a social poiut of view land yields a
permanent surplus, while perishable things made by maa do not”%-a view
which is the same as the Physiocratic notion of land rent as the unique

surplus.

E . AR

b B N SO T ETIATIRS



B
:
E

AVRAL

sy

s K

Rosrt B

35

CHAPTER 11
RENT AND QUASI-RENT

The concept of quasi-rent was developed by Marshall as a natural
adjunct to his wrestling with the question of whether or not rent enters
into price.1 If ome adopts the social point of view and the time period
is so short that the supply of man made appliances cannot be altered
then the rental prices of land and capital goods are on a par. Neither
payment represents a real cost of production (the agents of osroduction
are already in existence) and factor payments on the basis of oppor-
tunity cost are simply a means of allncating a scarce supply of factors
to the most productive uses. Hence, in the short run, the rental of
capital goods is a quasi-rent-—because it is not a real cost of produc-
tion. In the long-run, however, as Marshall points out, this is not so:
efforts and sacrifices are required to replenish, renew and expand the
stock of capital goods.2

Marshall s use of the term quasi-rent has an advantage in
clarifying the ambiguous use of "interest” for both "interest payments”
and "rate of interest” by J.B. Clark:3 Marshall makes it clear that the
value of the existing stock of capital goods does not determine the

rate of interest but vice versa through capitalization of quasi-rents.“

Quasi~Rent and Capital Sunx in Land

Adam Smith had remarked that the rent payable for a unit of land

was partly regulated by the "natural or improved fertility of the
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land,"5 which raises the question whether the rent of land carn concep-
tually be distinguished from the quasi-rent of capital Qunk in the land.
Smith's answer was yes. He included in his definitiom of ~apital
“improvements of land . . . what has been profitably laid out in
clearing, draining, anclosing, manuring, and reducing it into the
condition most proper for tillage and culture."”® Smith also stated that
augmented rents due to improvements by landlords wefe but a return to
capital.7 Where, however, a landlord demanded an increased rent due to
alterations in fertility due to capital sunk in the land by a tenant,8
this was indeed land rent because one had to assume that tenants on
long leases would only sink capital into land if they could recover
capital plus profit before the expiration of the lease?--a conclusion
which is in keeping with the notion that rent is a surplus over real
cost. Interestingly enough, New Zealand land valuation 1lawl0 echoes
Smith's view that capital sunk in land is generally recoverable as a
terminable annuityll and that not all the effects of land improvement
are attributable to those improvements but to latent qualities of the
land 1itself.

Ricardo, however, saw rent as the principle of differential
productivity and hence allowed that superior machinery could earn a
rent.12 He also modified his definition of rent and suggested that what
is today described as the quasi-rent of capital sunk in land was
“strictly of the nature of rent"13 in spite of his recognition that such
capital earued profits ex-ante and quasi-rent ex post. Essentially,
Ricardo has no clear concept of quasi-rent and assumes that capital sunk

in land i{s not subject to obsolescence, physical deterioration and
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yieids a perpetual, not a terminable, annuity.

J.S. Ml1ll, while maintaining that the owners of existing fixed
capital on land will receive quasi-rents equivalent to interest on the
replacement cost of such capital, follows Ricardo "with regard to
capital actually sunk in improvements, and not requiring periodical
renewal, but spent once for allrin giving the land a permanent increase
in productiveness.”14 Like Ricardo he classifies all the return to
such ilmprovement as rent:

"1 cannot think that the incomes of those who own the Bedford
Level . . . ought to be called profit and not rent because
those lands would have been worth next to nothing unless
capital had been expended on them. The owners are not capital-
ists, but landlords; they have parted with their capital; it is
consumed, destroyed . . 15

Mill does not explain how "consumed, destroyed™ capital can be
capital "not requiring” remewal and giving a "permanent increase in
productiveness.” He seems here to equate the spending of money with
the destruction of capital. Mill is also incorrect in asserting that
these undrained lands "would have been worth next to nothing.”

As Mr. G.F.C. Campbell, formerly New Zealand Valuer-General,
explains of such land drainage schemes,

"It is the actual improvement which is valued, not the effect of
that improvement. For instance, suppose that the expenditure of
a small sum in cutting an outlet for water has converted a

swamp into first-class agricultural land. The fact that the

swamp was capable of easy drainage would enmhance its unimproved
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value, and the cost only of cutting the draiz would be valued as
the improvement."16
Marshall correctly states that capital sunk in land earns
quasi-rents, not rentl? which 1s the solution to Ricardo's and Mill's
difficulties, though it 1s not clear whether Marghall believed there
were capital improvements which yilelded a perpetual return at no mote

than the current rate of inl:etest.la

The significance of this debate over whether capital sunk in

:.
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land earns profits (quasi-rents) or is rent lies in the attempt of some
writers, notably Carey and Bastiat, to argue that land rent is nothing
but the quasi-rent of sunk capital (in Bastiat's case the argument was
used to defend private property in landl9). The answers to this
argument can now be seen:

(1) Capital sunk in land generally deteriorates (the principle

of terminable annuities stated by Smith and Walker).

R T O e

(2) It may become obsolete and detract from land value, rather
than add to it. &

(3) Its replacement cost generally falls over time, as new
construction techniques are developed. »

(4) The inherent and latent powers of the land are wrongly

attributed to the capital which unlocks them (an understandable error in

g

view of Ricardo's "original" powers of the soil).

ey

(5) ilne public value of land is confounded with the private
value due to capital sunk in the land by tenants or landlords.?l
(5) Capital expenditure 1is compounded forward at 2 rate f

interest which ignores the returns received from that canital invest-
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ment. 22
The conclusion is then that the rent of land is distinguishable
from the quaéi-rent of sunk capital and that Adam Smith's statements

to that effect have never been successfully controverted.
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CHAPTER 12
RENT AS ¢ REWARD FOR RiSK

It has sometimes been asserted that rent is a reward for risk,
that speculation in land is productive and must be rewarded. ®Naturally,
such a view has implications for the desirability of taxing what it
alleges is in fact an earned, tathef than an unearmed, increment.

There are several variations on this theme:

{1) The landowner "performs a very important productive service.
He finds, brings into use, and then allocates, land sites to the most
value=-productive bidders.”l "As in other industries—if not quite so
much as in other industries——the speculator is useful in finding a
market for the article.”?

(2) The discovery of matural resources (e.g., mirerals) is a
service for which rent is the reward in a risky endeavour.

(3) "Owners of land that is not in active use perform services
+ « o they hold the land while it is ripening into use . . . the ripen-
ing process 1is a part of the productive process in land utilization
« o « It would be in the end a waste to put upon this land inferior
buildings which would have to be torn down."3 This argument applies
equally tc the owner of winerals in deciding the timing of extraction
(i.e. user cost).

(4) Another argument is that the unearned increment is an
incentive to building. “In many instances, buildings are not depre-

ciated at all, the owners counting upon the increment in the land value
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to balance the depreciation of the building . . . the consumer of the
product gets the benefit through a reduction in the cost of production
represented by uncharged depreciation."“ Thus the rent nf land repre-
sents a risk premium necessary to induce capital to assume the concrete
form of a building.

(5) Marshall put forward the argument that in a new country the
prospect of the unearned increment was in fact a necessary reward for
the settlers' enterprise:

"A gettler often takes up land with the expectation that the

produce which it affords while in his puie<ssion, will fall

short of an adequate reward for his hardships, his labour and

his expenditure. He lcoks for part of his reward to the value

of the land itself, which he may perhaps after a while sell to

some new-comer who has no turn for the 1llfe of a pioneer."S
“"But when the land is all taken up, the desire to obtain {its title no
longer acts as a motive to further improvement and to further produc-
tion."® This argument was also put forward by J.B. Clark, A.S. Johnson
and T.S. Adams.’

(6) Finally, the argument is advanced in a general form that
parcels of land are risky assets (values may fall as well as rise) and
that private property in land allows individuals to allocate these
risks in the best fashion.8

All of these arguments are either incorrect or grossly over—
stated.

(1) With regard to the first argument, the allocation of land

to its best use, it confounds the personal and functional receipt of
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income. Rent is a demand-determined price and it is the bids of users
that allocate it, with the aid of real estate brokers. The landowmer
can and often does play a purely passive function, which would be an
impossibility 1f this argument were correct.? The =2llocation function
1s severable from ownership. Moreover, speculation in land, unlike spe-
culation in commodities, does not serve the social function of
encouraging and maintaining production;lo such speculation will be con-
sidered in Chapter 29.

(2) As for the argument that rent is a rewzrd for exploration
and discovery of mineral resources, this is akin to the argument that
depletion allowances are necessary to reward mining investment. One
would expect the risk element to be accounted for in the required rate
of return of capital invested in mining ventures. No one seriously
maintains that. Christopher Columbus required title in perpetuity to the
Americas before he set off exploring and yet this is the logical
reductio ad absurdum of the argument that rent is the necessary reward
for discovery.

In fact one could argue that from a social point of view,
allowing rent to‘be appropriated as the reward of discovery misallocates
resources. Too much may be spent exploring for mineral resources rather
than developing existing deposits. Such a criticism would be analogous
to that sometimes levied against the patent system which may encourage
research in an area and then stifle it once the first patent in that
field is granted.l1 In any case, the analogy with patents would sugzest
that if rent is to be the reward for discovery it need not be so for

more than a limited number of years.l2
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Moreover, the fact that prospectors pay for the rights to
explore disproves the contention that rent is produced by discovery,
for in such cases a clear net return i8 enjoyed by passive landholders
who neither risk nor search.l3

(3) Ely's argument that landowners perform services by holding
land out of use and waiting to commit it to a superior use simply
amounts to the contention that in equilibrium the value of unused
natural resources must be rising at the current rate of interest. This
is true, but does not prove that rent is a reward for productive
service: rather it raises the important question of whether land value
taxation is neutral and/or optimal in its effect on the timing of the
use of natural resources.

