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Introduction
The intluence of real estate on trade or business cycles has been

subjected to some analysis, vet it has not been given a significant role in
macroeconomic theory. Theories of business cycles seldom take the real
estate market into account (Hansen, 1964, p. 39>; Henry George’s theory
that land speculation is a key initiator of business cycles has not been
refuted, but nealected and ignored. VYet, as Peter Hammond (1984, p. 61>
states, "The modern view is that we have no acceptable economic theory of
the basic cause of business cycles.” Generally, they are ascribed to
exogenous shocks, e.g9.: "The HNational Bureau of Economic Research RPI
<{recession probability index> model follows the traditional assumption that
expansions and contractions are part of the same stable structure, and are
responses to random shocks (policy and other>" (Huh, 1991, p. 1>. The NBER
model fai led to detect the onset of the current recession (p. 3).

In George’s theory, the shocks are endogenous and therefore may help
provide a key theoretical 1link in cycle theory. Moreover, the theory.,
indicating that real estate indicators lead recessions would successfully
have predicted the current recession and the major depressions of the past.

This paper examines the theory first proposed by Henry George in 1879
that real estate, especially land speculation, has a significant causal
effect on business cycles. The results of this study are that the
proposition that real estate plays a significant role in business cycles is

consistent with modern economic analysis and empirical cvcle data.

 However, a real-estate-induced theory of business cycles requires the

inclusion of the construction industry, and it is incomp lete without taking
into account compe lementary monetary forces and the role of public works.

This study also concludes that the effects of real estate have ot
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been a pure market activity, but have been influenced by significant
government fiscal and monetary interventions. Taking these +factors into
accﬁunt, this paper also proposes a revision of the classical macroeconomic
model to include land speculation and government intervention. The revised
mode 1 would counter the conventional view that the classical model fails to

account for depressions and unemp lovment, and the corollary that the

classical free market failed to prevent depressions. In the revised model,'

specu lation induced by interventions cause these macroeconomic maladies.

The "real estate" market and industry will be considered here to
inc lude both land and improvements, their selling and rental prices, the
economic rent of land and returns on buildings and other improvements, and
the construction industry.

The theory in this paper has the following premises: 1) real estate is
a significant component of national wealth and national product; 2) real
estate has been subject +t0 wide Ffluctuations in price; 3> these
fluctuations, facilitated by the money and credit markets, are in large
measure induced by government expenditures and policies; 4) real estate
speculative booms can raise the costs of business and construction booms
are a major portion of investment:; 5> historically, real estate values and
construction have peaked shortly before major depressions. The analysis
conc ludes that real estate is capable of playing a sighificant role in
major business cyc les. The evidence is consistent with Henry George’s
theory that land speculation is a major causal +actor in business cycles,
but George’s theory is imcompelete unless the constiruction industry,
compe lementary monetary institutions, and government policy are inc luded.

The Georgist Theory of Business Cycles
Hernry George acknowledged that factors other than land, such as "the

tremendous alterations in the volume that occur in the simpeler forms of
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commercial credit," affected business cycles. However, in his theory, land
rlays the primary role. George maintained that "speculative aduvances in
land wvalues" check production and are the initiatory cause of reriodic
depressions (Georae, 1975, p. 263).

The elements of the Georgist theory are: 1) Land is essential for all
production. 2> In any particular economic region, the supeprly of land is
inelastic; it has a fixed supply. 3> When a boom is underway, the
anticirated increase in land values induces speculators to buy it for erice
appreciation rather than for present use, which causes its current value to
rise above that warranted by present use. 4). Once wide—spread speculation
sets in, land values are carried beyond the point at which enterprises can
make a profit after paying for rent or mortgages. Production slows down,
reducing aggregate demand. The slowdown ripples throush the economy,
increasing unempe lovment and bringing forth a depression.

After land prices and rents drop, the normal rent and land prices are
restored, increasing the profitability of enterprise. The economy
recovers. George noted tﬁax depressions were preceded by seasons of
activity and land speculation, "followed by symptoms of checked production®
(e. 268>, "The diminution of the effective demand of consumers is
therefore but a result of the diminution of production® (p. 269). Some
obstacle is checking production, and the major check is +the high cost of
land and rent, in effect "a lockout of labor and capital by landowners" (p.
278>. Speculative land costs in effect demand a part of future output in
the present. George’s theory attempted to resolve the paradox of idle
_labor and capital in the depths of a depression. The reason the market was
not clearing was that labor and capital were cut off from the necessary
- hatural opportunities offered by land as both sﬁace and physical resourses.

Writing after +the depression of <the 1878s, George pointed +to the
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exampe le of the railroads, the construction of which had been accompanied by
widespread speculation that "ran ue land values in every direction... Lots
on the outskirts of San Francisco rose hundreds and thousands rer cent, and
farming land was taken up and held +or high prices" (p. 276). As the
transcontinental railroad approached come letion, instead of bringing
prospeerity, a depression began. The rapid construction of railroads itse lf
was a result of land arants by the federal goverrment to Speur oh a national
rail network. The train of events +that contributed to the depression of
the 1870s was therefore not a purely endogenous market process  but induced
to a areat extent by the shock of infrastructure subsidies by government,
capitalized into land values which then increased via speculation to
heights which choked off enterprise.

Theorists of real-estate cycles after George have emphésized the
bui lding industry rather than land speculation per se. For exame le, George
Hull (1911, p. 138) wrote that the high price of construction is the "real,
original, and underlying cause"” of industrial depression.® Karl Pribam
(1948>, an Austrian who moved to the U.S. in 1931, integrated land values,
construction, and the role of credit. Fred Harrison (1983, p. 65) rroposes
the hypothesis that the construction industry is a "transmission mechanism"
by which the land market impacts "the factory, office and corner retail
store."” A key aspect of this mechanism is the tendency to overbui ld during
2 boom, followed by a long interval of depressed building. Construction
and cdeve lopment are themselves induced by land speculation. An exame le of
transmission was an important furniture firm in Washinaton, DC, which filed
for bankruptcy under Chapter 11 on Octobker, 1998, as a result of +the real
estate slump, closing stores and laying off employvees (Swisher, 199@)>.

The Nature and Dynamics of Real Estate

Subsequent to George, other theorists have written on the nature and
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dynamics of real estate, which further elucidate its relationship with
~ business cycles. The +irst premise of George’s +theory, that land is
important in production, is confirmed empirically. Data published by the
Federal Reserve (1991, p. 6> put U.S5. land at $3.7 trillion, 237 of
~ domestic nef worth. This is most likely an uhderestimate; a calculation by
Steven Cord (1998) puts real property in the U.S. in 1986 at $10.8
—trillion, not Ffar from the figure calculated by +the Bureau of Economic
Analysis for 1988 at $180 +trillion (Miles, 1996, p. 73). Mason Gaffney
(1979, p. 181> estimates land at at least half the wvalue of real estate.
~ Homer Hoyt (1933, p. 233> cites data +rom the U.S. Census stating that
real estate made up over half of the total wealth in the U.S. in 1922.
- Real estate in other countries exhibits similar orders of magnitude.
In Japan the total land value has been computed as twice that of the United
 States (Mahar, 1987, p. 22>, and the percentage of national income made upe
77by land rent in Great Britain was estimated in 1989 to be 29% (Banks, 1989,
r. 40>,
- Historically, land values have been subject to 1arge fluctuations. In
Chicago, total land value in current dollars was $168,000 in 1833, %16
‘million in 1836, $1.2 million in 1842, #1255 wmillion in 1856, $60 million in
_HISSI, $375 million in 1873, $250 million in 1877, %$1.5S billion in 1893, $5
billion in 1926, and $2.5 billion in 1932 (Hovt, 1932, p. .254). As Hoyvt
-observes (p. 233>, such fluctuations in so important a type of erorerty
cannot fail to affect the entire economy.

The construction industry, an important element of the real estate
story, has amounted to a quarter or more of total investment (Matthews,
1967, p. 98>, and it affects the demand for other durables and empe loy fment.

