The Modern Development of Classical Rent Theory
By CoNwAy L. LACKMAN

ABSTRACT. Modern rent theory evolved considerably from rent’s classical
definition as an unearned increment and rests today on the classical foot-
ing that part of rent enters price. Rent on marginal land arising from
opportunity cost becomes a cost and affects price. However, no synthesis
could be made with the classical view of rentless margins with rent no
part of price. Alfred Marshall developed Adam Smith's monopoly
theory to where short run quasi-rent arises from fixed land supply, intro-
ducing rent as a cost which may be price-determined. The diminishing
returns theory followed Malthus’ concept that when successive lands are
cultivated, they are more and more inferior. The productivity theory
of Jobn Bates Clark integrated rent theory by defining rent as the dis-
counted value of the marginal product of land. Land of equal quality
and unlimited supply would have a zero marginal product and be rentless.
Measurement of Clarkian rent has been developed through the Cobb-
Douglas production function. Under perfect competition, rent will de-
termine the efficient allocation of various lands ranked by their respective
marginal products. Variance of rents around the marginal product of
land stemming from the institutional frictions of imperfectly competitive
conditions are measurable and tepresent extensions of the Clarkian theory
into a modern theory of rent resting on classical footings.

I
INTRODUCTION

IN AN EARLIER ARTICLE, we developed the base for the classical theory
of rent (1). Price is considered to be determined by cost of production
at the margin; there will be no rent at the margin, therefore, rent is
price-determined. If marginal land should bear a rent, price determining
forces are posited to be operating at the intensive margin which would be
considered rentless. These conclusions are consistent with a real cost
theory of value. Yet there was left undeveloped in rent theory the ele-
ments of competing land uses and scarcity, on which the early writers
through David Ricardo failed to reach a consensus, and the application
to urban land. It is these elements with which we concern ourselves in
this paper.

11
RESTATEMENT OF CLASSICAL RENT THEORY
WRITERS UP TO RICARDO’S TIME considered only rural or agricultural
rent. Urban rents were of little importance at that time and had no rela-
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tion to the corn laws. These writers considered the rent paid by “raw
produce” as a whole and said nothing about rent paid by particular agri-
cultural produce. Since they considered only rural rent and reduced all
kinds of raw produce to one, they did not develop the idea of competing
uses causing rent to arise at the margin. Rent does not enter into the
costs of production and therefore has no effect on price. It must be
remembered, however, that the concept of opportunity cost had not been
developed at the time.

JouN StUART MILL

Period of transition. John Stuart Mill's statements on rent represent
a period of transition. Rent, said Mill, is the effect of a monopoly which
cannot be prevented from existing. Even so, land will command a price
only if the demand for it is greater than the supply. Although in total,
land is not scarce, fertile and well situated land is scarce and therefore
yields rent,

Mill agreed with Ricardo that rent is a surplus; the amount yielded by
better lands above that yielded by the worst land in cultivation (2). In
answer to Richard Jones, Mill observes, ““This is not, and never was pre-
tended to be the limit of metayer rents, or of cottier rents; but it is the
limit of farmer’s rents” (3).

Mill endeavors to distinguish between payments made for original
powers of the land and those made for capital expended on the land.
The former are clearly rent (4). In the case of the latter, he states, “but
with regard to capital actually sunk in improvements, and not requiring
periodical renewal, but spent once and for all in giving the land a per-
manent increase of productiveness, it appears to me that the return made
to such capital loses altogether the character of profits, and is governed
by the principles of rent” (5). In other words, capital spent to increase
the fertility of land raises the rent of such land because “equally fertile
land commands an equal rent, whether its fertility is natural or acquired”
(6). To this extent, Mill finds himself in accord with H. C. Carey who
considered all rent the effect of capital expended.