(4) The argument that the unearned increment is an incentive to
building is clearly wroug. In the first place umuch building takes
place on leaseholds where the builder will not receive the increment,
but, more importantly, there is no necessary connection between the
increment in land value and the depreciation of a building on it. It
is simply not necessary for a landowner to accept a subnormal returm to
capital in order to gain any 1ncrement,1“ uuless some kind of improve-
ment is necessary to retain title,l5 in which case, as we shall see
later, the result is a misallocation of resources.

(5) The suggestion of Marshall and Clark that land rent in a
new country was a necessary reward for settlers had been cousidered
befora :heﬁ wrote by Wakefield, John Stuart Mill and Henry George, all
of whom had seen its fundamental defect, namely, that there was no

reason to expect an optimal pattern of land settlement to result.
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As J.S. Mill put it in his chapter on "Grounds and Limits of

the Laissez—~Faire Principle,” the Wakefield system of colonization
“is grounded on the important principle, that the degree of
productiveness of land and labour depends on their being in a
due proportion to one another; that if a few persons in a
nevly-settled country attempt to occupy and appropriate a large
district, or if each labourer becomes too soon an occupier and
cultivator of land, there is a loss of productive power, and a
great retardation of the progress of the colony in wealth and
civilization . . . Mr. Wakefield therefore proposed to check the
prematurc occupation of land and dispersion of the people, by
putting upon all unappropriated lands a rather high price, the
proceeds of which were to be expended in conveying emigrant
labourers from the mother c0untty."16
JeS. Mill defends Wakefield's proposal by pointing out that the "free-
rider™ problem would otherwise operate and individual profit maximiza-
tion would not coincide with a social optimum-
Wakefield's system was, in fact, adopted in the settlement of
South Australia, though one may also question whether the policy of
putting an artificially high price on land was optimal-—z S::ter
policy would appear to have been suggested by James Mill, namely the
reservation of rent as State revenue, which would not have distorted
marginal rewards to capital and labour in either direction;l’ this is
considered in Chapter 32.
It wag this distortion of factor rewards caused by the unearned

increment whlch caused Haig, Davenport and H.G. Brown to question the
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idea that rent should be regarded as a reward to risk. They pointed
out this could only be so at the social cost of a misallocation of
r2rources. 18

It may also be pointed out that Mars .1 seems to have viewed
the conversion of land from prairie to farml..d as the "production” of
1and,19 which 18 surely confounding the emergence of value when a good
ceases to be ffee with its physical production, in which case any

diversion of land to a higher and better use “produces” land and hence

) S SRR L Y I O K

h4

all rent is "produced."20

R P

Henry George seems to have concurred with J.S. Mill that the

unearned increment would lead to a suboptimal pattern of settlement but

SunT By 2

to have gone further and suggested that even in a settled community the

pursuit of the unearned increment would lead to a suboptimal distribu-

St e ey

tion of population—overcrowded cities and sparsely populated rural

g e

areas.?l His reasoning appears to ie based upon the pre—emptive motive
for land acquisition discussed by J.S. Mill, later generations in an old
country being in the same position as later settlers in a new countty.zz
{6) The general argument that land is a risky asset and the
private receipt of rent is necessary ;o ensure the proper allocation
of risk e=2ems to fail on several counts.
In the first place, all factor incomes are uncertain in the
= future so what 1s umnique about rent?
In the second place, as Turgot pointed out, money invested in
land brings in a lower rate of return precisely because land is not a
risky investment. 23

Finally, if we ccnceive of risk not as the variability of
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factor returns per se but rather as the possibility that a factor will
be locked into a lower return and unable to benefit from a rise in its
reward, then it is capital, not labour or land, that bears risks. As
Ely remarked, it is the "inferior buildings which would have to be torn
down" if land {s inappropriately developed--it is thus the capital on
the land that bears the special risk of obsolescence: the land can
always be salvaged and turmed to its highest and best use; capital must

accept its quasi-rents,za

which may diverge sharply from the return to
free or uninvested capitsl.

Thus it can be seen that rent is not the return to risk. The
discussion has, however, raised the question as to thc aature of land
speculation. It has become apparent that the term covers two ideas:
the first is that land speculation, like speculation in general, simply
guldes or holds land for ire highagt and best use and is therefore
socially useful.?5 It will be shown later that laud vaiue taxation is
neutral with respect to speculation of this kind which is warranted by
the normal marginal conditions of optimization.

However, the second idea of land speculation is that of the
unearned increment as making up for otherwisz unprofitable investment
decisions26 and s the kind of speculation that Wakefield, J.S. Mill,
Henry George, H.G. Brown, and others have accurately stigmatized as
socilally wasteful, particularly where it represents an attempt to
estatlish monopoly market power by controlling non-reproducible natural
resources ia advance of real demand.

If it can be shown that land value taxation is neutral with

respect to the :Zirst kind of speculation and discourages the second
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kind, then the apparent counflict in the literature as to the relation-
ghip between land rent taxation and land speculation will have been

resolved. It is my intention to show that some, at least, of the

classical advecates of land rent taxation understood something of this
distinction which explains why they could hold that land rent taxation

could be "unshiftable” and yet "non-neutral” at the same time. Indeed

g

they saw it as "super-neutral” insofar as they alleged it would cure an

existing blas towards resource misallocation.
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CHAPTER 13
RENT AS RENTAL

Towards the end of the nineteenth century, the classical
division of rent, profit and wages as the rewards of land, capital and
labour respectively was abandoned in favour of a classification which
designated rent or rental as the reward of all material agents of
production and wages as the reward to the human factor. It is to this
trend in thought, pioreered by J.B. Clark, that we owe the ubiquitous
production function Y = F(K,L)l and it is well to realize that this
assimilation of land into capital was largely a response to the “single
tax” of Henry George:2 defenders of the status quo were wont to assert
that "capital vests itself in land"3 and hence landed property is
equally sacred, whilst Socialist opponents agreed but drew the conclu-
sion that both land and capital were equally worthy of nationalization.4

The arguments vwhish have boen advanced for the assimilation of
land into capital may be summarized as follows:

(1) Capital is a fund of value:> we must follow the point of
view of the individual entrepreneur and see land as one of his possible
financial investments.®

(2) In the static state, there is no abstinence, capital is a
permanent, imperishable fund’ which earns reatals® in its material,
embodied forms. The ratio of these reatal value flows to the value of
the fund establishes the rate of interest.?

(3) Rent 1is rental——the price of any flow of productive service,
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whether man-made or Nature-given.lo Interest is not a phenomenon
peculiar to produced capital, rather it is aglo or time-discount which
applies to all factor returns.ll Hence the old distinction that land
earns rent and capital earns interest is meaningless.lz

(4) Land is produced under economic conditions. Investment in
land earns profits in no way different to other individual invest-
ments. 13 |

(5) All capital goods involve a fusion of valuable natural
resources with embodied labour; hence wz czaanot think of capital as
reducible to dated labour. Capital goods are, in fact, partly land,
which continues to yield land services even though embodied in a
capital good.l4

(6) "The entire notion of 'factor of production' is an incubus
on economic analysis, and should be eliminated from economic discussion
as summarily as possible.“15

These arguments for treating land as capital as advanced by
Clark, Fetter and Knight have had an enormous influence on economic
theory, an influence which is to be regretted because they are
fundamentally misleading, as Bohz-Bawerk, Marshall and Taussig well saw.
In the light of the subsequent Cambridge controversies Bohm—Bawerk's
judgment is worth recalling: “J.B. Clark's concept of ‘true capital’
leads to aberrations far more subtle and deceptive and for that ver?
reason far more dangerous.”16

Let us acw consider why the assimilation of land into capital
cannot be justified on the grounds suggested above:

(1) Clark's identification of capital goods with capital value
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is a misuse of metaphor;17 it amounts to reasoning in a circle and does
nothing to explain the origin of interestl8--the marginal rroductivicy
theory explains the determination of rents and quasi-rents, not the
rate of interest. In fact, Clark's inclusion of land in a fund of
capital which determines the interest ratel? represents a sad loss of
the insight of Turgot and Adam Smith that the causality runs in the
other direétion: rents are capitalized at the rate of interest to give
the value of land.20 Logically, the existence of what is to be valued
in exchange precedes valuation, or as Carver put it, "A quantum of
value is no more capital than a quantum of weight is pig iron."2l

As for the assertion that economic definitions must follow
tiose of the individual businessman, its absurdity becomes apparent
when one asks whether this fund of capital is to include capitalized
monopoly privileges.22

(2) Clark's assertion that in a static state capltal is
permanent like land begs the obvious question as to why the designation
of factors of production should be chosen with reference to static
states when the real world is confesscdly dynamic.23 Clark himself
adaits that in a dyvamic state land is distinguishable from capital, by
reason of permanence and fixity of supply.z4

There is another confusion in Clark's fund concept of capital.
Capital, Clark tells us, has its genesis 1in abstinence and interest is
the reward ot abstinence.2? However, Clark adds, it is only the
creation of capital that represents abstinence, not its conservation. 26
These postulates provoke two questions:

First, iun what sense did abstinence create land?
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Second, in the static state the amount of capital does not
chnnge,27 which implies there is no abstinence, in which case, why
is there a positive interest rate at all?