- For example, in 1929, +total direct emplovment in construction was 3

million, but 2 million were emploved if'complementary industries are
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included <(Long, 1948, p. 7). Arthur Burns (1969, p. 69> states that "few
other industries have the power to convert an increase in activity into a
sustained expansion.®

Anticiration is a crucial factor in the real estate c¥cle. Homer Hovt
(1933, p. 233> remarked that "Wealth in the form of land or buildings which
seemingly rests on so secure a physical foundation in +fact depends on the
ability of landlords to maintain gross rents aboue orerating costs for long
reriods in the future". During the 1970=, “sheculatiue activity stimulated
purchases by owner—occupeants because it reinforced the latter’s
inflationary price expectations” (Grebler & Mitte lbach, 1979, p. 65). When
land values are rising, real estate is capitalized on the assumption that
values will continue to rise, Bank loans, rental contracts, and other
commitments are made on this basis, "until the who le financial structure o+
society is involved in the support of the newly created land values." The
situation is spurred by "the rressure of Ffunds seeking investment,"
sustained by values that seem much safer than they really are <(Hoyt, 1933,
r. 233).

Arthur Burns (1935, p. 94) argues that pecuniary <forces induce
- correlation in construction cycles among various regions. Uncertainty
regarding future rents and demand, along with as well as the durability of
bui ldings, prolongs the cycle <(p. 94-5), When a minor recession occurs
during a building boom, many projects in rrogress continue and reduce the
potential severity of the recession. By the same token, overbuilding
cannot be corrected quickly.

The typical pattern of the real estate cycle is as follows. There is
rpopulation growth and industrial deve lopment, facilitated by public works
and other government services. This creates an increase in the agaregate

demand for housing and other bui ldings, exceeding supp ly.
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Time is required for the supely, building construction, to catch up.
Construction, requiring land, adds promptly to the demand for land (Burns,
1969, r. 68). Following a rise in building activity, rents and land values
rise (Pribam, 1948, p. 78>, and then the rate of increase rises as a rising
net income from real estate induces an increase in real estate prices.
Credit is attracted to construction and sales. Absorption of wvacant land
for new buildings starts a boom in wvacant land and the subdivision of
vacant land into lots for speculative resale. Many lots are laid out by
real estate companies solely for the purpose of selling to "investors" to
resell at a profit without having to build on them. From 1928 +to 1929,
279,888 lots were subdivided in Chicago’s Cook County mostly sold to
speculators. From 1930 to 1950 there was almost ho subdivision of lots for
resale; the subdivision was done for actual bui lding (Hoyt, 1978, p. 153).

The peak of the real estate cyvcle is characterized by a high volume o+
real estate transfers (Hovt, 1933, p. 3967 and the high tide of speculation
by subdivision. By that +time, the supply of new houses outstrips the
number of new residents or occupants. Karl Pribam (1948, p. 65> points out
that in the latter stages of a boom, rentals $ail +to adjust themselves to
costs, rendering building activity unprofitable. Since land prices are
s low to move downwaﬁd, they contribute to the break of the building boom.
William Newman (1935, p. 18), echoing George, wrote that "Excessive land
-~ values, reached after the boom has continued for some time, are eventually
found to have no counterpart in increased earninus, and therefore
contribute to the break of the building boom." Rising irterest rates also
contribute to the slowdown of the boom. HAccording to Newman <1935, p. 29,
the correlation is not between building activity and bond vields, but
between directions of movements. Burns (1969, p. 32> adds that contracts

for residential construction tyerically turn down before commitments for any
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other major category of investment.

The procurement of land +or development peaks after residential
bui lding has peaked (Gottlieb, 1976, p. 24>. Gottlieb (p. 185> states that
urban land values have an elasticity of response and a cumulative momentum
unigque to major input factors. The prices of vacant land have a cyclical
ampe litude twice that of used residential lots (p. 153). Amp litudes are
agreater in construction contracts than in cﬁnstructiﬁn vo lume (Burns, 1969,
p. 23>. Slow to start, land values gain momentum and then persist after a
reversal in business. The amplitude of the oscillations of building
activity far exceeds those of general business activity.

Soon after its peak, the real estate market enters a slow phase. It
is observed that prices are no longer rapidly aduvancing. Nominal asking
prices stay high, but there are now few buyers. Vacancies rise, Bui lding
declines., The sale of bare land drops rapidly and prices level of+f. In
many instances, a financial panic or crash shatters real estate optimism,
though it does not cause an immediate real estate price crash. The
commercial crisis or business depression ushers in unempe lovment.

A subsequent slackening of industry wears down land values. Hhen the
decline begins, it is longer than stock market crashes due +to a) the lack
of short selling, b> +the tenacity to which owners cling +to mortaaged
eroperty, and c) the slow process of foreclosure <Hoyt, 1933, p. 487).
Durina the downswing, the net income of real estate +falls due to falling
rents and increased vacancies, while mortgages and other operating costs
remain rigid in the short term. Therefore there are widespread defaults on
mortgages and other loans. The foreclosure rate increases. Unempe loyment
and lower real wages further reduces demand for real estate. Population
agrowth slows. Many residents "double up." To secure occupants, rents

decrease. Many banks <Fail, having loaned large amounts to 1lliquid and
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fallen real estate.

The low point of the cyvcle is characterized by high vacancies, low
bui lding rates, forclosures, and an absence of speculation.

After the old ocbligations such as mortgages and contracts are gone and
the wreakage of the collapse is cleared away, shrewd investors pick up real
estate bargains. A rise in business renews the cyc le.

Catastrorhe theory may aid in understanding the dynamics of the real
estate cycle. The analysis of Frederic Jones (1991) indicates that it
involves a "hysteresis" or delayed-action phase, in which funds flow into a
non—-productive vortex of land speculation, followed by the catastrophe of
the crash.

In the Austrian theory of cycles, an increase in the money supply
induces irnvestment in capital goods and later results in price increases.
One would then expect a corrolation between money.supply, such as M1, and
later median prices of housing. During +the 19868s, new home prices
increased faster than inflation. In part, this was a real increase due to
a shift towards larger houses with more amenities <(Euture, 1991, p. 7).
However, part wés auite likely due to a speculative increase in land
values. If speculation requires accomodation by the banking system, then
there should be a strong correlation between the money supply (adjusted for
ropu lation? and housing prices. A regression test of housina prices
{adjusted for inflation? from 1981 to 1988 as a function of per—capita
money supely (M1) three years earlier yields an adjusted R square of .88
(88X of house prices explained by M1) and a hiﬁh t ratio (statistical

significance) for M1 of 7.33, providina stirona statistical evidence of the
linik. (Regressions for same-year and one— and tTwo—vear lags result in
lower R and t values as the lag is decreased.§

Testing a null hyprothesis that the money suerly has no relationship to
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construction activity, a regression for 1978-88 of per—-capita money suprly
as a function of inflation—adjusted construction in the same year rejects
the hypothesis, with a statistically sighificant t ratio of 2.4 and
adjusted R square of .83, consistent with the theory that the money supply
is accomodating the bui lding boom (1. The data for the current recession
(1998-91> are consistent with the theory that +the construction bkoom is
accomodated by the money and banking system and that the increase in money
is an important element in the speculative rise in land values.
Analysis of George’s Theory

George’s theory of business cycles can be analyzed by examining a
general theory of cycles. The first question is whether macroeconomic
f luctuations are cwclical <o beain with. Hslﬂlvin Hansen (1964, p. 6)
states, an analysis of cyvcles and the data support the theory that the
significant changes in macroeconomic variables are cycles rather +than mere
fluctuations. A rhase of a cycle is related to preceding phases.

The theoretical conclusion that Fluctuations are inded cyclical
impe lies that there are general theoretical propositions which can be made
about cycles. Gottfried Harberler (1968, p. 276> writes that a "very
general theory of the most important aspects of the cycle can be evolved."
A general theory of cycles would +focus on generic causes rather than
specific ones: as Harber ler states, such a compelex rhenomenon does not lend
itself to an explanation by just one factor (. 5>, and Schumpeter (1939,
r. 161> stated that there are many reasons to expect wavelike fluctuations.
The key puzzle in cycle theory is the cause of the decline, rather than the
ueswing, since the agents in a market economy hnaturally wish +to better
their condition. Indeed, a puzzle exists when the economy fails to

recovetr.
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From the wviewpoint of an individual enterprise, it would wish to
continue operating so long as it expects to make a profit. The forces which
can reduce profits are: 1) a downward shift in the demand curve +or the
firm’s products, reducing revenues; 2> an upward shift in the supply curve
of its inputs, raising costs; 3> a change in the production Ffunction which
increases costs.