Mill attempts to clarify the apparent contradiction in Ricardo’s ex-
planation of rent regarding the statement that rent arises only because
land is scarce and of unequal quality (7). Mill points out that even if
all Jand were of equal quality, those lands nearest the markets would
yield a rent equal to that advantage. Beyond this, he points out that given
the assumption of equal fertility of the land, rent would still be measurable
from the intensive margin.
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In the relation of rent to price, Mill agreed with the earlier writers.
He observed that costs of production varied from one farm to the next.
The price of products, however, is determined by the cost of those units
which are produced at the greatest expense. In other words, price is
determined at the margin of cultivation. This margin of cultivation is
rentless. “Rent, therefore, forms no part of the cost of production which
determines the value of agricultural produce” (8). In Mill's eyes, rent
is no burden to the consumer as it is not a part of price (9).

Competitive Rental Concept. However, in a very short aside on non-
agricultural rents, Mill introduces the competitive rental concept. Here,
he intimates that non-agricultural land must pay at least as much rent
as it would yield in agriculture. In fact, such land may have site value
even beyond this amount. He cites Cheapside as an example, where
people will pay a higher rent because of the “superior facilities of money-
making in the more crowded place” (10). In other words, higher rent
will be paid because of the scarcity of such sites.

Beyond this, Mill anticipated future developments by pointing out that
there are cases of extra profit analogous to rent. He states, “All ad-
vantages, in fact, which one competitor has over another, whether natural
or acquired, whether personal or the result of social arrangements . . .
assimilate the possessor of the advantage to a receiver of rent” (11).

Mill’s statements made no changes in the central core of Ricardian rent
theory. Rent is still viewed as a differential surplus and is still considered
outside of value. However, Mill begins the introduction of several strains
of thought that become increasingly important in the literature on rent.

Competing Uses for Land. First of all, Mill considers the possibility
of competing uses for land. In other words, if one wants to use 2
particular plot of land for residential purposes, one must pay for such
land a price at least as high as such land could command in agricultural
use. Besides this, a plot of land may have site value in excess of this
amount. Here Mill is thinking of the scarcity of sites for particular
purposes, such as the scarcity of land in the heart of an urban business
district. Mill falls short of developing the opportunity cost concept
treated most extensively by Davenport and Brown (12).

Mill deviates from the classical concept of the relationship of rent to
price. Although in general he concludes that rent is not an element of
cost of production, he admits that where rent represents a scarcity value, it
does become a cost. In such an instance, rent becomes a part of price.
It should be noted that Mill hedges his position here by stating that a
case where rent does represent a scarcity value is more of a theoretical
possibility than an actuality.
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To this writer's mind, Mill's conflicting conclusions regarding the rent-
price relationship are illustrative of a problem which has plagued dis-
cussions of rent to the present day (13). The problem is one of con-
flicting hypotheses. On the one hand, land is assumed to have no
scarcity value; on the other hand, it is assumed to have scarcity value.
The first assumption is the classical position. If land has no scarcity
value, the margin will be rentless and the classical postulates follow.
If, however, land has scarcity value, the margins will yield rent. There-
fore, rent is a cost of production and must be a part of price. Mill makes
the existence of these two hypotheses clear.

Profit May Contain Elements of Rent. The final major contribution
which Mill makes to the advancement of rent theory is his observation
that profit may contain elements of rent. This is the beginning of a trend
toward extending the concept of rent to all the factors of production. Mill,
however, only extends the concept to profits.

ALFRED MARSHALL

In Ricardian fashion, Alfred Marshall also states that rent is a surplus
(14). He demonstrates that the amount of this surplus is that amount
of excess yielded by the land in question over land at the margin. This
is not a full theory of rent. This surplus produce may become rent under
certain conditions. ‘“The full rent of a farm in an old country is made
up of three elements; the first being due to the value of the soil as it was
made by nature; the second to improvements made in it by man; and the
third, which is often the most important of all, to the growth of a dense
and rich population and to facilities of communication by public roads,
railroads, etc.” He adopts the attitude that the line between improve-
ments and the original powers of the land is blurred and with that infers
that one can ignore the distinction. However, at a later point he refutes
Carey by pointing out that the present value of populated land is much
greater than the expenses of developing its value (15).