1t wes Taussig who observed the crucial importance of this
assertion that “abstinence 1s confined to the genesis of true capital”
which struck him as “fundamentally untrue,” since capital had to be
conserved. 28 The effect of Clark's reasoning w#s to treat capital as
if it were ready-made: “Land and capital are treaced as 1if their
conditions of supply were the same."29 In short, the as<eimilation of
land into capital obscures the vital distinction between rent and
quasi-rent.

(3) To the assertion that rent must be seen as rental, the
price of any flow of productive service, and that interest represents a
time discount, it can be replied that the substance of this contention
is valid, but we may yet want to distinguish between the physical
inputs which earn these rentals on the basis of whether they are
necessary to elicit factor supply. Marshall's concept of quasi-rent
does precisely this.30 Alternatively, the same basis for distinguishing
between land and capital goods may bevstated in noting that all
csunedities are reducible to dated inputs of land and labour--the
original factors: capital earns only its cost-—the agio of time
discount, whereas land and labcur earn zel incomes. 31

(4) The notion that land i{s produced under economic conditions
seems to have three possible interpretations:

(a) That the efforts and sacrifices of individual landowners

have been suonk into the land, which is really capital. This



o ST A

P e d ser TN be

RS RPN

LN ALLARI A L L e

RPN

o
=
b
%
b
X,
k
by
H

52

is a re—incarnation of the Carey-Bastiat thesis and depends

on the substitution of opportunity cost in lieu of real
cost.32 The tndividual viewpoint is substituted for the
gocial. Slavery amd piracy were carried on under economic
conditions and doubtless returned no more than the market

rate of profit to individuals but we may still doubt whether
they produced manpower or wealth.

(b) An increase of land value due to social externalities such
as roads and growing markets, is treated as though it were pro-
duction of land.33 National income accountants would find this
view rather startling.

(c) A simple refusal to acknowledge the old definition that
capital is the produced means of production; expending capital
in the land being described as "producing land."34 This is a
matter of semantic preference: it implies nothing about the
validity of the old definition.

(5) This assertion (that all capital goods include embodied
natural resources) may or may not be true, depending on whether we
agree with Marshall that there is a no-rent margin in the production
of goods. Certainly, gold and diamond jewelry suggest themselves as
examples vhere the value added component may not be so large in relaticn
to the valuz of the land input. Theoretically the answer to this
problem seems to be the further pursuit of imputation; practically one
is entitled to question its significance——as John Locke and Adam Szmith
observed, by far the greater part of the value of goods represents

value-added. 35
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(6) To discard the notion of factor of production in favour of
the notion that there is only ome factor of production, capital, a fund
of value is, surely, "a confusion of no mean proportions between
physical and value concept;."36

Ultimately, the attempt to assimilate land into capital has
failed. It was based on a static state which ignored augmentability
and the conditions of physical supply. It did, however, raise
interesting questions: Is land to be considered as a permanently given
factor of production? If capital is that which must be conserved, then
what is the basis for distinguishing capital from exhaustible resources,
whether renewable or non renewable? Is rent exclusively a payment for

the "original and indestructible powers of the soil?"37

The Definition of Land

It is clear that we have chosen to restate the definition of
rent in terms of the traditional division of the factors of production
into land, labour and capital; and that we have followed Bohm—Bawerk in
seeing the distinction between land and capital as that between the free
gifts of Nature and the produced means of production:

"land and other capital goods in many important respects travel
different ways. The former 1s immovable, the latter is for the
most part movable; the former is a gift of nature, the latter as
product of labour; the former cannot be increased, the latter

can . . . Most important of all, when the great social problems
are discussed, property in land and property in capital are the

subject of attack and defence on two distinctly different

fronts.”38
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This approach has not gone unchallenged and before exploring the
probless of definition let us set out the possible positions which can
be adopted.

(1) Land cannot be distinguished from capital.

(2) Land can be distinguished from capital because

(a) capital is produced; land is not
or (b) is permanent; capital is not
or (c) capital is reproducible: land is not.
The argument that land cannot be distinguished from capital has
its origins in the observation that all productr result from the fusion
of land and labour. As Fetter put it
"« « o« it may be said that the distinction between land and
capital’by the older economists was not made with respect to the
purposes for which agents of production were used, but with
respect to their origin, their naturalness, or artificiality
+ « « Those goods which were called natural were treated . . .
under the land and rant concept and those that were artificial
were treated under the capital concept. The material of
everything in the world was once 'natural.' When did it become
‘artificial'? At what moment did the bit of iron ore, the piece
of coal, the piece of wood, the piece of 'land,' miraculously
become capital? Was it at the first touch of man's hand? Then
is every cultivated bit of land artificial, and by that tcken is
capital?"39

Other arguments of a like kind are that land must be conserved, like

capital;“o that land and capital goods are valued alike by a process of
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capitalization“l and that advocates of the tiadicional distinction bet-
ween land and capital have inconsistently asserted that capital sunk in
land becomes land=--in sum "The attempt to distinguish between the part
of the value of a material thing that is due to labour and the part that
is due to nature, keeping this nature (or lgnd) and capital distinct, is
vain when once the labour has been s;pem:.""2 It is, of course, preci-
sely this last contention we deny on theoretical grounds, and we would
adduce the facts of commercial experience and of land value taxation as
it has been applied in regard to empirical grounds for this contention.

Before examining the question of capital sunk in land, let us
examine another basis of distinction between land and capital which
attempts to answer these objections. This 1s the suggestion that land
is whatever 1s permanent, while capital is that which is not, regardless
of whether the object is retural of wan-made. Such a distinction avoids
the conservation objection and sess a distinction emerging between land
and capital in that the former has a capitalized value, but not a cost
of production. This distincticn has becn suggested in part or in whole
by Wicksell,“3 JeBe Clark,aa and modern neo-Austrians.%3

However, this attehpt to solve the problem generates other
problems. We are asked to regard permanent goods such as dwelling-
houses,ae canals or cleared land,47 as "land” and yet perishable
topsr.»:l.l,!‘8 virgin forests4?d or exhaustible ore depositsso would seem to
be “capital.” Finally, ome could even question whether any resource,
natural or man-made, is physically permanent: mountains are continually
being eroded, rivers are naturally being silted, just as man and his

tools decay and rust.
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Thus some writers have proposed another basis of distinction
between capital and land: capital is reproducible, land i{s not. This
clasgification has some practical appeal and the United Nations System
of National Accounts adopts it as an asset classification. It can then
be argued that depletable mineral resources are "land” because they are
not physically reproducible but, even if this is conceded, it remains
that topsoil and virgin forests must be classified as "capital.”5l

For these reasons, the proposed definitions do not seem to be an
improvement over the traditional division of land gnd capital on the
basis on non-produced means of production. Ounly this definition is
congruent with the ideas of surplus over real cost, of the free gifts of
nature. We must therefore return to face the questions of whether capi-
tal sunk in land becomes "lacd”™ and whether we can meaningfully
distingeish the value of a material thing due to labour from that due to
nature.

The answer to both these questions is, I suggest, in the affir-
mative. Adam Smith,s2 Henry George53 and Bohm-Bawerk> 4 were, I suggest,
correct in asserting that capital sunk in land becomes land. The reason
is to be found in the remarks of George that ;and "is the substance to
which labour gives the form™ but that such forms are not permanent;
"Nature does not proceed fr:cz man, but man from nature, and it is into
the bosom of nature that he and all his works must return again.'55

The fact is that there are no permanent improvements to land;
there are permanent alterations, perhaps, but 1s an alteration an
"{mprovement™ when a century later it is at best irrelevant or at worst,

a hindrance, to the highest and best use to which the land csn be then
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put? Would a plot of Manhattan land perpetually fertilized in 1700 be
valued any differently from any other plot for today's best use, that
is, a building? 1Is a two-story building that has to be demolished for a
twenty=-story building .n "improvement”--or is it better described as a
“produced hindrance to production”™?

What happens to all capital over time is that it either loses
its physical for naturally or it is demolished or it is preserved--but
only at the cost of continued renewal and repair. Railways and dams are
often cited as examples of capital which yield perpetual returns yet
many dams become hopelessly silted in 50 years, while the deterioratiosn
of the American railroad beds in the last 30 years is known to unfor-
tunate thousands. Whether an asset is formally depreciated for
accounting purposes or whether, in lieu of depreciation charges,
renewals and repairs are treated as current expenses the underlying
reality is the same-——all capital goods perish and no investor ever
regards the creation of fixed capital as yielding a perpetuity; rather
ne views his capital investment 22 the purchase of a terminable annuity,
for the future is uncertain and he knows that the land or matter asso-
ciated with his capital may one day have to be salvaged and turned to a
better use. Ag both Adam Smith6 and Henry George57 realized, there was
no reason for an investor to sink capital irretrievably into land on
leasehold unless he could recover capital plus profit within that finite
time. The example of the Suez Canal being built on a 99 year lease with
reversion to the landlord is a good case; no doubt the investors were
well aware that there was a possibility (since unrealized) that cven

this capital work might be abandoned as a means of production if



a
k

R R AR

Pl T UKL e A LT o LR N

58

airships as large as'sea-golng freighters were to mean revenues below
canal maintenance costs.

Thus, as capital is form impressed upon matter, when that form
is destroyed we may legitimatély impute the value to matter: the value
of land is its salvage value,58 which does not necessarily reflect its
original powers. With regard to movable goods, the salvage value of
their matter is generally infinitesimal>9 (except in the casé of pre-
clous metals and jewels); with immovable property it is generally the
reverse. 60

In summary, the traditional definitioas of land and capital
still seem to offer "the deepest and most significant line of fissure"6l
between the two: the "real and natural distinction is between things
which are the produce of labour and things which are the gratuitous
offerings of nature."62

This definition implies that naturally given depletable resour-
ces, whether renewable or not, come under the land concept--natural top-

soil, virgin forests, mineral ores, fisheries are all included.
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CHAPTER 14

EXHAUSTIBLE RESOURCES AND THEIR RENT

Adam Smith in his discussinn of land rent had clearly included

all payments for the use of the free gifts of Nature and did not seem

to feel that the question of exhaustibility of a naturally given

resource was relevant in deciding whether its remuneration 1is, or is

not, rent. Smith clearly adheres to the notion of rent as a surplus of

factor earnings over the real cost of original productionof a factor.