A gradual increase in costs or reduction of revenues can be adjusted
for so that, overall, +irms can raise prices or reduce volume while
maintaining normal profits. Some firms may exit, but the rest will
continue normally. Wages can gradually be reduced as the demand +For labor
slowly shifts downward. However, a sudden input-sueply or output-demand
shock will not be readily accomodated if the demand for the +inal product
is elastic. Profits could then diminish to the point that the firﬁ go0es
out of business. Hence, the ageneric theory is based uron the fact that
market responses to such shocks take time (cf. Garrison, 1984>, in part due
to uncertainty, and a major disequilibrium can cause a rapid loss of
profits, leading +to business declines, unemployment, and a depression
before the market can adjust to them. fAs noted by Friedrich Hayek (1941,
F. 408>, money is a " loose joint" which does not accomodate an immediate
coordination of price changes.

Specific theories of cycles must therefore focus on particular reasons
why there have been or must be signi*icant and rapid changes in costs or
demand. Usually, theory has pointed either at a reduction in demand after
a non—se lf-sustaining increase, or else an increase in costs. Exampe les of
economy—wide costs which could rise +to choke off profits include labor,

interest rates, raw materials such as o0il, natural occurances such as

- droughts, and taxation. George’'s theory points to land and rent costs.

One can see why there are so many different cycle theories: each points to
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different costs or different explanations of why costs would rise.

Once costs cause firms to fail, there would be a reduced demand both
for intermediate goods and employment, and subsequently a reduced demand
for consumer goods. Hence, the second part of the generic theory would
come into effect: reduced revenues for firms, accelerating the dec line.

The generic cycle theory also includes an analyvsis of the key turning
points. Burns and Mitchel (1346) regard the peaks and troughs as the
critical points, whereas Joserh Schumpeter <(1939) positted +the critical
region as the rpoints of inflection, where the upward swing switches from
acce leration to deceleration and vice-versa for the downward swing (Hansen,
1964, pp. 7-8>. A generic theory of cycles would seem tﬁ favor the
Schumpeter view; the peak and trough are visible and dramatic, but the
causal change seems to occur at the inflection. I+ these are smooth
curves, the first derivative would measure the increase or decrease at a
point, while the second derivative would measure the rate at which the
increase or decrease is changing. At the point of inflection, the second
derivative changes sign: an upswing which was speeding ur now slows down.
As Hansen (1964, p. 180> notes, during an upswing, the peak of net
investment is reached at the point of inflection.

A negative second derivative continuously slows down a boom as it
climbs to a peak. Hence, the seeds of the depression are laid in the
middle of the boom when the second derivative turns negative. This accords
with the generic theory of one cause of the downturn as an increase in
costs, which would occur during the boom, reducina profits until +the boom
comes to a halt. Henry George (1375, p. 2640 recooiized +this second-
derivative principle when he wrote that during an upswing there is "a
fai lure in production to increase proportionately..."

The term, "the" business cycle, presumes that there is one +tvpe of
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cle, but in a general theory of cycles, this cannot be assumed. Hansen
1964> has identified +three tyres of cycles. (Schumpeter (1939) also
»_sitted three types, though different from Hansen’s.? There is a minor

Jsentory cyvcle of an average duration of about four vears, intermediate
wvcles <(which Hansen calls "major"? in producers” equipment of various
lrﬂation, and major real-estate cycles which in the United States averaged
bout eighteen yvears in duration ue to 1929. There may also be " long-wave"
' andratieff" cycles of 58-60 yvears or more. Each of these cycle types
—ald have its own dyvnamics and causes.

The theory prorosed by Henry George might therefore only account for
,f; tyvpe of cycle rather than be a universal explantion for all cycles.
urthermore, George’s theory provides a plausible case for land costs as
¥ » cause of the downswing of a cwywcle, but it does not preclude the
~3sibi lity of the other causes. It is possible, in general, for several
auses to combine to turn the second derivative negative.

Because of the theoretical possibility for several types of cycles and
everal tyres of economy-wide costs, any specific theory must be tested
¢ winst the historical record to determine empirically whether particular
r=sts in particular cycles did indeed cause the downturns. The case for
eorge’s theory must therefore rest on empirical as well as a priori
;{}unds.

Real Estate Cycle History

A distinctive feature of Ffluctuations of both construction and real
=+*ate prices over the last 188 years in the U.S., Great Britain, and other
ountries is their regularity in lona cycles of roughly 20 years (Matthews,
£ 7, P. 98D, Clarence Long (1948, p. 155> observed +that a decline in
ui lding precedes general business declines in major downturns, and also

F t the lona building cvcles have different durations in different
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countries (p. 159).

Great Britain’s real estate cycles started as esarly as the close of
the 1780s, when land values rose. Between 1842 and 1914, in 22 of the 26
peaks and troughs of the business cvcle, house bul lding preceded or
coincided with the turning points in business (Harrison, 1983, p. 73).

Karl Pribam <1948, p. 65> reports that ere—-Wor ld-War—I construction in
Great Britain and Germany anticipated business contraction or exransion by
one to three yvears.

The United States has had a real estate cycle of roughly 18-yvear
spans, starting as early as 1804. The peaks of the U.S. real estate
cyc les from 1808 to 1968 occurred in 1818, 1836, 1854, 1872, 1898, 1967,
and 1925. Cycle bottoms occurred in 1813, 1843, 1858, 18735, 1894, 1988,
and 1933 (Howt, 1978, p. 537). Upward movement in real estate prices
persisted in 1819-1836, 1868-72, 1894-1987, 1988-1925. Sharely falling
real estate prices occured in 1818-19, 1837-18448, 1857-3539, 1873-75, 1892-
94, 1967-88, and 1929-32 (p. 538>. Detailed histories of these cycles are
re lated in Hoyt (1933), Sakolski (19322, Hicks (19615, English and Cardiff
(19792, and other works, including, of course, mahy studies of the Great
Depression. A +few highlights of this history will be related here to
document the consistency of the histqrical record with Georae’ s theory.

The Chicago real estate market is the most +thoroughly studied of any
American city, due to the work of Homer Hovt, who stated that Chicago’s
real estate cvcle is tvpical of U.S. real estate +trends (15978, pr. 538).
The real estate cyvcles of Chicago, reported in detail by Hoyt <(1933), shed
light on the forces behind real estate price movements. The boom and bust
of the 182@s will ‘be outlined here in detail, as it reveals the basic

e lements of Georae’s theorv.
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The success of the Erie Canal in New York State and the rapid rise of
land values along its route led to the extension of the same speculative
célculaiions to Chicago when a canal linking Lake Michigan (and New York

- via the Erie Canal) to the Mississippi River was proposed. In 1833, the
federal government appropriated $25,900 to dredge the harbor. The 1local
7 Black Hawk Indians were subdued by federal troops in 1832, sparking a rush
_ of settlers to Chicago <(Howt, 1933, p. 19). Mote here the presence of
three governmental interventions or works: canals, harbors, and the remoual
of the Indians, at no direct expense to the potential landowners. In 1833,
the Pottawatomie Indians sold 20 million acres near Chicago to the U.S. for
776: rer acre. Land speculation began +that vear with a sharp rise in the
~ value of the business cénter. Demand for lots in actual use started a
specu lative movement. Reports of real estate fortuwnes in Chicago reached
— the East, and Chicago lots were sold at public auctions in Manhattan.
In 1835, there was already nationwide speculation in commodities and
. real estate. Though real estate wvalues had been rising steadily through
~the early years of the decade, suddenly the price of land began to
skyrocket, beginning in the eastern cities and spreading westward and to
—rural areas (English and Cardiff, 1979, p. 13>. "There was a rampant rage
for all sorts of landed property in all parts of the country" (Sakolski,
1932, p. 238).