"“Quasi-Rent.”” In short periods, says Marshall, the income from ap-
pliances may be similar to rent. In other words, over the short period,
receipts may exceed cost, creating a surplus (16). Marshall coins the
term “'quasi-rent” as “interest on ‘free’ or floating’ capital, or on new
investments of capital, is more properly treated as a sort of rent—a quasi-
rent—on old investments of capital” (17). And thus even the rent of
land is seen, not as a thing by itself, but as “the leading species of a large
genus” (18). Quasi-rent will enter “normal supply price” in the short
run, thus it cannot be considered a true rent. Quasi-rent would not arise
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in long periods because supply can adjust to demand (19). In other
words, the condition of fixed supply (which Marshall considered perma-
nent in the case of land) becomes the basis of the extension of the rent
concept (20).

The relation of quasi-rent to cost is not completely clear. In a foot-
note, Marshall says quasi-rent is “no part of cost under any conditions,”
but “the confident expectation of coming quasi-rents is a necessary condi-
tion for the investments of capital in machinery and for the incurring of
supplementary costs generally” (21). Here Marshall reasons that quasi-
rent is not part of cost in the short-run because it is not part of prime
costs. Since quasi-rent disappears in the long run this seems to exempt it
from any connection with cost. However, quasi-rent does enter price in
the short run whether it is called a cost or not. Marshall’s reasoning on
this point fails to be convincing. ~Stating that quasi-rent is not a cost does
not eradicate the fact that if it enters price it must be a cost. This incon-
sistency focuses attention on the broader problem of Marshall’s attempted
synthesis of market costs and real costs (22).

To Marshall, costs are made up of effort and waiting. In other words,
all costs are real costs. Tt thus follows that price is based on real costs.
This, of course, is the familiar classical position. On this basis, rent,
which it is impossible to define as a real cost, is not a cost and therefore
plays no part in the determination of price. Having reiterated this posi-
tion, Marshall proceeds to contradict himself again and again. It has
already been shown that quasi-rent enters price in the short run. Beyond
this, Marshall speaks of the possibility of marginal land yielding rent in
which case rent would be part of price. Marshall himself always circles
this problem by returning to real cost considerations. His discussion of
the meteoric stones is the best illustration of this. The stones are ab-
solutely fixed in supply and will be distributed by the price system to their
most important uses. It seems clear that there will be no marginal no-
rent stones. If the stones must be used in production, the price of such
production must be high enough to cover the cost of using the stones.
Thus, the “rent” in this case is clearly price-determining. However, in-
stead of viewing the problem from this standpoint, Marshall returns to
real cost considerations by discussing the fact that regardless of who re-
ceives the rent, the productivity of the stones will not be altered (23).

Marshall’s problem is one of synthesizing a real cost theory of value
with market or opportunity costs. By implication, Marshall’s position
seems to be that in the long ran marginal producers will have the alterna-
tive of moving to no-rent land. ‘Thus, rent need not enter price in the
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long run, and in the long run all costs will be real costs. In the short
run, rent may enter price, but Marshall still avoids titling rent as a cost.

It must be remembered that Marshall’s background was Ricardian. He
was impressed by the comparative fixity of land and the fluidity of capital.
As has been pointed out, his whole analysis of rent is based on real cost
or the social point of view. How much does it cost society in terms of
human effort to get anything produced? From this point of view Mar-
shall is no doubt correct because rent is certainly not a human cost. How-
ever, it seems illegitimate, even impossible, to jump from real costs to
money costs.

“Scarcity Rents” and “Differential Rents.” Marshall distinguishes be-
tween “scarcity rents” and “differential rents” (24). He states that one
should use whichever approach best fits the situation. If the situation is
one where supply is clearly limited, the scarcity approach would be the
most direct. For example, land in the heart of a city business district
is utterly fixed in supply. However, it would be legitimate to measure
such rent by the differential method. The rent would then be measured
as the differential surplus over the less productive marginal use of such
land (25). In this instance, the intensive margin is used for comparison.
By inference, the intensive margin is rentless.

The above illustration also serves admirably to show that the existence
of inferior land is not required in order to determine rent. Should the
land in question be of equal quality, the intensive margin would still be
operative. In other words, it is not necessary to compare the use of better
land with the use of inferior land. A differential comparison may be
made of the most advantageous uses of the better land with the marginal
uses of the same land.