Thus he concludes that royalties and severance payments for

Rt T ot

kelp.1 stone, timber? and coal3 are price-determined surpluses, and

; hence, rents.

?‘ Smith, as we shall see, was essentiallv correct, butr unfortu-

i nately Ricardo's loose assertion that rent was a payment for "the use of
3 the original and indestructible powers of the soil"4 caused Smith's

; insights to be lost much in the same way as Ricardo's other famous

? declaration that "rent does not enter . . . as a component part of . . .
; pfice"5 also caused Smith's analysis of opportunity cost of land to be
? neglected. Ricardo's iniluence is reflected in statements such as

% "Truly indestructible economic goods that require no maintenance are

é rare indeed . . . 80 rare that we cannot think of ome example."6 Such a
% statement logically leads towards an assimilation of land into capital
% and a denial that such a thing as rent exists.

The emphasis on the word "indestructible” as the criterion for

rent has led some writers to stress the permanence of a resource in
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defining land or rent-goods and to ignore whether the resource is a
free gift of Nature or man-made.’ un this view, "land” in the economic
gsense does not include its exhaustible qualities though some writers
would further distinguish between exhaustible but non-renewable natural
resources (included in land) and exhaustible but renewable resources
(not so included).® It is obvious that these perplexities of defini—
tion have a profound importance for any attempt to tax economic rent,
hence it is necessary to examine carefully the controversy over whzather
a royalty or severance payment for an exhaustible resource is or is not
rent.
Ricardo's argument that a royalty 1is not a rent {3 set out in

Chapter II of the Principles: Adam Smith, he says,

“tells us that the demand for timber, and its consequent high

price . « . caused a rent to be paid for forests in Norwar

which could before afford no rent. Is it not, however, evident

that the person whc pald what he thus calls rent, paid it in

consideration of the valuable cummodity which was then standing

on the land, and that he actually repaid himself with a profit

on the sale of the timber . . . the compensation was paid for

the liberty of removing and selling the timber, and not for the

liberty of growing it. H= speaks also of the reat of coal

wines, and of stone quarries, to which the same observation

applies——that the compensation given for the mine or quarry is

paid for the value of the coal or stone which can be removed

from them, and has no connection with the original and

indestructible powers of the land."9
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However, in Chapter III, "On the Rent of Mines,” Ricardo applies the
concept of differential fertility to mines: "Mines, as well as land,
generally pay a reat to their owner; and this rent, as well as the
rent of land, 13 the effect and gever tue cause of the high value of
their ptoduce."lo

It is ciedt that Ricardo's argument is partly a result of his
own definition: unlike J.B. Say, Ricardo does not include all natural

agents under "land”, and it is equally obvious that the differential

fertility of mines is not “indestructible.” What 1s surprising is
that Ricardo refers to a naturally given resource as a “commodity,”
a word normally associated with produced goods.
Marshall endorsed Ricardo's view that royalties are not rents:
"the produce of mines is merely a giving up of their stored—up
treasures . . . the produce of the mine is part of the mine itself."1l
A royalty, we are told, “"does no more than cover the injury done to a
mine by taking ore out of it."12
"A royalty is mot a rent . . . For except when mines, quarries,
etc. are practically inexhaustible, the excess of their income
over their direct outgoings has to be regarded, in part at
leasgt, as the price got by the sale of stored-up goods——stored
up by nature indeed, but now treated as private property; and
therefore the mareinal supoly price of minerals includes a
toyalty."13
In other words a royalty is a return of "principal, not income."14
However, the Ricardo-Marshall argument rests om an implicit

assumption of the individual as opposed to the social point of view—

er»ww»mwmw L



62

the "therefore™ follows on the fact that the mine is "private property”:
from a social point of view we may regard rent as a surplus over real
cost (as does Marshall elsewhere) and there is no reason to think that

the value of a mine represents real costls-discovery is often acciden-

tal and, in any case, we should beware of the fundamental fallacy of
historical cost accounting, viz., that value must equal cost. As Gray
succinctly puts it, the essential fallacy of the Ricardo-Marshall argu-

ment "lies in the fact that the so-called royalty is nothing more than a

;
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depreciation charge which results from capitalizing a terminable series
. of incomes."16 For example, if one were to discover accidentally a
buried treasure of gold coins on one's property, its subsequent aliena-
tion by sale in the most advantageous way no more represents a real cost
to society than the alienation of a landed estate by subdivision, though
in both cases prudent owners would not entirely consume their receipts
1f they wished to “"maintain their capital intact.”

If then depletion of a mine does not represent a real cost in
the sense of being the necessary reward for discovery, could it be said
that depletion 1s a cost to society in the sense that it is losing
forever a resource?l’

The answer would appear to be that this is an opportunity cost,
generated endogenously by the time pattern of use 2f the resource: it
is no more a real cost to society than is the spending of an inherited
legacy a real cost to an heir. This does not mean that depletion
should not be charged against production in the national accounts: it
should, since depletion is to “natural capital” what depreciation is

to man-made capital.

- N30
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If Marshall is wrong in his contention that a royaity is not a
rent because it 1s a real cost of productiom and, unlike rent, therefore
enters into price. he is equally right in contending that a royalty is a
capital account payment, not a current account payment.ls A royalty is,
indeed, not rent-—it is capitalized rent or what lawyers call "rent-in-
advance,” the present value of future flows of service from a natural
agent. The true relation of royalty to rent is the same as the relation
of a fee simple value of land to its annual rental. In theory, one
could rent a ton of gold for 99 years and turn it into jewelry just as a
builder rents land for 99 years and puts a building on it. The reason a
lump sum royalty for severable natural objects is preferred to an annual
rent is simply the obvious protlems involved in collecting such an
annual debt.

We can now see the answer ro Ricardo's questions about the
forests of Norway, mines and quarries: the rent of such lands comprises
a flow of rent for its permanent qualities and a royalty or “"rent-in-
advance™ for its severable qualities (e.g., trees). BRBoth are price
determined, not price-determining, neitner are real costs of production.
Cf course, once the natural forest is cur down, if 3 gew one is planted
then its reward will be a returm to capital (produced means of produc-
tion), not a royalty.

To sum up, exhaustibility has no essential connection with the
conicept of rent,19 the crucial concept is that of the free gifts of
Nature,?0 the idea of surplus over real cost.2l From the point of view
of public policy, it becomes clear that taxation geed not confine

itself to those free gifts of Nature which are inexhaustible—-no
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sovereign should refuse to collect a market royalty for the sale cf his
forests simply because one day they will be gotxe:22 he should however
be careful to put some of the proceeds in the bank if he wishes his

revenues to continue in perpetuity.
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CHAPTER 15
RENT AS A MONOPOLY RETURN

"Land monopoly is not the only monopoly, but it is by far the
greatest of monopolies—it 1s a perpetual monopoly, and it 1is

the mother of all other forms of monopoly."”

--Winston Churchilll

The idea that rent is a monopoly return is as old as Adam Smith
and yet in recent theory it has not been seriously entertained.
However, I shall endeavour to show in this section that the modern
incomprchension of the classicﬁl notion of rent as a monopoly return
has resulted from .cdefiinition of terws rather than from any inherent
weakness in the classical concepts, which, indeed, are now being
rediscovered in the literature of competition.

Before commenting on the writers who claimed that reni is a
monopoly return let us consider some of the ideas zssociated in the
literature with the words “competition” and "monopoly.”

"Monopoly™ has been used in two senses: 2

(1) A producer faces a downward-sloping demand curved (which
will always be the case if the word "product” 1is narrowly enough
defined).%

(2) There are barriers to the entry of other producers.5

“"Competition,” on the other hand, has been associated with the

following ideas.

(1) A producer faces a horizontal demand curve, or in other
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words, there are indefinitely many producers of a homogeneous product.6

(2) The equalization of factor rewards on each resource im all
uses (also the condition for maximum output from given resources).’

The weaknesses of the. .irst-mentioned notions of moropoly and
competition and their non-equivalence with the lattar-mentioned notions
are now well known.8 The result of this re—-appraisal of the neo-
¢lassical concepts of competition and monopoly has led to the conclusion
that

"In order, then, for us to speak freely of a lack of competitive-
ness in a market process. we must be able to point to something
which prevents market participants from competing. What is it
that might succeed in rendering particular market participants
secure from being competed with——that might make it possible for
them to continue to offer inferior opportunities to the market,
immune from the pressure of having at least to match the more
attractive offers which other participants might be making
available?"?
The angwer is that "in the absence of government restrictions on given
activities the only possible source of blockage to entry into a
particular activity must arise from restricted access to the resources
needed for that activi:y."lo Cousequently "What the monopolist is able
to secure for himself (beyond any possible purely entrepreneurial
profits which his alertness may discover) iz 3 nonogolx rent on the
uniquely owned resource from which he derives his monopoly position.“ll
This "approach to the analysis of monopoly . . . sees its harmful

effects . . . in the incentive which monopoly ownership provides for
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not using a ;catce resrce to the fullest extent . . .":2 Closed-
monopoly remt “is achieved by restricting the transference of resources,
so that a difference between value of product and costs is created."l3

We have already seen that classical wiiters saw land rent as
resulting from a surplus of product price over real cost of produztica:
we shall also see that some viewed absolute private property in scarce
non-repreducible natural resources as an intertemporal barrier to
entry, in that future generatioms of producers would not necessarily
have access to equivalent resources on the same terms.