The speculative mania was fed by a "superabundance of paper money
issued under diverse state laws" (Hoyt, 1933, p. 28>. Government lands
could be purchased with irredemable "rag money"” created by the state-—
controlled "wildcat" banks (Sakolski, 1932, p. 234). The newly chartered

%State Bank of Illinois was empowered +o loan Funds for real estate. A
branch of the bank was established in Chicago in December 1835. "Dné of

the most potent devices Ffor raising land values, liberal credit to land
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buyvers, was thereby created" (p. 27). Here we see the money and banking
system, again under the influence of government, fueling land speculation.

The rise in land values continued into the summer of 1836, The preak
occurred in Chicago at the very same time time that work finally began on
the canal. A slow advance was maintained until the end of the year, with
much fewer sales as speculators sought to maintain values at the high
plateau. Meanwhile, the volume ot currency issued by the banks to sustain
the balooning land values was greater than could be redeemed in specie.
President Jackson on July 11, 1836, issued a "Specie Circular" ordering
that land office accept only specie. Speculation ceased, but the damage
had been done. Land prices had nowhere to go but down. In May»r 1837, the
banks of New York suspended specie payments and there was a tightening of
the money market. 0O0n May 29, 1837, the 1I1l1llinois banks susrended épecie
rayments, backed by a special act of the legislature. It became impossible
to borrow money on real estate or to renew existina loans.

The Panic of 1837 became a national depression. The prices of goods
fell. Real estate prices collapsed. Debtors de#aglted. Chicago land
purchased for #$11,888 an acre in 1836 sold for less than #1880 in 1848.
Land that had been staked out and held during the speculation of the 1836s
was converted into cultivation during the 1848s when no further imrediate
gains were anticipated (p. 48>. The bottom of the real estate market
occured in 1842. The State Bank of I1linois failed also in 1842.

The next real estate cycle was underway as the long—awaited Chicago
canal opened in 1848. The Il1linois Central Railroad secured a land grant
of 2.5 million acres from Conogress in 1850. The city constructed rlank
roads, sidewalks, g9as lights, sewers, and bridaes. "Plank roads
contributed greatly to the rise of land values" (Hoyt, 1933, p. 64>, The

ease of borrowing money from the new state banks again encouraged real
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estate speculation. There was also a rapid rise in land values in San
Francisco; "speculation carried it bevond prudent heights" (Sakolski, 1932,
r. 2358>. In the summer of 1857, a financial panic began, starting in New
York. <(Land values had collapsed earlier in California.> Overspeeculation
in western lands and too-rapid railroad building were blamed. Banks
suspended specie payments. A depression followed in 1858. Most holders of
real estate hung firmly +to the peak prices of 1856, but by 1859, land
values had dropped sharely to half or more than the previous levels.

After the Civil War, "Chicago shared the zeal for public improvements
with many American cities". These included sewers, street paving, lame
rosts, and bridges. "Lavish expenditures +for imperovements, and some
rolitical corruetion, were blended in the land boom that culminated in
1873" (Hoyt, 1933, p. 88>. Post Civil-War land values gained impetus near
the parks and boulevards. One contemporary writer noted that "the city

acceded to the demand of every real estate speculator who asked for

imperovements" (. 117>, The value of real estate was often raised on the
strength of projected improvements. By 1873, business profits were
receding. Wages dec lined. Land wvalues halted in their adwvance. The

stock market crashed, and commercial fai lures brought on the Panic of 1873.
Homer Hoyt remarked that the real estate cycle in Chicago from 1T1i8 to
‘1933 was "as perfect a cycle as the cyvcle theorist could ask for" (1978, p.
527>. During +this +time there occurred a remarkable reversal in the
relative position of urban and rural real estate. The prices of American
farm products had more than doubled from 1914 +o 1918, The wvalue of
American farm land doubled from 1998 to 1918 and doubled again from 1918 to
19208, reaching $55 billion <(Hoyt, 1933, p. 234; cf. Hicks, 1961, p. 78).
In 1928, the total value of U.S. urban land in cities of over 36,800

was $295 billion. Bw 1926, farm land had droppred to $37 billion and urban
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sites rose to over $56 billion (ibid.>. With food exrports reduced after
the war, there was a sharre decline in commodity prices after 1928. An
agricultural depression began in 1921. As farmland values declined, rural
banks +fai led.

In March 1926, the New York stock market took its worse dive since
1920. During 1925, $500 million of northern capital had poured into
Florida real estate, where speculation was most extreme (Thomas, 1977, p.
208>. In the fall of 1926, the Florida land boom collapsed, dampening
speculative activity in other areas.

But construction in the cities continued with undiminished ardor in
1927-1928. From 1923 +o 13929, the square feet of office space in Chicago
almost doubled. So powerful was the 19268s boom and subsequent bust that no
new office bui ldinas were erected and no new large hotel was built from
1931 to 1956 (Hoyt, 1978, p. 153).

Land wvalues continued rising in some areas, though the market hacd
s lowed down. In the typical pattern, while nominal prices stayed high, "it
was becoming more and more difficult to sell for cash" (Hoyvt, 1933, p.
258>. Prices, rents, and construction peaked durina 1925-192¢6 in many
American cities.

I construction was the key ingredient behind the "second derivative"
of the 1920s boom, its decline after 1925 would eventually bring the first-
derivative growth to a halt. The timing, in the midst of the boom, would
be right. Hansen (1964, p. 46) calls +the drop in construction in 1928
"catastrophic,” and states, "No explanation of the boom of the twenties or
the severity and duration of the depression of +the thirties is adequate
which 1leaves sout of account +the areat expansion and contraction in
bui lding activity." Howyt (1978, p. 532> remarked that the increase in the

number of forec losures in 1927 "was a barometer of apprroaching financial
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~ storms".

Murray Rothbard (1975, p. 86) reports that the money suprly of the

U.S. increased by 62 percent during the 1928= boom. The major increases
_ took place in 1922-25. Most of +the exransion consisted of loans, i.e.
credit expansion. Here again, the money and credit swstem, +this time

- orchestrated by the new Federal Reserue Svstem, had fueled the speculation.
The depression in Germany was also preceded by a bui lding boom,
_beginning in 1924 after the re-establishment of the gold value of the mark.
_Land prices rose 780Z in Berlin and 500X in Hamburg within six vears . It
paid "to be on good terms with members of the City Council® +or time 1y
“information on a new underground line and other works (Heilig, n.d. , p. 7.
Taxpayers were also made subsidies to house builders. After seven wvears of

boom, the cost of living was high, especially <for housing, and workers

~ pressed for higher wages. Businesses tried +to substitute capital for
expensive labor. By 1938, "the +irst signs of crisis became manifest.
~Amortization, rents, interest, taxes ate ur  everything” p. 23D,
Industrialists could not meet debts. Rising unemp loyment contributed to

the influence of the Nazi party, which made lavish promises.
The next historical real estate peak in the U.S. would have occurred
in 1943 had the 18-year cycle continued, but building was dampened by war
—measures. Price and rent controls, millions of men overseas and a
rosteonement of marriages reduced the normal real estate demand. The
"nhistorical U.S. real estate cycle was broken, and, interestingly, there was
_ the absence of a 1948s boom as well as of a serious post-war depression.
Indeed, there followed an unusually long period of smoothly rising
“real estate prices and construction. U.S. land values rose three times as
fast as other prices from 1956 to 1966 (Sinclair, 1972, p. 46)>. An o ld-

fashioned real-estate boom +ihally deve loped, especially +for apartments,
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from 1967 to 1972, coinciding with increased inflation. Baby boomers
increased the demand +for rental housing. Prices of apartment bui ldings
were rising faster than their rents, but "investors didn’t care...they were
buying into the rental property market in order +to speculate on future
pricé increasesakEnglish and Cardiff, 1979, . 43>,

The Tax Reform Act of 1969 had made rental property more attractive.
Tax shelters used negative cash Flow as a tax advantage. Real estate
kecame a favored hedge against increasing inflation, the stock market
having topped out. Real Estate Investment Trust (REIT> assets orew from $2
billion in 1969 to $280 billion in 1973, Commercial bank mortgaase loans
increased from $66.7 billion in 1969 to #$113.6 billion in 1973 {(p. 44).