Marshall also notes that it is incorrect to state that the existence of in-
ferior land tends to raise rents on the better lands. Should there be no
inferior land, the better land would have to be cultivated more intensively,
thus raising the price of the produce, thus raising rent (26).

Marshall makes no significant changes in the central core of classical
rent theory, but makes a significant step forward with the introduction of
the quasi-rent concept. This concept is explicitly limited to durable cap-
ital, although Marshall notes that it is conceivable that something similar
to quasi-rent might apply to other factors of production (27).

To this writer’s mind, Marshall’s most significant contribution to rent
theory is one he never intended to make. That is, his failure to effect a
synthesis between real costs and market ot opportunity costs forced a re-
appraisal of the classical position. This failure opens the door for modern
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theories of value and the view that rent is an element in cost of produc-
tion.

FRANK W. TAUSSIG

Like Marshall, Taussig is Ricardian in approach. He restates the clas-
sical position that because price is determined at the margin, intramarginal
producers will receive surplus gains. These surplus gains are economic
rent. Beyond this, Taussig maintains that rent is not the specific product
of land but arises only because of a shortage of superior land. If land
were unlimited, it would still be used and would still yield a product.
However, there would be no rent and no idea of specific productivity
(28).

Taussig takes mild issue with Ricardo over the idea of “original and
indestructible” powers of the land. Taussig observes that fertility may be
maintained or even replaced by careful husbandry. It is, therefore prac-
tically impossible to determine how much of the fertility of a plot of land
is due to the “original” powers of the land and how much to man-made
improvements and very difficult to ascertain the precise amount of eco-
nomic rent on any particular plot that has been under cultivation for con-
siderable periods of time. However, “when once permanent improve-
ments have been embodied in the land, the effect is precisely the same as
if nature had made the land good” (29). Even though capital has been
sunk in the land, the return to this capital is governed by the principles of
rent rather than the principles of interest.

Given the difficulty of isolating economic rent, Taussig concludes that
a single tax would be administratively impossible. He suggests that the
same effects could be realized through public ownership of land. How-
ever, he also discards this idea as impractical, because he feels the incen-
tive of private ownership is necessary to have improvements in the art of
agriculture. He suggests an alternate proposal in the form of appropriat-
ing all future increases in rent, but this too presents great administrative
difficulties. Taussig concludes that all things considered, it is wisest to
leave present arrangements undisturbed (30).

Taussig maintains that urban rent is essentially the same as agricultural
rents—arising because of differential advantages. These advantages pri-
marily take the form of location. The principle of diminishing returns
also applies to urban sites, so here again there is an intensive as well as
an extensive margin. As in the case of agricultural land, the rent of
urban land is not a cost and thus is not price-determining (31).

Taussig, firmly classical in his position, upheld the view that rent is a
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surplus in the form of a differential, measured from either the extensive
or intensive margin (32). Further, these margins will be rentless with
the resulting conclusion that rent is not a part of price (33). The pri-
mary contribution of Taussig to the classical theory is his neat finishing
touch on some of the subtleties of the theory.

Ricardo’s definition of rent (loosely phrased) as “original and inde-
structible powers of the soil” was especially open to criticism. Taussig
fills the gap here by showing that the classical principles of rent apply
whether the powets of the soil are original or man-made. Mill also dealt
with this problem.

It may also be recalled that this writer concluded that Henry George
brought the classical position to its logical conclusions (34). Under clas-
sical assumptions, rent indeed appears to be an unearned increment. This
brings up the proposition that if rent is unearned, it should be proper
to take this amount away from the landlord in the form of a tax (the
basis for the single-tax proposal). Taussig answers this proposal without
compromising his own position on rent. Because he believes it practically
impossible to isolate economic rent, he concludes such a tax would be
impossible to administer. Clearly, it would not be desirable to tax the
return on the capital sunk in the land, even if such return does take the
form of rent (35).

By this time urban rents were becoming increasingly important and in
recognition of this fact, Taussig undertakes a clear extension of classical
theory to this problem. Again, nothing significant is added to the theory
but a gap is filled. He observes that in essence urban rents are identical
to agricultural rents (36).