J.A. Schumpeter claims that Adam Smith had "no theory of mono-
poly price” and "reasoning from his cost theory of value, Smith not
unnaturally—though wrongly-—arrives at the conclusion that the phenome-
non of rent can be due only to a 'monopoly' in land."1% smith is
allegedly wrong because "the landed interest is not a single seller and
therefore its income cannot be explained by the theory of monopoly."ls

However, Smith uses the word "monopoly” in several senses,
ultimately derived from the concept of barrier to entry. Bearing in
mind the history of "monopoly™ in English law,16 we can see that Smith
deduces that a barrier to entry must result in an excess of price over
cost:

"A monopoly granted either to an individual or to a trading com~
pany has the same effect as a secret in trade or manufactuzes.
The monopolists, by keeping the market comstantly under-stocked,
by never fully suppiying the effectual demand, sell their com—
modizies mich above the natural price, and raiszz thelr emoiu-

uents, whether they consist in wages or profit, greatly above
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their natural rate."l7
Smith thus links the latter two notions of monopoly and competition
discussed above.

The question naturally arises: if monopoly means an excess of
price over cost, what cost is relevant--real cost or opportunity cost?
Smith's answer is that both are relevant.

When discussing land which has alternative uses, but which pays
less than 1its given use, resulting in a surplus of price over oppor-
tunity cost, Smith refers to such a rent as a "monopoly” rent: thus the
dearness of house-rent in London is in large part due to “"the dearness
of ground-rent, every landlord acting the part of a monopolist, and fre-
quently exacting a higher rent for a single acre of bad land in a towm,
than can be had for a hundred of the best in the country."18 Similarly,
vineyards which produce highly-prized wines earn monopoly rents above
their natural rate because they are not subject to competition from the
"common land of the country.”l9 1¢ ig interesting to note that improve-
ments in transport are “the greatest of all lmprovements” because they
destroy such special moncpoly rents andbpromote more efficient use of
land. 20
However, when considering land as‘a whole, Smith regards all

rent as a mcnopoly return because it is a surplus over th
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of production of land services:
"The rent of land, therefore, considered as the price paid for
the use of the land, is naturally a monopoly price. It 1is not

at all proportioned to what the landlord may have laid out upon

the improvement of the land . . . but to what the farmer can
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afford to give.'21

Rent, like all monopoly prices,22 is demand-determined and not governed
by real cost of production. The same notion is found in Ricardo, John
Stuart Mill and Henry George, all of whom contrast values which are
governed by cost of production with values determined by natural or
artificial scarcity.23 Smith's views on rent as a monopoly and, as
such, a potential barrier to prosperity, are developed in his remarks
praising a policy of free access to cultivable land, enforced by laws
against engrossing, in the case of the English colonies in America. 2%
However, this idea that absolute private property in natural resources
could be inimical to efficient resource allocation was to reach much
fuller development at the hands of John Stuart Mill and Fenry George
who, as we have seen, were severely critical of the suggestion that the
increment in land values was an appropriate reward for settlers in a
new country.

Finally, we may note that Smith also uses the term “monopoly”
iz reference both to regulations which keep land off the market,25 as
well as in the contemporary usage of collusion,z6 and it 1sv1n this
latter sense that he reaarks that "Country gentlemen and farmers are,
to their great honour, of all people, the least subject to the wretched
spirit of monopoly.'27

Linking all these concepts of “monopoly” are the fundamental
ideas of an excess of price over cost and the inevitably associated
barrier to entry. One may criticize Smith's failure to develop a more
detailed vocabulary but it is, I feel, a great mistake to pronounce his

treatment of monopoly inconsistent.
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Before concluding this brief survey of Smith's treatment of
rent as a momnopoly return let us note his remark that

"The most fertile coal mine too, regulates the price of coals

at all other mines in its neighbourhood. Both the proprietor

and the undertaker of the work find, the one that he can get a

greater rent, the other than he can get a greater profit, by

somewhat underselling all their neighbours . . .28
Ricardo was severely critical of this remari 2% but, as Schumpeter
comments, Smith is thinking of the dynamic process of moving to
equilibrium and Ricardo was contemplating an equilibrium already
achieved.30 Smith shows here a remarkable insight into how the
possession of a superior non-reproducible natural resource can allow a
producer to engage in predatory pricing, one of the major means of
establishing monopoly.31

In 1814, David Buchanan, reflecting on Smith's remarks that

rent emerges from the private appropriation of land,32 pushed forward
to prominence the notiom that

"The profit of a monopoly stands on precisely the same foundation

as rent. A monopoly does artificially what in the case of rent

is done by natural causes. It stints the supply of the market

until the price rises above the level of wages and profit."33
Buchanan was led to deny that rent was a taxahle surplus because, like
gonopoly, it was injurious to consumers,34 and should presumably not
be allowed to exist.3
Malthus was goaded by these remarks to write "Almost all these

writers [Smith, the Physiocrats et al.] appear to me to consider rent
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as too nearly resembling in its nature, and the laws by which it is
governed, the excess of price above the cnst of production, which is
the characteristic of a mnopoly."36 The practical conclusion of the
Physiocrats, "namely, the propriety of taxing exclusively the neat
rents of the ianaiords, evidently depends upon their considering these
rents as completely disposeable, liks that excess of price above the
cost of production which distinguishes a common monopoly.”37

Malthus' answer to Buchanan rests on the agsertion that rent
represents an original part of national income, and that the labour
theory of value is invaiid.38 Nontheless, Malthus does not succeed in
nis attempt to suggest that land is a partial monopoly rather than a
natural monopoly,39 nor does he refute the Physiocrats for he admits
that "rents are neither a mere nominal value, nor a value unnecessarily
and injuriously trangferred from one get of people to another; but a
most real and essential part of the whole value of the national
property, and placed by the laws of naturc whera they are, on the land,
by vhomsoever possessed, whether the landlord, the crown, or the actual
cultivator."%0 Malthus has simply shown that rent is a necessary part
of the price system from the point of view of resource allocation and,
only to this extent, does he refute Buchanan's statements on rent.

Ricardo p-omptly remarked that Malthus was in error "in
supposing reat to be a clear gain and a new creation of riches,“41
rather "rent is a creation of value . . . but not a creation of
wealth."42 Ricardo is correct in spotting this weakness in Malthus'
argument, but Ricardo himself seems confused as to what rent is for he

does elsewhere regard remnt as a part of the original net revenue of a
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nation and as such capable of bearing taxea,43 the opposite conclusion
to that which David Buchanan reached from the same concept of rent as a
transfer income.*4 Ricardo also seems in sympathy with Smith's approach
when he remarks that: “"The exchangeable value therefore of a commodity
which is at a monopoly price is nowhere regulated by the cost of
production“45 and sees this result as due to non—-augmentability.
However, Ricardo does not clearly develop this idea in relation to rent.
For the term "cost of production” may mean several things:

(1) cost of original production

(2) cost of identical reproduction

(3) cost of reproduction of a substitute

(4) cost of production at the margin

(5) real cost of intra-marginal produce.

David Buchanan seems to have thought of monopoly price as a
surplus over cost of original or intra-marginal pr:oduct::[on,“6 Ricardo
seems to have viewed monopoly price as surplus over cost of identical
reproduction,47 otherwise he would have had to admit that forests
yielded a rent, which he did not.%8 Moreover, it seems that Ricarde
preferred to describe land as haviag a scarcity value rather than
employ the word “monopoly” which he used at one time in the sense of
unitary control.%9

Ricardo may have been equivocal about the description of reat
as the reward of a matural mounopoly, but Johz Stuart Mill was not: A
monopoly value means a scarcity value. Monopoly cannot give a value to
anything except through a limitation of the supply-”so Laad is limited

in supply and "from the very nature of the case, whoever owns land,
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keeps others out of the enjoyment of it. The privilege, or monopoly, is
only defensible as a necessary evil,"5l Rent, we are told, "is the
effect of a monopoly; though the monopoly I3 a matural cne, which may be
regulated, which may even be held as a trust for the community
generally, but which cannot be prevented from existing.“sz Mill goes on

to contrast this sense of "monopoly” with the use of it to denote collu-

‘sion. However, Mill, like Ricardo, is not entirely clear. Elsewhere he

says
"It was long thought by political economists, among the rest
even by Adam Smith, that the produce of land is always at a
monopoly value, because (they said) in addition to the ordinary
rate of profit, it always yielded something further for rent.
This we now see to be erronecus. A thing cannot be at a mono-
poly value, when its supply can be increased to an indefinite
extent if we are only willing to incur the cost."33

On this basis why should rent itself be a monopoly return? Location

rents can be avoided, for example, if only we are "willing" to pay

higher transport costs.

Mill did not, I think, fully unde;stand Smith's analysis of
rent in terms of both real and opportunity cost (Mill gives no cita-
tions) but this 1s understandable in view of the different sezses in
which Smith used the term "monopoly.” This lack of understanding is,
I suggest, manifested not only in the above conundrum but also in
another passage where Mill follows Smith in talking about special
monopoly rents of situation (surpluses over opportunity, not real, cost)

without making it clear that this {s a third usage-sa Nonetheless,
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Mill firmly grasped Smith's main point, that land reat, in the aggre—
gate, 1s a surplus over land's real cost of original production. Henry
George was emphasizing the same point when he wrote that "Land, without
which there can be no production, 1is mouopolized,'55 and went on to
argue that land values represented the exchange value of monopoly, a
“value from obligation,” and could be taxed as such without excess
burden. 36 George went further. 1In a similar vein to John Stuart
Mill.57 he argued that absolute private property in land was incom—
patible with the best use of natural resources, that the lure of the
unearned increment would lead to a suboptimal result as producers
jockeyed for unencumbered possession in perpetuity of superior fe-
sources. -8 In effect, George was arguing that untaxed private property
in land allowed monopoly rents to subsidize unprofitable

inveSCmen:s,59 and, unlike Kirzner, would have argued that society is
never better off for allowing entrenrenenrs to compete for a monopoly
position,60 by selling land onmce and for all.