Then vacancies began to increase. "With catastrophic swiftness, the
money machine sputtered to a stor. The financial superstructure collapsed;
the REIT industry faced bankruptcy” (. 45). Interest rates were also
increasing. Many REITS and deve lopers went bhankrupt. Apar-tment units
begun dropred from their reak of 1,847,580 in 1972 to 268,388 in 1975 (p.
46>. "More money may have been lost in the Apartment Crash than in any of
the more celebrated crashes. But it remains an unheralded financial

crisis" (p, 47). It was the worst recession in the U.S. since the 1938s.
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The economy of the latter half of the 1978s have been characterized as
__"stagflation." Land values increased alona with other tanaible assets as
inflation induced speculation and soaring prices. The value of new
—construction put in place (in constant dollars? and construction contracts
by floor space peaked in 1978 (Statistical Abstract, 19986). The recession
~ of the early 1988s +ollowed along the earlier real-estate péxterns, but it
Atoccurred ohly a asbout nine years after the previous bust instead of the
eighteen years of the former cvcles. One reason could be that the
— inflation of the latter 1970s artificially +took the economy out of the
recession without +ully liquidating the malinvestments. The 1373—-1982
'”period could be interprreted as one long recession with a bear market
speculative rally fueled by monetary inflation. Another factor in the
1975-8 boom was the arrival of huge numbers of World War I1 baby boomers in
—the housing market (Crellin and Kidd, 1998, p. 1>.
Following the 1982 trough, the economy recovered and another real
~ estate boom was underway. One catalyst was the decrease in marginal tax
rates. Another boost to real estate speculation was the raise of deposit
insurance to #$1806,008, which facilitated lending to developments which
—turned out +o be malinvestments. A third government stimulus was the

liberalized depreciation deductions of the 1981 tax lam, which creatsd tax

- shelters in real estate. Once again, the government induced real estate

speculation, and the result was enormous overbui lding. In the 58 largest
metropo litan areas, office space doubled to 2.5 billion square feet. The
_number of shopping centers rose 5?3. Hote ls rooms Jjumped 43%. The

ropru lation only expanded 8.5%. Between 1984 and 1989, real estate loans
T increased $366 billion, increasing +from 25% +to 37% of bank lending.
Lending standards were looserned, with loans often covering all of a

prroject’s costs. "Lax lendina was fed by speculative buving of commercial
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properties" (Samuelson, 1998).

The Tax Reform Rct of 1986 eliminated some tax—-she lter advantages of
Eeal estate, which brought down the increase in construction. The value of
residential construction peaked in 1986 (Statistical Abstract, 1998), as
did net mortgage Fflows, with dec lines thereafter especially strong in
commercial and multifamily <+unds (Furlong, 1991). Sing le—fami l¥ housina
starts and building permits also peaked in 1986, dropring off sharply
thereafter. The recession of 1998 followed. The second-derivative of new
construction, the rercent annual increase in value, peaked in 1986, even
thoush in absolute amounts it continued +to rise <(Statistical fbstract,
1998, "Yalue of new construction put in place"> .

Housing was the weakest sector of the economy in 1998, Multifamily
housing is in +the deepest recession since Wor 1d War I <(Housing
Backgrounder, 13991, p. 1). In the Washington, 0OC, area, the fundamental
reasons for the slowdown in the <fall of 1998, which was increasing
Job lessness, was ascribed to ‘"real-estate overbuilding coup led with
cutbacks in bank lendingH(Smardson, 1998). The "Washington area economy is
suffering from the burst of the ballooning local real estate market," with
major banks "pushed over +the brink by the sluggish real estate market"
(Brenner, 1991)>.

Interestingly, the national recession has not affected several western
U.S. states, where construction emp loyment has continued growing and is a
high prorortion of empe lovment (Huh, 1991). Moreover, the western states do
not always outperform the nation - in the 1981-82 recession, they mirrored
the national economy.

As of mid 1991, home building has droeped to levels lower than the
1982 and 1974 real estate depressions, with the lowest number of permits

since 1957 and a housing-starts level matching 1946 <(Lehman, 1991). Land
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prices have dropped 108%Z to 46X (Salmon, 1991). However, the National
Association of Realtors reported ¢("End of Sltume," May 7, 1991 +that sales
of residences overall were starting to improve. Furthermore, in mid 1991,
new home-building +firms began operations, showing that the real estate
bottom has probably been reached, although +the economy a5 a whole could
continue to decline.

The real estate cycle in the U.S. can be summarized with the following

table (2).
Pealkks in land interval Fealks in Deprressions
value (vears) construction interval interval

1818 — - = 1819 -
1836 18 1836 — 1837 18
1854 18 1856 20 1857 20
1872 18 1871 15 1873 16
1856 18 1892 21 1893 20
1987 17 1999 17 1918 25
1925 18 1925 16 1929 11
1973 48 1972 _ 47 1573 44
1979 6 ' 1978 () ‘ 1980 e
1989 10 1986 8 1999 168

Real estate wvalues and construction have peaked one to two vears
before the depression, and have stayved at peak levels until the onset of
the downturn. The contraction itself evidently pulls down real estate
prices, but the historical evidence is consistent with the <theory that
speculative booms in real estate prices and construction act as an impetus
for the downturn itself.

A real estate boom was also taking place in Jaran during the 1986s,

An article in Barron’s characterized Japanese real estate as "the ground
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beneath the international paper pyramid,...the base of an economy built on
borrowing." Property owners use land as collateral ‘o buy shares in
Japanese companies, whose share value itself in some cases is driven up by
real estate assets. Prices of residential real estate in Tokyo rose by 23X
during the vear ending July 1987. Tax laws, zoning, and other government
policies are a key inaredient in this real estate boom, artificially
restricting the effective supply of land and stimulating demand. As to the
effect on enterprise, ‘"exorbitant land prices add +to overhead and make
expansion of phvsical plants virtually impossible, reducing profitakility"
(Mahar, 1987, p. 22>. By November 1987, real estate prices had stabilized
in Tokyo, still rising in the suburbs but flat in central Tokyvo
(Schoenberger, 1987b>. But the bull market, spurred by low interest rates,
continued overall through 198%. In 1998, the bubble began to def late.
Land prices fell some 382 in Tokyvo and Osalkka as interest rates rose
(Blustein, 199@>.

According to George’s theory, the Japanese economy should have become
depressed after some interval of extremely high land values. But many
Japanese firms hold long—term leases, and Japanese law gives tenants "an
abso lute right of residency" (Schoenbkberger, 13887a). Japanese househo lds
have responded by squeezing into smaller units: an average of 5080 sdquare
feet versus an American average new house size of 1586-1988 <(Downs, 1383).
Japanese homeowners have also responded by locating further from Tokyo.
Demand for real estate has remained high despite the prices.

By 1991, the Japanese economy did react to the land bubble. The Bank
of Japan has restricted the supply of credit, raising its discount rate.
Some deve lopers and firms with real-estate debts have become bankruet. By
1991 machinery orders were down and corporate failures had risen 424 from

the previous vear (Blustein, 1991). Though the saga of the Japanese real
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estate boom is still being plaved out, the experience so far suggests that
high land prices alone do not inevitably cause a depression, especially
when many rents are tied to long-term leases and residential use responds
— by economizing on space. It ewvidently requires a decrease in investment
and an increase in other costs such as interest rates to spark the
downturn. Evidently George’s theory redquires compelementary institutional
factors to take effect.
Interaction Between Cycles
— As real-estate cyvcle history shows, intermediate and minor cycles have
occurred in the midst of real estate cyvcles. Most major upswings are
interrueted by minor recessions, but downswings are seldom interruetded by
revivals (Hansen, 1964, p. 28). For examele, there was an intermediate
recession in the 18808s during a real estate boom, whereas +the depression
— following the boom was much more severe. In 1937 +there was an
intermediate upswing during the Great Depression, which collapsed the
following wear; producers’ equiperment recovered, but real estate remained
derresed (p. 48>. From 1838 to 1933, American business rose above normal
38 times, while land values did so only 5 times. These lesser cvcles have
- a lower ampe litude and duration; the range of Ffluctuations in real estate
are greater than those of wholesale commodity prices.