Taussig’s straight-forward style and clarity depart on the question of
rent. How could Taussig have written an entire chapter on urban rent
and apparently have seen no inconsistency in the classical position with
regard to the relationship of rent and price? As long as a writer dis-
cusses only agricultural land, the possibility of no-rent marginal land is
conceivable. However, in discussing urban rent it seems that the most
cursory glance at a business district must rule out no-rent land at the mar-
gin. For a business, marginal land can not be thought of as being out-
side the city limits. If no-rent marginal land is available it must exist
within a tightly circumscribed area. The assumption that such land does
exist appears completely invalid. Likewise, the assumption of a rentless
intensive margin appears completely invalid. Also, the assumption of a
rentless intensive margin appears illegitimate. It is just plain impossible
to argue away the fact that such land is scarce. This does not mean that
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the rent of such land can not be measured by the differential approach.
It is meant to show the futility of trying to maintain the Ricardian posi-
tion that rent is not a part of price, in the case of urban business district
rents.
11
CONCLUSIONS

GENERALLY RENT THEORY at this stage remains on classical footings.
However, a minor chord has been sounded regarding the relationship of
rent to cost and thus to price. Cost of production is still thought of in
terms of real costs. The new classical position seems to be that part of
rent enters into price. In other words, should marginal land bear a rent
because of the opportunity cost principle, rent would become a cost, thus
affecting price (37). The difficulty of resolving this proposition with a
real cost theory of value is obvious, and no successful synthesis was made.

The conflicting conclusions regarding the relationship of rent to price
are symptomatic of the existence of two separate hypotheses underlying
the problem. The traditional classical assumption of rentless margins
produces the logical conclusion that rent is no part of price. The assump-
tion of rent at the margin produces the opposite conclusion—namely that
rent is a part of price. Much economic talent has been wasted in fruitless
controversies over the rent-price relationship. Most of these controversies
could have been avoided if more scrupulous attention had been paid to
underlying assumptions.

Three essential theories of rent emerged. The monopoly theory posited
scarcity as the cause of rent (38). The diminishing returns theory pos-
ited that rent is a surplus which resulted from declining returns on addi-
tional inferior lands brought under cultivation. The productivity theory
argued that rent is the discounted present value of the marginal produc-
tivity of land which may arise from differential advantages among land
parcels as a result of locational and fertility differences.

The monopoly theory as developed by Smith argued that rent is a
monopoly price and limited land gives rise to rent. Services of land are
costless (labor and capital have a cost) hence rent arises from monopoly.
Later, Smith retreats admitting that land interests are not a single seller
therefore not a monopoly (39).

Mill stated that rent can arise from scarcity, hence monopoly, but that
such cases were rare. Mill provided Marshall with the basic postulates
of rent theory: If land has no scarcity value the margins are rentless and
classical theory holds. If land is scarce, the margins yield rent which
becomes a part of production and is price-determined (40).

Marshall supports the theory for the short run stating that fixed supply
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creates rent or quasi-rent. Quasi-rent (cost or not) does not enter price
in the short run. In the long fun, land is not fixed and movement to
no-rent land means all costs are real. Marshall recognizes market and
opportunity costs determined by supply and demand but is unable to
synthesize this concept with real cost (41). His theory of rent became
the cornerstone of modern theory by introducing rent as a cost which may
be price-determined. Taussig, an advocate of scarcity as a cause of rent,
would not assign a cost to rent. He felt the “powers of the soil” could
not be measured, nor could rent, which could not be price-determined
(42). He amplified the difficulties of measurement encountered in the
productivity theory.

The diminishing returns theory as stated earlier was a Ricardian detour
to keep rent out of price. However, the theory did recognize that dif-
ferent output rates have different costs (43). Ricardo’s differential pro-
ductivity was built on Malthus’ concept that successive lands brought
under cultivation are inferior (44). Neither felt rent was monopoly-
based, but rather (especially Malthus) that rent arose from the bounty of
nature, a notion Ricardo later ridiculed (45). Mill introduced the com-
peting use adjustment thereby enriching the differential returns concept
(46).