The significance of the claim that rent is a monopoly return
lies in its implication, stressed by Mill and George, that land rent
taxation could be simultaneously unshiftable and super-neutral. By
denying to any producer the luxury of being able to under-utilize
natural resources and under-cut his marginal competitors, resource
allocation would be improved.61

From Marshall onward, there seems to be little interest in the
uotion of rent as a monopoly return, "monopoly” being confined to the
description of collusive action,62 though Marshall is also aware of the

interaction between location, superior resources and predatory
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pticing.63 However, the old connections between rent and barriers to

entry have recently re-emerged in the theory of spatial pre-emption, the

idea that location can be used as a ba-vier to entty.64
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CHAPTER 16

EXTERNALITY AS A CAUSE OF RENT

Nonmarket interdependence creates what 1is known as external
economies or diseconomies. The problem for resource allocation lies
not in the interdependence as such, but in the failure to price that

interdependence.

A VY

In practice, however, it appears that virtually all

gl Jtars

“externalities” are priced via land rent--air pollution, h’chway im-
provements, complementary land uses, public spending all have their
effect on rent. In other words, externality may be "accounted for”
without necessarily being "internalized” or credited to the originators.
The power of land to capture external economies, subsidies, the
benefits of local spending, etc., derives ultimately from its spatial
nature. If all externalities are spatially limited, capital and labour

homogeneous and mobile, then it is clear that rent will, thanks to the

operation of competition, benefit or suffer from whatever causes a
super—- or subnormal level of profits and wages. Just as a local tax
on mobile capital and labour will cause land rent to fall by their
exodus, so 2 spatial external diseconomy (which 18 a tax in kind) will
have precisely the same effect. This 1is, of course, simply a modern
analogue of the Physiocratic doctrine that all taxes fall on land, the
imnobile factor.

Although virtually all couceivable externalities are spatial

in nature and accounted for by land rent, it dozs not follow that there
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need be, for example, no public policy towards pollution since some
land rents may benefit from polluting although others suffer more.
Rather it would appear that the optidal policy 18 that which maximizes
aggregate land rents, an echo of Adam Smith's notion that the progress
of society is a rent maximizing process.l
Adam Smith was, in fact, well aware of how land rent could
reflect externalities and synergism. He remarks that rent is influencéd
by "the general circumstances of thc socicty or neighbourhood”2 and
illustraies his point by showing how the rent of one plece of grass
land may be affected by the actions of neighbours in enclosing their
fields3 and how rent will be increased by the growth of adjacent markets
and the reciprocal complementarity of town and councry:“ “as the
fertility of the land had given birth to the manufacture, so the
progress of the manufacture re-acts upon the land, and increases still
further {its fertility."s
Smith also observes that
"the sea in the neighbourhood of the islands of Shetland is more
than commonly abundant in fish . . . But in order to profit by
the produce of the water, the inhabitants must have a habitation
upon the neighbouring land. The rent of the landlord is in
proportion, not to what the farmer can make by the land, but to
what he can make both by the land and by the water."6
If 222 2pplisc this type of observation to Meade's well-known examples
of externality in the apples—honey and timber-wheat cases,7 one sees
the genesis of the criticism since made of Meade that resource reats

will ensure that externality does not of itself lead to resource



T

misallocation.B

T AT LN TR MU R DU TRMTNNRIR

78

Another area in which Smith made some cogent remarks is the

effect of tramsportation improvements upon rents:

"It is not mors than fifty years ago that some of the counties
in the neighbourhood of London, petitioned the parliament
against the extension of the turnpike roads into the remoter
counties. Those remoter counties, they pretended, from the
cheapness of labour, would be able to sell their grass and
corn cheaper in the London market than themselves, and would
thereby reduce their rents, and ruin their cultivation. Their
rents, however, have risen, and their cultivation has been

improved since that time."9

Smith would concede that such improvements may effect a redistribution
of rents but he counters that the ultimate effect of such improvement
is to raise aggregate rents by inducing increased productivity through
that division of labour which depends upon the extent of the market:

transportation improvements

"are advantageous to the towm, by breaking down the monopoly of
the country in its neighbourhood. They are advantageous even to
that part of the country. Though they introduce. some rival com-
modities into the old market, they open many new markets to its

produce. 10

These comments probably represent the first contribution to the dis-

cussion of cost~benefit analysis and highway improvements.

Ricardo did not consider the effects of externality on the rent

of land but John Stuart Mill did discuss the effect upon land rent of
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the developument of better transportation. Mill is concerned with
ansvering Carey's argument that the value of land is not worth the
capital expended upon it, including capital spent on roads, canals and
railways. Mill argues that
"The roads, rallways and canals were not constructed to give
value to land: on the contrary, their natural effect was to
lower its value, by rendering other and rival lands accessible:
and the landholders of the southern counties actually petitioned
Parliament against the turnpike roads on this very account. The
tendency of improved communications 1s to lower existing rents,
by trenching on the monopoly of the land nearest to the places
where large numbers of consumers are assembled."ll
Mill, in fact, suggescs that if transport cnsts become nil, reant would
be “annihilated.”

Mill's discussion 1is somewhat unsatisfactory. Unlike Smith's,
the analysis {s static and partial equilibrium in its nature. Mill
does not seem Lo consider the answer Smith gave, that the effect would
be a spatial redistribution of rents followed by an aggregate rise.
Moreover, his comments on annihilation of rent could only be true in a
non-spatial timeless economy (since time of transport is also a cost),
which shows that it is irrelevant to the point at issue.

Pefhaps the writer who most clearly perceived the relationship
between rent and externality was Henry George. He argued that
externality was natural, that it was spatial in nature and hence
teciprocal and non-appropriable as between those who produced it,

since competition meant that they could only earn normal wages or
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profits. Instead the benefits of external economies would be reflected

in land rents, the growth of which was not therefore to be exclusively

ascribed to diminishing returns.

In discussing the growth of a town George says

! ;The presence of other settlers—the increase of population--has
E , addgd to the productiveness . . . of labour bestowed upon it
g? {land], and this added productiveness gives it a superiority
: over land of equal natural quality where there are as yet no
settlers . . . To labour expended in raising corn, or wheat or
potatoes, it will yileld no more of those things than at first;
but to labour expended in the subdivided branches of production
which require proximity to other producers, aud, especially, to
labour expended in that final part of production, which consists
in distribution, it will yield much larger returns. The
wheatgrower may go farther on, and find land on which his labour
will produce as much wheat, §nd nearly as much wealth; but the
artisan, the manufacturer, the siorekeeper, the professivnal
man, fird that their labour expended here, at the centre of
exchanges, will yield them much more than if expended even at a
little distance away from it; and this excess of productiveness
for such purposes the landowmer can claim just as he could an
excess in its wheat-producing power . . . The increase of pro-

ductiveness or utility which increase of population gives to

certain lands, in the way to which I have been calling atten-

tion, attaches, as it were, to the mere quality of exten-

siom . . ."12
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George's view that externality is a natural phenomenon already

aocounted for in the rent of land is revealed in his discussion of the
effects of rent taxationm:
"« « o there is to the community also a natural reward . . . no
one can keep to himself the good he may do, any more than L& can

keep the bad. Every productive enterprise, besides its return

Tt R TUe L e

to those who undertake it, yields collateral advantages to
others. If a man plants a fruit tree, his gain 1is that he
gathers the fruit in its time and season. But in addition to
his gain, there is a gain to the whole community. Others than
the owner are bemefited by the increased supply of fruit; the

; birds which it shelters fly far and wide; the rain which it
helps to attract falls not alone on his field; and even to the
eye which rests upon it from a distance, it brings a sense of
beauty. And so with everything else. The building of a house,

a factory, a ship, or a railroad benefits others besides those

e mmva 4r s —g——_———— e oy

who get the direct profits. Nature laughs at a miser . . . Well
may the community leave to the individual producer all that
prompts him to exertiom; well may it let the labourer have the
full reward of his labour, and the capitalist the full return of
his capital. For the more that labour and capital produce, the
greater grows the common wealth in which all may share. And in
! the value or rent of land is this general gain expressed in a
definite and concrete form."13

What is interesting about these remarks by George is that they

foreshadow the role the concept of remt has played in the criticism of
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the Pigouvian tradition regarding divergences of social from private
costs.  The problem of externality becomes a problem of the non-
appropriability of rent for, in the absence of transactions costs,
rent will correctly price any externality.14
Alfred Marshall's views on the nexus between rent and
externality to some extent follow those of Henry George. In his first
edition, Marshall stated
“"there is a constant and rapid increase in that part of the
aggregate price palid for commodities which does not go to reward
the new afforts and sacrifices required for their production
« o« o but goes to the owners of those differential advantages
which arise from situation. This {s partly due to the increase
in the number of sites which derive a high value from cheir
proximity to markets . . . It is these space relations of land
which . . . distinguish it most strongly from other material
things; and it 1s they which are the chief source of those dif-
ferential advantages in production that acquire an increasing
scarcity value from the progress of the industrial environ-
ment."13
Marshall agreed that a large part of the rent of land was due to these
external economies, which offset the law of diminishing returns, but he
also noted that an excessive concentration of population could even-
tually cause external diseconomies.16 Indeed, when Marshall introduces
the term “external economies™ he immedjately links it to the localiza-
tion of industty17 and develops the theme later when he states that “the

situation of a business nearly always plays a great part in determining
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the extent to which it can avail itself of external economies; and the
situation value which a site derives from the growth of a rich and
active population close to it, or from the opening up of railways and
other good means of communication with existing markets, is the most
striking of all the influences which changes in the industrial envirom-
ment exert on cost of production."l8
Marshall also points out that the rental value of land is

"commonly called its 'original value' or its 'inherent value';

but much of that value is the result of the action of men,

though not of its individual holders. For instance, barren

heath land may suddenly acquire a high value from the growth of

an industrial population near it; though its owners have left it

untouched as it was made by nature. It is, therefore, perhaps

more correct to call this part of the annual valus of land its

'public value'; while that part which can be traced to the work

and outlay of its individual holders may be called its 'private

value' . . ."19

The idea of "public value” of land lizss at the heart of

Marshall's analysis of onerous and benef;cial rates; “onerous taxes on
site values tend to be deducted from the rental which the owner, or
lessee receives”20 while beneficial rates, by attracting industry and
population, tend to be capitaiized in higher land values. Local taxes
and subsidies, like external diseconomies and economies, will be
reflected in site values,21 provided capital and labour are mobile.