Since most real estate buvers borrow funds, real estate prices and
construction are influenced by changes in both income and interest rates.
Howevear, the short business cycles have not gareatly affected real estate

—prices. Only minor variations in real estate prices occurred from 1946 to
1968. Values generally moved upeward without serious sethacks (Howvt, 1978,
T p. S18). According to English and Cardiff, the real-estate "boom-bust
forces are much more powerful and dynamic than those of the business cycle"

(1979, p. 114>, In 1978, for exampele, in the midst of the apartment boom
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of 1968 to 1572, there was a credit crunch and recession. Real income fell
-2% in 1978. VYet the apartment boom kept going. Real estate cyvcles can
overcome lesser cycles (caused by credit shocks, for example) when the two
are not synchronous. R.C.0. Matthews noted that forces such as urban
deve lopment "are capakble of endowing building booms with considerab la
momentum of their own, independent of what is haprening to investment in
other sectors or to national income" (1967, p. 198). William MNewman (1935,
r. 13> also observed that building cycles arize independently of general
business cycles.

The fact that the real-estate cycles coincide with the major booms and
busts and that they are not greatly affected by the minor cvcles is
consistent with the theory that real estate is not simely reacting to other
cycles, but is a key factor in causing the major booms and depessions.
Harrison (1983, p. 65> points out that peaks in building cyc les tend to
follow those in land values and precede the depressions. This would bhe
consistent with George’s theory +that high land costs curtails economic
activity.

Raw land is a key feature of the real estate cycle, and it interfaces
with business as a +focus for construction and <the exansion of business.
"The most characteristic feature of a real estate boom is the speculation

in acre tracts and the sale of lots in subdivisions to s=mall investors"

(Howvt, 1933, p. 163>. An exampele of high land prices driving out
investment occurred in "Silicon VYalley," California. By 1983, high—tech
firms were leaving. "The price of raw land was becoming ridiculously

uncompetitive: between 8 and 12 dollars a square +oot in Santa Clara
compared with 28 cents in fAustin and 65 cents in Colorado Springs"
(Lessinger, 1986, p. 117).

Another effect of real estate booms on business is a crowding—out of
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investment funds. "When homeownership is empeloved as a leveraged
investment, its support can be accepted quite realistically as the sum both
of nominal she lter costs plus the surroaate quanta of funds which would
once have gone into more traditional forms of investment" (Sternlieb, 1989,
r. 259).

The dynamics of real estate demonstrate that land speculation and the
construction industry have endogenous forces consistent with the theory of
real estate cycles as significant in helping to cause the major cycles.

Georgist versus Other Cyvcle Theories

Some of the theories of the tracde cvcle are compatible and
compe lementary with that of Henry George, others posit cluster factors which
would boost and then depress revenues, and still others involve costs.

One cost theory is that tax burdens have produced recent recessions.
Dunke lberg ancd Skoburg (1991, p. 3> present the results of a study showing
that since 1960, tax increases have led to slowdowns in arowth. The major
1974 and 1982 recessions are below the calculated trend line, but taxation
could well have been a cost which when added to higher land prices he lped
to bring growth to a halt.

Joserh Schumpeter (1934, p. 223> proposed that clusters of innouvations
cause booms and subsequent depressions: new combinations of enterprise "are
not evenly distributed throush time, but aprear discontinously in groupes or
swarms. " The appearance of a entrepreneurs in a new industry facilitates
the entrance of others, in increasing numbers. A depression is the
economic system’s reaction to a boom, its explanation rooted in the
exp lanation of the boom.

Knut Hicksell <1978, p. 2110 had a similar theory, in which "technical
or commmercial advance cannot maintain the same even progress" as the

increase in "needs." Entreprensurs want to exploit a situtation as aquick lyw
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as possible, and large amounts of liquid capital are converted into fixed
capeital. "As soon as the rate of increase of output begins to lag, a
hitch will immediately occur in the deuve lopment of the economy” (Wicksell,
1965, p. 232>. MWickse=1ll held that the money and credit system had areat
influence on cycles as well.

In general, "real business cycle models assume that random changes in
or "shocks" to productivity or technology cause output fluctustions”
(Stadler, 1998, p. 763). Real cycle theories also depend on changes about
when o consume or in the labor/leisure tradeoff <(Plosser, 1989). A
rroblem with such theories is the explanation of the lohg cyc les associated
with real estate, which have béen of long and fairly regular duration.

However such clusters may apply to minor or intermediate cycles, a
different "cluster" +theory is applicable +*o real estate booms,'where
speculation has come in swarms which affect enterprise and credit. One
skark in this case could be large public works projects, such as the
bui lding of canals, subsidized railroads, or suburbs.

John Maynard Kevnes (1936, p. 313> +thought that the trade cyvcle "is
mainly due +to fhe way in which the marginal efficiency of capital
f luctuates. " "Doubts suddenly arise concerninga the reliability of the
prospective yvield" (p. 317). The costs of production are thought +o be
higher than <they will be later on. "The illusions of a boom," wrote
Keynes, ‘"cause particular types of capital-assets +to be produced in...
excessive abundance...It leads, that is to say, to wmisdirected investment®
(p. 321>, A collapse of investment demand due to0 an unstable marginal
efficiency of capital is responsible +for the contraction phase of the
business cyvcle. With Georaist theory, the key is the marginal efficiency
of land and construction; real estate is the major factor in the Keynsian

"capital" schedule, accounting for the instabilities of fickle "capital."
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The Austrian-school cycle theory also speaks of "malinvestments. "
AiFriedrich Hayek (1933, p. 180> wrote +that “The cause of cyclical
fluctuations is that because of the elasticity of the value o+t money , the
—rate of interest is not always eoqual to the equilibrium rate, but is in the
short run determined by banking ligquidity."” When the banking system
~ injects money and credit into the economy beyond that warranted by savings,
it reduces interest rates, Ffostering more investments in higher-leuvel
capital goods than are warrented by the preferences in +the market. When
— interest rates and prices rise, these malinvested firms fail, inducing the
downturn. Though the +trade cyvcle works tﬁrough the banking and credit
. system, Hayvek also noted that there is no reason why the initiatina change,
the original disturbance, should be of monetary origin. "Nor, in practice,
-_is this even generally the case" (p. 182> and "it nhaturally becomes quite
_irrelevant whether we label +this explanation of the Trade Cyvcle as a
monetary theory or not" (p. 183). Hence, the Austrian credit effects could
~be induced by real-estate factors and then work in tandem with them to
cause the bust, as history has shown. Rising interest rates together with
_rising land prices then choke profits, with real-estate construction a key
_capital-goods malinvestment.

The political business cycle theories by which they coincide with
‘election cycles also presume a monetary cause, since they have the
government attemet to lower unemplovment close to election time by

4§enerating a temporary inflation which lowers market interest rates (Huh,
_1998@>.

Along similar lines, R.C.0. Matthews (1967, p. 128) stated that
"monetary factors must have at least a permissive significance in the
cvcle: even if fluctuations originate from real forces, monetary conditions

must be such as to allow the real forces scope to work themselues out.™
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Ludwig wvon Mises (1963, P. 3542 also held this view, that "eyvery
nonmonetary trade—-cyc le doctrine tacitly assumes - or ocught logically to
assume — that credit expansion is an attendant phenomenon of +the boom. "
The historical record repeatedly shows the comp lementary role rlaved by the
banking system in facilitating real-estate booms. As a recent example,
rrevious to the 1999 real-estate crash, developers in the Washington area
had obtained loans with no cash down and no prayvments required for two or
three years (Knight, 1999>.

Matthews alsoc wrote +that fluctuations in investment (expenditufe on
fixed and working capital goods) lie at the heart ot a cycle. Speculation
depends upon the creation of favorab le expectations, so it will not usually
deve lor unless there is some hon—-speculative rise in prices in the first
rlace. It occurs when the level of activity is already high. "The chiet
vehic les of speculation are stocks and shares, real estate (both land and
bui ldinas), and non-perishab le primary products" (p. 61).