The productivity theory was built by John Bates Clark on the preceding
theories and served as the integrating framework for rent theory. Rent
is the discounted value of the marginal product of land as a factor of
production and is, hence, price-determined with an accounting for oppor-
tunity cost (47). The marginal productivity of land diminishes as in-
ferior land is increasingly used in production. The monopoly theory of
scarcity explains market supply influence such as locational or fertility
advantages on the marginal productivity of land, hence, differences in
urban and agricultural rent can arise. While all the foregoing theorists
agreed that rent was a differential surplus, there was no conclusive theory
or agreement on assumptions that either intensive or extensive margins
are rentless, hence rent is not a cost and no part of price.

This then was the beginning of the theory of rent and eventually has
led to our present day marginal productivity approach. J. B. Clatk found
in George's “Unearned Increment” his generalization of rent theory (48).
Land adds (an increment) to the total product, 7.e. a marginal product of
land. Rent arises because of the productivity of land in question. If all
land were of equal quality, and were unlimited in supply, the marginal
product of any given plot of land would be nil (49). The whole of the
product would belong to labor and capital, and rent would be non-existent.
If all land were of equal quality, but scarce, rent would arise and would be
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equal on each plot of land with a given application of labor and capital.
This rent would be equal to the marginal product of the land. Rent
would be measured by withdrawing an individual plot of land from use
and determining what effect this would have on total product. Further,
if land were not only scarce but of unequal quality rent would also arise.
Again, the rent would be equal to the marginal product of the land and
would be measured in the method described above (50).

The Clarkian marginal productivity analysis suggests the need for a
production model wherein the relationships between marginal (one unit)
changes in input and resulting changes in output can be explicitly ex-
amined. Just such a model was the Cobb-Douglas production function
developed to establish replicable laws of production and, by no means
incidentally, test the marginal productivity theory (51). Their produc-
tion function took the form: X =L®-K"*, where X is output, L, labor
and K, capital. The marginal product of any factor, (LK, or land if it
were included) is the first partial derivate co-efficient of that factor, e.g.,

for Iabor:—g;i-. By adding or withdrawing a unit of labor, while holding

technology and quantity of other factors constant, 7.e. maintaining a par-
tial equilibrium condition, we can find the marginal product of labor.
Similarly, by withdrawing a unit of land where land is explicit in such
a model, we can find the marginal product of land (52). Where it is
difficult to maintain partial equilibrium conditions, the model is less use-
ful. However, the Cobb-Douglas model firmly rooted in Clark’s theory
has served as the basic widespread measurement of productivity and fac-
tor shares (53).

In passing, it should be noted that in reality the marginal product of
any piece of land will vary with its use. Thus, a piece of land may yield
a marginal product of 100 units if used for truck farming and 700 units
if used for manufacturing widgets. If the value of the truck farm pro-
duce is greater than the value of the widgets, the land will be used for
truck farming. ‘Thus it is seen that the marginal product is important for
determining to what use land will be put. Like any other factor of pro-
duction, land will tend to shift to that use which can pay the highest rent.
Under perfectly competitive conditions, the amount of rent any use can
pay is determined by the marginal product of the land in that use. For
example, if we ordinally rank land according to the size of its marginal
product by each category of production use, we could allocate efficiently
the use of that land and measure the rents on it in production.

Under the imperfectly competitive conditions of the real world, how-
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ever, we would find a variance of the rent from the expected marginal
product for each land use, one created largely by institutional frictions.
For example, factors of production are not completely mobile, such that
they can move to land where marginal productivity is relatively higher.
Further, the size of the rent variance would be different for different land
uses partially as a result of institutional bargaining between landlords and
government regulation of landlords and tenants. Should the rentier be
more powerful, rent is likely to exceed the marginal product of the land.
Should tenants be more powerful, e.g. in presence of a union or tenants
association, rent may be less than the marginal productivity of the land.
Conditions in the markets for which the land is producing may have
analogous effects (54).

These complications by no means defeat the Clarkian approach to rent
determination. Qur observation of rent as the marginal product is a view
of the system at rest, as is the ocean without frictional winds or tides.
The task is to measure the frictions more precisely, rather than abandon
the roots of modern rent theory.

Rutgers University
New Brumswick, N.J. 08903
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