Thie is amother modern version of the Physiocratic doctrine that all

taxes fall on land.
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Marshall also makes the interesting remark that local onerous
taxes on capital, while depressing land values in the affected area,
will raise values elsewhere, in the areas to which capital has been
diverted. Omne would expect, however, aggregate rents to be less because
of the excess burden of this misallocation of resources and Marshall
would appear to agree with th18522 What Marshall does not explicitly
state, but which is implicit in his discussion, 1s that precisely the
same reasoning can be applied to spatial external economies and dis-
economies: their ultimate effect will be upon the amount and spatial
distribution of rents.
In discussing the effect of improvements in transportation upon
land rents, Marshall follows Smith, rather than J.S. Mill: he too
argues that "anything that promotes the prosperity of the people
promotes also in the long run that of the landlords of the soil."23
The question naturally arises as to why externality is so
Specially linked to the value of land. Marshall does not fully
consider the question but he does make a suggestion:
"But though the development of the industrial envirorment tends
on the whole to raise the value of land, it more often than not
lessens the value of machinery and other kinds of fixed capital
- -« - A guddan burst of prosperity may indced enable the
existing stock of appliances in any trade to earn for a time a
very high income. But things which can be multiplied without
limit cannot retain for long a scarcity value . . ."24

This explanation echoes J.S. Mill's division of commodities into those

whose value was determined by scarczity and thcse whose value was
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regulated by cost of production. Perhaps another way of looking at

this is to observe that, in the long rum, capital and labour are
homogeneous and spatially mobile--they cannot appropriate the gains

from externalities differentially, competition forces them to share
gains equally. 1In contrast, land is immobile and will therefore bear
the burden or reap the benefits of local taxes or diseconomies and local
public goods or economies.

The relationship between rent and externality is the underlying
link between local public goods :heory,25 the ana’ ysis of social
benefits of projects,26 and the critique of the Pigouvian distinction
between social and private costs. In all these various fields, the
ultimate rule for optimality appears to be the maximization of
aggregate land tents. 2/ Nor is this surprising, 1f one views rent
as a surplus over real cost: Adam Smith and the Physiocrats did so

regard rent and hence equated its growth as synonymous with the

prosperity of society.28



R ;‘
y 7!
o
e
. »
ni
;:;:-‘.
0
>
b5
¥
)
%
u

»
”r

86

CHAPTER 17

RENT AS A PAYMENT FOR LOCATION

That rent will be paid for location follows naturally from the
fact of spatial externality. Transport costs represent the most
obvious barrier to enjoyment of such externalities and, obviously, if
transport were costless and instantaneous (time is money) then location
rents would not exist.

Adam Smith clearly recognized the spatial character of ex-
ternality and its relation to rent. He gives two causes for rent, its
fertility and "the general circumstances of the soclety or neighbourhood
in which the land is situated.”l Thus

"in the neighbourhood of a great town, the demand for milk and

for forage for horses, frequently contribute . . . to raise the

value of grass above what may be called 1its natural proportion

to that uf corn. This local advantage, it is evident, cannot be

communicated to the lands at a distance."?
And, in keeping with his terminology, such a local advantage is a
"monopoly of the country in its {the town's] neighbourhcod."3 Smith
also clearly recognizes the inverse relationship between rent and
transport costs.t Consequently, he favoured transportation improvements
to break down such monopoly rents of situation, since monopoly was an
enemy to yxuod managément-s In other worl:, k2 felt that such improve-
ments would reduce the surplus rewards such land received over the rent

for similar land in alternative locations.
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This has some relevance to the contention of R.M. Haig that
all other things being comstant, a transportation improvement would
reduce aggregate land rents.® Smith's answer would seem to be rather
that such improvement would level out rents spatially (by 1introducing
more competition among land parcels) but raise aggregate land reats by
increasing productivity,7 as we saw in the previous section.

Ricardo recognizes that location influences rent,s but he does
not analyze its relationship to externality, nor does he consider
whether it is an original and indestructible power of the soil. If he
had considered rent as a social product, perhaps he could have shared
Smith's view of its growth as a sign of progress rather than the
approach of the dreaded stationary state.? Unfortunately he did not,
and as a result Smith's more subtle analysis of rent was obscured in
this aspect, as in others.l0

John Stuart Mill follows Ricardo in that he recognizes location
as a major cause of tent,ll but does not stop %o analyze it. Taking
the same view as Ricardo, he treats location as though it were a
natural physical quality of the soil, for implicitly he assumes the
distribution of markets and population is exogenously fixed.

Henry George responded with the objection that location was not
a thing possessed inherectly by land, but rather a relation between
people and things.l2 Hence, location was generated as a result of
human settlement. Closer settlement would be matched for a time by
increasing returns due to external econocmiesl3 and then by decreasing
returns due to diseconomies such as congestion.l4 George regarded the

law of diminishing returns in agriculture as simply one wanifestation
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of the general principle of increasing and then decreasing returns to
spatial concentration of labour and capital.ls
This ties in with the view that it is the existence and maximi-
zation of aggregate land rent which will ensure that capital and labour
are most productively employed,16 since it will not be in the land~-
owners' collective interest to allow decreasing returns to set in prema-
turely (though George would have argued that it may suit the interests
of an individual landowmer).
Alfred Marshall remarked that the spatial quality of land was
that
"which, though as yet insufficient prominence has been givea to
it, is the ultimate cause of the distinction which all writers
on economics are compelled to make between land and other
things. 1t is the foundation of much that is most interesting
and most difficult in economic science."l’
Marshall recognized, as we have seen, the nexus between site value,
external economies and complementary land usesl® but he left himself
open to criticism in not pursuing the concept more closely.l9 Indeed,
in his summary of the theory of value, Harsha;l suggests that "the
influence of time” is "more fundamental than that of space,"zo a
comment which is understandable in view of his major contribution in
the concept of "quasi-reat” but which is nonetheless misleading.2l 1t
would seem more ccrrect to recognize that both are fundamental.
It has since been recognized that the combination of space and
time may lead to a suboptimal allccation of resources. The arguments

rest on the fact that entry into product markets is not instantaneous22
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and that therefore prior producers in command of superior sites or
natural resources may use their resource rents to subaidize predatory
pricing whether directly or by pre-emption of sites in a growing
market. 2 An existing producer may find it in his long run interest to
establish himself on a site at a time when it would be uneconomic for a
potential entranmt to do so, since for the existing producer the imme-
diate losses are ultimately recouped through enhanced market power.
Natural monopoly begets conventional monopoly.

Obviously such behaviour tends towards the dissipation, rather
than the maximization, of aggregate land rents (or more strictly, the
present value thereof), but this is simply another case éf the conflict
between individual and collective rationality, similar to the problem
of pollution externalities when one landowmer will not find it in his
interest to curb pollution since his land may thereby earn a higher
rent even though other landowners' aggregate losses are greater. One
might also remark that land use zoning must logically rest upon the
same assumptions about individual versus collective rationality.

The nexus between location, monopoly and the cormering of
soclally produced external economies 1s not, however, of entirely recent
discovery. Carlton argued that

"men who coantrol land in proximity to markets, . . . are able to
capitalize these opportunities . . . and to levy toll upén the
people who buy and sell i{n the markets thus controlled . . .
.they are able to obtain a return in excess of the interest rate
on the capital invested . . . what causes value to adhere to

land proper? It is the very fact of a lack of competition. In
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so far as one land area, as land, is more valuable than another
« « » to that extent is its situation as regards a market more
desirable . . . The right to occupy and pcasess land to the
exclusion or displacement > others is 'a right conferred by
government of conducting an occupation either in particular way
or accompanied with particular privileges'.“zs

Thus a tax on land values, he argues, is but a franchise tax on the
capitalized value of market opportunity reant.

Henry George would, of course, have agreed with this. As
Blaug remarks, his 'single tax' "was designed to reduce the (private]
price of land as mere space to zero . . . it would putvall property
on the same basis irrespective of its location,"26 and, we might add,
do this for successive generations of producers.