Harry Gunnison Brown (1936, p. 97> argued that during a boom an
expansion of credit, even "after business has attained its mascimum" and
empe loyment is full, takes place due to "the eagerness of the business man ,
as such, to take advantage of what he regards as good business.,” since his
expenses do not increase as much as his returns. When rentals and interest
rates later rise, profits finally turn down. But Brown prresumes that the
credit expansion takes place in a cental-banking system (p. 1680). It is
rossible that in a free-market banking system, where credit depends on
vountary rather than forced savings, interest rates would alreacly rise when
business attains its "maximum, " cutting off the price increases +that later
saueeze profits. "Under free banking economic forces reward bankers who
make decisions consistent with the maintenance of monetary eoquilibrium"

(Selgin, 1988, p. 174). The resolution of both credit diseoqui librium and
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of real estate seeculation may be necessary in order to prevent business
cvcles; neither by itself may be sufficient.

Henry George (1975, p. 263> stated +that +there could be "other
proximate causes" than the "specultive advance in land values," thoush land
speculation is the "main cause." The main cause, however, may requirs
compe lementary causes, such as monetary accomodation and some spur to
speculation. This spur can be accounted Ffor in large measure by rublic
works.

The Shock of Public Goods

Adam Smith (1937, Book I, p. 247> noted that "Every improvement in the
circumstances of society tends either directly or indirectly to raise the
real rent of land, to increase +the wealth of the landlord." The rental
value of land is a function of the externalities that give a location its
value. The provision of public goods by governments provides “rents" in
both senses of the word to landowners.

One aquantification of +this concept was provided in 1962 when the
Regional Plan Association computed the marginal capital cost +to taxpavers
of providing government services to one residence in the New York City area
at #16,8356. This was for streets, highwayvs, schools, water lines, sewer
lines and rlants, police and fire protection, libraries, administration,
etc. A UCLA study came ue with a Ffigure $1088 less for Los Ange les
(Prentice, 1976, p. 27>. To this must be added the net value of federal
government services. The purchase of land in anticipation of the provision
of increased services to a new area, and the lobbying for public works and
transeortation by landowners, can be regarded as "economic-rent seeking",
the attempet to capture the expected value of these government services,
caplitalized in the increased price of land.

As another example, the Metro system in the Washinaton, DC, area
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raised land values around the Metro stations by $2 billion five vears after
the first trains began rolling, based on the most conservative assumptions,
according to a congressional staff survey (Harrison, 1983, p. 221).

Seeculative booms have invariably been aﬁcompanied b¥ major public
works or analogous public subsidies. For example, during the Florida land
boom of the mid 1920s, "enormous bond issues were continually being made to
ocbtain money to pave streets where nobody wanted to drive; to build school
houses that will not be needed for +ten years; and to malkke various
extravagant public improvements" (Platt, 1929, p. 6.). The subsidies which
induce speculation are often indirect. Raising deprosit insurance to
$109,0000 while deregulating the activities of banks lowers the riske 4o
bank owners of speculative lending, which effectively subsidized (by
lowering the interest cost) land speculation and malinvested construction.

R.C.0. Matthews (1967, P. 187> stressed that "the nexus be=tween
building and +transport is rart of the mechanism by which bui lding
fluctuations acquire cumy lative forces.” Transportation imerovements "act
as a shock capable of setting a building cycle in motion." According to
William Alonso <1964> the principal tenents of urban land economics were
deve loped in 1926 by Robert M. Haig, who emphasized +the compe lementarity
between rent and transport costs. |

In 1947, Chicago conso lidated its transportation system, coordirating
the subways, eleuvated line, street cars, busses, and suburban rai lroads.
Homer Hoyt (1978, p. 3665 observed that the effects of this transportation
system on real estate values "can scarcely be overestimated. "

The October 16, 1987, issue of the Northern Yirainia Sun told the news
that "Northern Virginia Leads Bui lding Boom". It stated that "near ly every
area that has or plans to have a Metrorail subway station has shown high

levels of ogrowth" and that Fairfax County remains 3 good construction
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market because of its proximity +to airports, MWashington, and access to

— major highways" (p. 1).

Keynes, in several of his works, argued for public expenditure on
rpublic works. That many of his followers believe that continous gouvernment
intervention is needed to correct a "fundamentally +lawed, non-se l$-
correcting market economy" (Rowley, 1987, p. 154) is ironic, since it is

— the continuous intervention by government, including public works and

monetary inflation, that so often induces speculation in the real estate

market, with its resultant booms and busts. Every increase in government
expenditure that has social value creates an economic shock it it is not
offset by a collection of the economic rent rroduced.

i Since World War II, the chief areas o+t rapidly rising land values have
been lands on the fringes of growing cities, "where +the provision 6# new
sewer and water lines has made the land ripe for residential building, new
shorping centers or new industry" (Howt, 1978, p. 544).

Key beneficiaries of these rents often exert political influence for

_the public works. Richard E. Hagner (1987, p. 289> has pointed out that
when property comprises the tax base, liability for debts (from the twvpical

- local bond issues to the national debt) would rest with the property owners
and debt choices would be capitalized into rrorerty values. Likewise, with

_-payment for public works funded by the affected real estate owners instead

of bylincome and sales taxes, the capitalized value of the real estate
would be reduced, reducing i+ not eliminating the resultant speculative

~ forces (and rolitical pressures).

Whereas increases in population and wealth are usually gradual and can

rbe foreseen long in advance, public works can be enacted at one stroke.

_ Though the works themse lves take time, the authorization or announcement o+

the works can be sudden. The speculative spur occurs when the works are



Real Estate and Business Cyvcles ~ Fred Fo ldvary 34

macle known, not when they are being builf; Hence, public works have a much

greater potential +for speculative effects than the natural process of

ropu lation growth or even Schumpeter’s entreprenesurial clusters. Since the

empirical evidence testifies to the continuing role of public works, along

with credit creation, in real estate booms, an important ingredient in a

Georgist theory of trade cycles must take public-goods shocks into account.
Real Estate and the Classical Model

Henry Geordge was one of the last of the classical economists. Thougah
he was severely critical of some classical concepts, his economic thought
is essentially classical. His business cycle model therefore should fit
into the classical macroeconomic model. However, the conventional
classical model, where all prices are set by market forces and all markets
clear, does not account for unempe loyment and cyvcles, a fault criticized by
Keynes, who felt his model corrected +the classical flaws, or rather made
the classical system a special case of his model. The classical
macroeconomic model is still criticized <for failing to account +for the
business cycle dcf. Parkin, 1984, p. 192>, and by implication, if the model
fails, then the free market that is being modeled fails.

Yet the existence of massive unemplovyment and depressions does not
necessarily imply a failure of the classical market or the market. The
classical model presupposes an equal access +to an unimpeded aggregate
production function (output as a function of input factors>. If access is
obstructed, then the classical free—-market economy does not exist, and a
model of a politicized market would be more accurate of the actual economy.
What is lacking in the classical model production function are the factors

of land and government. A more compe lete model might be as follows:
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The production function is v = $(n,k, 1,97, where n=1labor <(number ot
emp loyed>, k=capital goods, l=land, and g=government. Land is defined here
in the economic manner as space plus other natural resources. The

—arguments of the function are quantitative, but the prices of the input
factors affect the function +.

Note that a speculative increase in 1 (land prices and rent) is a real
rather than a nominal phenomenon: thoush credit may induce a specu lative
increase, the effect is analogous to an increase in the price of labor or

— the price of 0il; these are real supply shocks which lower the rroduction
curve as a function of inputs. A unit of input, whether land or labor, now
results in a reduced amount of output becaﬁse of Say’s law: the inputs must
be paid for by the output., and when the price of inputs rises, a unit ot
output can be exchanged for +fewer inputs, hence a unit of input will

— produce less output.