Thus the significance of rent as a payment for location is seen
to lie in the prospect that its appropriation by individevals is not
necessarily conducive to the competitive and optimal allocation of
resources. Those in possession of superifor sites may rationally choose
to use them as a lever towards further market power and spatial

monopoly.
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CHAPTER 18

CONCLUSION TO PART I--LAND RENT AS THE ONLY

LONG-RUN SURPLUS OVER REAL COST

« o « the balance of advantage seems to lie in favour of
. reserving the term Rent for the income derived from the free

gifts of nature, whenever the discussion of business affairs

passes from the point of view of the individual to that of

society at large.”

st ol 2 A RS0 ST N

Alfred Marshalll

Rent Best Defined as the Opportunity Cost of Land

The exploration in the previous pages of the concept of rent
clearly shows that the term has acquired various meanings and it is
not at all clear which is dominant at the present time. The concept
which is counsisztent with classical economics and which underlies the
theory of land rent taxation is that rent is that factor payment which
is made for the free, albeit scarce, gifts of Nature; it is the only
long run surplus over real cost (i.e., laﬁour and capital costs).

1 Tue modern and competing concepts are that remt is any payment
for a differential advantage or that rent is any surplus over oppor-
tunity cost of a factor.

One is, of course, free to use terms in whatever sense one
chooses to define for them but it is obvious that communication is

easiest when a word such as rent is used in the same sense by all. For
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this reason I find myself in complete agreement with H.G. BrownZ and D.A.
Worcester? in their criticisms of the surrender of the traditional sense
of the word to the Paretian concept.

The history of the rent concept and the analysis of taxation

both support the contention that rent is best defined as the opportunity

cost of land at the level of the firm;“ that is, rent is the market

value cffered for the use of land.

This definition has several consequences:

(1) The definition of reat in terms of market-determined oppor-
tunity cost excludgs from rent any surplus returns over the market reat
which an individual land-user may be able to secure through superior
entrepreneurial ability. Thus, if one land-user can obtain a net surplus
over labour and capital costs of $200, say, from a given acre while the
next most efficient user can only obtain a surplus of $150, say, then
the opportunity cost of the land under a market auction will be just
over $150. The real market, and the definition proposed above, would
impute the difference between the $200 and actual rent to the superior
entrepreneurial ability of that most efficient land-user: it would not
be included in rent. This point is of some practical importance in
meeting the objection that land value taxation would discourage entre-
preneurial efforts to put land to better uses.

(2) The proposed definition of rent links it firmly with the
concept of "land”; rent is perceived as a payment for the free gifts of
nature, in contrast to quasi-rents paid for the use of produced means of
production. Land in contrast to capital is, by definition, izalastic in

supply—soc—called "made"” land is really capital sunk into land and,
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while capital can be substituted for the use of land, the definition of
land as the non-produced means of production excludes the idea that land
is reproducible.

(3) Since land is exogenously given (neither its existence nor
its value depends upon the actions of its individual owners) while capi-
tal and labour are endogenously supplied by individuals within an econo-
mic system it does follow that there is a legitimate sense in which we
can speak of land rent as the only long-run surplus over real cost. 1In
an ultimate sense, there is no such thing as a closed economy—capital
can disappear by emigration and dis-saving, while labour-supply can be
modified by the choice of leisure or easier occupations and by emigra-
tion and changes in birth rates. This was, [ think, Marshall's point
when he argued that land rent was an enduring surplus in a way other
surpluses were not.? It is not customdry in modern ecounomic theory to
think in these terms but there 1{s validity to Marshall's emphasis on
long-run supply responses by labour and capital, in coatrast to land.5
One does not have to subscribe to a strict classical subsistence wage
theory to note demographic respomses to economic conditions: the British
"brain drain” and changes in birth rates in the Depression come readily
to mind.

(4) It will be seen iu the conclusion to Chapter 26 that there
are good reasons for distinguishing land rent from other surpluses.
Other suggested surpluses are either not surpluses sr are tramsitory or.
if they exist, cannot be identified. In contrast, land rent can be
identified as a surpius over the expenses laid out for the real costs of

production, for the "exertions of all the different kinds of labour that
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are directly or indirectly involved . . . togeihier wiiii the ahstinences

or rather the waitings required for saving the capital used."’

A Review of Competing Rent Concepts

In attempting to develop more closely the implications of the
old idea, which has just been endorsed, that rent is the return to land,
let us review the various approaches to rent we have surveyed, and note
to what extent they are compatible in whole or in part with this classi-
cal concept of rent.

(1) The idea that rent is due to the bounty of Nature is more
correct than commonly believed: Marshall is surely too severe when he
declares that "the producer's surplus from land is not evidence of the
greatness of the bounty of nature, as was held by the Physiocrats and in
a more modified form by Adam Smith: it is evidence of the limitations of
thac bounty,"8 when he himself has spoken of land as the "material and
the forces which Nature gives freely for man's aid."9 a normai person
regards something for nothing as indeed 2 bomuz and i ill-resarded
should he have the bad manners to expact more.

(2) The notion that rent is a payment for the use of the
inherent fertility of the soil, we observed to be too narrow in that it
ignutes che influence of location and opens doubts as to whether pay-
mén:s for exhaustible natural resources are rents.

(3) The identification of rent with diminishing returns we noted
above as essentially mistaken.

(4) The perception that rent is a demand-determined or monopoly
price, that 15, a price not governed by the cost of original production

of land, is one which naturally follows from the idea of “"free gifts of
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Nature.”
(5) That land rent represents a unique surplus follows from the
observation that in the long run, as Marshall noted, it 1is the only in-

come which represents a surplus over the real costs of its;production.lo

The Physiocratic argument that only land rent represents a net product
is quite as logical as the elimination of depreciation and intermediate
sales and purchases in modern national accounting practice. Moreover,
it furnishes a welfare criterion, namely that public policy should aim
to maximize aggregate land values (the present value of land rents)
rather than the commonly accepted welfare rule of maximizing net
national income over time. T[his choice of welfare criterion avoids the
problem of the cost of foregone leisure which the current criterion has
to face. Adam Smith had perhaps something of this in mind when he

remarked

"The land constitutes by far the greatest, the most important,
and the most durable part of the wealth of every extensive
country. It may surely be of some use, or, at least, it may

i give some satisfaction to the Public, to have so decisive a

proof of the increasing value of by far the greatest, the most

important, and the most durable part of its wealth."11

ic follows that, in the aggregate, rent is not a cost of production
since no payment was necessary to elicit its coming into existence.

This in no way contradicts the assertion that land has alternative

uses at the micro level and that its remuneration in one use represents
| a cost to another use. Rent serves to ration land, not to call it into

]
E
, (6) Given that land is taken to mean the free gifts of Nature



LB i e dac g

96

existence.

(7) Rent 1is not necessarily, however, a payment for the
"original and indestructible powers of the soil.” We noted above that
land rent, because of the spatial character of land, can capture the
effects of externalities. Rent remains, indeed, a payment for the uge
of the free gifts of Nature but the value (though no:»the physical
existence) of those gifts is inevitably dependent on human actions.

We also noted that exhaustible natural resources also yleld reats,
albeit as capitalized amounts, and that they too fall under the heading
ol land. Thus, a virgin forest is land while a planted one is capital;
the distinction between land and capital always following that between
non-produced and produced means of production and the parallel dis-
tinction between rent and quasi-rent always turning on the concept of
what 1s, or is aot, a real cost of production.

The above views of rent have included those ideas which
harmonize with the concepts of land and its rent found in the classical
political economy. Their reiteration is neither original nor would be
desirable were ir not necessary to draw clear attention to what 1s not
“rent” in the classical senmse.

(1) Rent does not encompass any infra-marginal surplus, it is
Bot regarded as having its alpha and omega in the principle of dif-
ferential advantage: in spite of J.S. Mill's analogies it is clear that
he, too, regarded the unique character of rent as deriving from the ori-
ginal free gift by Nature of its supply.

(2) The Paretian concept of rent is irrelevant to the classical

view of things asad has no bearing on the development of the theory of
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land value taxation; Paretian rents are better described as "factor
profits."12

(3) Attempts made by writers such as J.B. Clark, Frank Fetter
and F.H. Knight to reduce the idea of rent to rental are equally
distant from classical concerns. "Rent” in the classical sense is,
indeed, a2 flow of factor service, but not all such flows are "rent.”

(4) Nor does the idea of quasi-rent Jjustify the assimilation of
the earnings of land and capital under one head, as Marshall himself
clearly warned. The time-worn example of the alleged rent earned by
works of art is, however, still to be found, notwithstanding J.E.
Cairnes' protest that "surely the case must be felt to be desperate
when such an argument is seriously put forward."l3 yould the patronage
of, or efforts by, artists be undiminished if paintings were taxed?
Perhaps it will be contended that "sufficiently many” years after the
death of the artist the return on his paintings becomes rent, to which
it may be remarked that the number of 0ld Masters from England which
have been sold across the Atlantic would suggest otherwise. 1In any
case, the "rent"” of classical political economy was a concept appllcabie
at the time of production, or "coming-into-being,” of goods and ser-
vices; otherwise one may as well say that wvages are "rent" because a tax
levied on the proceeds in the hands of the labourer's heirs 500 years
hence will not much affect his endeavours. All that the old example
of the "rent” of paintings illustrates is that taxes delayed are taxes
denied and that taxes denied long enough are virtually no taxes. And
00 taxes have, pradictably enough, no effect on productive effort.

(5) Finally, the suggestion that land reat can be viewed as a
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reward for risk is equally foreign to the classical definition of rent
in terms of the real cost of production of land services. If to

discover land is to "produce” it, why is not to discover a better use

for land equally to "produce” it? And why not go further and say that a

buyer "produces” a product when his bid is based on a use known only to

him?

Leaving aside such conundrums let us reiterate that it 1s the

capitalist who sinks his money irretrievably in a project who bears

risk in a sense that labour and land do not-.
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