Whereas the amount of capital (machines, bui ldings) changes gradually,

 the price of land can make rarcid and major moves. The factor 9 represents
the net contributions of gouvernment, which can be positive or negative.
Negative aspects of o include taxes and regulatjons, which in effect

—decrease the marginal product per set of ineuts, aﬁd this too can move
auickly and have a major impact. Positive aspects include public AOOUS,

If there is no anticipated increase in the price of land, then the
price of land reflects its marginal product +for current use. When an
increase in demand for land is anticipated and speculation raises its
—price, then the price of 1 increases with no additional contribution to
outeut. This lowers and flattens the production curve <where output is on
 the vertical axis?, as does increases in‘the costs imposed by 9 by taxes on

production and by nonproductive regulations and other costs. Positive o

raises the production curve, but land rent absorbs the increase and



Real Estate arnd Business Cvcles .~/ Fred Fo ldvary 36

speculative rents and prices push the curve down from what it would be
without the goods.

Rt the begining of the real estate cycle, ropulation growth,
prosperity, and public works increase the demand for land, and the increase
in 1 at first reflects a greater mardinal product of 1, along with k and n.
In the classical model, all agents are se lf—-interested, including
government agents. I¥f the political constitution permits rent seeking,
government will redistribute wealth and provide public 9goods, increasing
land costs. The construction industry, effectively subsidized by o, and
anticipating gains <from 1, owverbuild, first raising and then lowering
aggregate demand. Speculators add to +the demand +for land, reducing the
value of ¥ for given k and n. Hot only does industryrface increasing costs
of 1 and g, but labor faces higher taxes and housina costs, reducing wages
net of these costs, putting uewsrd pressures on labor costs (3). As the
production function declines and flattens relative to n and k, production
decreases, shifting down the demand curves for k and n. An increasing
demand for credit for real estate purchases also raises interest rates,
reducing credit +for enterprise investment. Busines profits decline.
Entererises fail. The economy falls into a depression.

This story could explain the QOwnswing of a depression, but rnother
change in the classical model is needed to account for unemp lovment, for in
the classical model, markets always clear. Just as there was a change in
the production function in the course of the cycle, there is now a chanae
in the labor suppely curve. As the demand for labor decreases and workers
lose their Jjobs, those who are out of work grow hunary and face continuing
housing costs. Théir labor/leisure preference shifts towards wanting more
labor at a given wage. The labor supply curve flattens out, especially in

the region just to the right of the point where the demand curve cuts it.
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A horizontal supply curve at that rPoint reflects those willing to work at
the current wage, and its flatness can account for the empirically visibkle
Qnemployed, many of whom would trade places with those with jobs at the
prevai ling wage. Thus defined, the existence of unemp loyvment during
depressions, when +the production function is flat, wages are low, and
caeital is idle, is explained even without Keyvnesian "sticky wages" or a3
fai lure of interest rates to equi librate aggregate demand with sypr 1y,

One aspect of uneme lovment not usually considered is the alternative
of self-emp loyment. At the margin, emp lovees can become se l¥-emp loved, and
assuming that they can produce at the rate specified by +the production
function, why don’t the unemp loved simply become se l1f—emp loyed during a
depression? Evidently, access to the production <function is impeded and
unequal. Those with jobs do not hecessarily demand lower wages than the
unemp loved. High land or rent costs along with high costs of g (tarifts,
tight money, controls, monopo lies? can act to reduce the errofitabhility of
se lf-emp loyment be low the subsistence level (or welfare transfers).

A final change in the classical mode reoquires the addition of the
element of time, as the Austrian school has realized (0’'Driscoll and Rizzo,
12855, In the basic classical model, money 1is not involved; an increase in
the money supply is instantly neutralized by an increase in prices.
However, as Richard Cantillon realized in his 1755 essav on commerce, it
takes time for the etfects of +the increase +to wind its way through the

economy, since there is uncertainty and ignorance about its presence and

- effects. Hence, as the Austrian theory explains, an increase in money may

at first lower market interest rates and does not cause an immediate price
increase. In the reconstructed classical model, therefore, markets c lear,
but knowledoe is imperfect and money may have a real effect. Perhaps the

model is now so <far from the basic classical structure that it can be
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renamed the geo—-Austrian mocdel, combining Georgist concerts on land, rent,
and speculation with Rustrian concerts of time, money, and caprital goods:;
this geo—RAustrian systhesis would then challenge the neoc lassical synthesis
and its new-classical and new—-Keyvnesian offspring as a macroeconomic model.

Once land costs dror, eliminating the speculative 1, the production
function rises and becomes steeper, and this is reinforced as the
malinvested firms drop out. Interest rates ahd other Pprices drope. The
economy recovers, unempe lovment drops, workers reshape their suerly curves
into more upward-sloping shapes, wages rise, and the a new cycle ensues.

The cycle can ke eliminated by applying both Georgist and Austrian
remedies. 14 public goods are paid for by collecting the economic rent.
and no other taxes or restrictive regulations are imposed, then negative 9
and specultive 1 are eliminated and the model becomes stable. As Huétrians
propose, the minimization of 9 would also take government intervention out
of the banking and money swstems, eliminating the credit inflation that
accomodates speculative booms. Free banking and depoliticized money (c+f.
Selain, 1988), an element of the market not clearly understood by Henry
George (4), is consistent with a free market.

Conc lusion and Summary

Real estate is a major component of the economy, and has historically
been subject tq large and widespread fluctuations. A rapid rise in real
estate prices and rents based on future rather than current benefits
(induced by public goods not offset by the public collection of rent) is
bound to affect business profitability: the aquestion of its exent is an
empirical matter. Historical data from the U.S., Great Britain, Germany.,
and other countries have shown that real estate booms have preceded maJjor
deprressions. The construction industry plays a major role in creating the

boom and subsequent bust, and monetary, regu latory, and rublic-works



Real Estate and Business Cvcles 7/ Fred Folduvary 39

accommoclation by government have induced and accommodated the speculative
booms. The theory that the major real estate cycles, accommodated by
- monetary inflation, have significantly contributed to the major depressions
is consistent with the historical record.

Whereas the smaller and more frequent business cwcles may be due to
random shocks or non—real—-estate causes, the larger real estate cyvcles hawve
exhibited similar patterns and, historically, have occurred in regular
intervals. R Ee+ormula¢ion of the classical modell o include land prices
and the effects of government would help enable it to account for the
business cycle and large-scale unempe loyvment. HARAustrian concepts compe lement
a Georgist model of the business cycle, adding credit inflation and the
role of banking.

Some economists have been payving attention to real estate. Char les
Kind leberger, an economic historian, influenced recently by Homer Howt’ s
writing, was pointing out the danger of a crash in real estate prices
eighteen months before the banking panic and real estate collapse in the
Mortheaset (Warsh, 1991>. A geo—Austrian macroeconomic and business cycle
_model should have a predictive power that would brina George’s insights

into the mainstream of sconomic theory.
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Notes

1. Data from Statistical Abstract. 1990.

2. The data from 1818 to 1929 are from Harrison (1983, p. 65), except
for building data for the 1969-1929 period, which are from Hansen (1964, p.
41>. Data for 1972-1989 are $rom Statistical Abstract, 1998, housing
prices, and "Value of New Construction Put in Place" reports of the U.S.
Department of Commerce, Bureau of the Census. The land value peak for 1982
is from the Board of Governors of the Federal Reserve Balance Sheet.

3. The HNovember 4, 1987, Potomac HNews keekly Advisor, a weekly
newspaper in Prince William County, Virginia, had the front page headline,
"Working Poor: County is a mecca for Jjobs, but a nightmére for housing".
The story relates how the cost of housing increased 20X from 1983-86, while
salaries in this prosperous area increased 117, Whi le there is low
unempe lovment, the cost of housing is so high that many residents spend more
than 36X of their 9ross income on housing.

4. In Social Problems (1966, p. 178), George wrote, "it is the
business o+ government to issue money.... To leave it to every one who
cho#e to do so to issue money would be to entail general inconvenience and
losS.eaaa" Austrian—-school studies of free banking (e.g. Selain, 1988;
White, 1984) demonstrate that the market process would reduce note issuers
to those generally accepted, and that private note issue would not be
intflationary or lead to bank failures, as demonstrated by the free-banking

experience in Scotland, Canada, and Hew England.
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