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Abstract

Tax motivated takings are takings by a local government dipgely at in-
creasing its tax base. Such an action was justified by theegwgCourt’s ruling
in Kelo v. New London, which allowed the use of eminent donfaima private
redevelopment project on the grounds that the project medspillover public
benefits in the form of jobs and taxes. This paper arguesdkanotivated takings
can lead to inefficient transfers of land for the simple reabat assessed values
understate owners’ true values. We therefore propose aesasient scheme that
greatly reduces the risk of this sort of inefficiency.
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Tax Motivated Takings

1. Introduction

The recent Supreme Court casé&efo v. New Londoapproved the use of
eminent domain by a municipality seeking to acqlarel primarily aimed at economic
redevelopment. The case tested the Constitutional requiremésted in the Fifth
Amendment, that eminent domain can only be usedtain land for “public use* The
requirement is clearly satisfied—and the use ofnemi domain is uncontroversial—in
cases where the land is intended for a highwadk, fut the issue becomes more
difficult when, as irKelo, the land is given to a developer for use in agté project.
Although the resulting benefits are therefore largeivate, there may nevertheless be
substantial spillover benefits to the communitpctuding—but by no means limited
to—new jobs and increased taxe&(o v. New Londagrp. ). The Court argued that
existence of these benefits, as part of a compe®enedevelopment project, satisfies
the public use requirement.

Kelois not the first case to reach this conclusianBérman v. Parkerthe
Supreme Court had previously argued that eminemiagto could be used for a
redevelopment project aimed at eliminating urbaghblin Washington, D.C. Similarly,
in Poletown Neighborhood Council v. City of Detraite Michigan Supreme Court

allowed the city to use eminent domain to condemardire neighborhood in order to

1125 S.Ct. 2655, 545 U.S. 469 (2005).
2 The relevant clause reads, “nor shall private erypbe taken for public use, without just compéinse’
3348 U.S. 26 (1954).



clear the way for a new General Motors assemblgt{laAgain, the Court cited the
economic benefits from the increased jobs anddagnue as its justification.

Still, courts have not universally accepted thagple that “public use” includes
private uses with some spillover public beneffiar example, in 2004, just a year before
Kelo, the Michigan Supreme Court reversed its earkgigion inPoletownwhen it
disallowed the use of eminent domain for a pricieelopment project, despite the fact
that the project created 30,000 new jobs and pear®350 million in tax revenues for
the county’ In reaching this conclusion, the Court emphasthedundamental
protection of private property afforded by the Ganson. Specifically,

[1]f one’s ownership of private property is forevaibject to the government’s

determination that another private party wouldqne’s land to better use, then

the ownership of real property is perpetually #eaed by the expansion plans of

any large discount retailer, “megastore,” or itke (Wayne v. Hathcoglp. 786).
Thus, although thKelo decision represents the law of the land, ther®isuniversal
agreement regarding the proper scope of public use.

The purpose of this paper is not to engage indéimte. Rather, it is to examine
the incentives of local governments, in the wakKelb, to use eminent domain to
enhance their tax revenues by forcing the trarsff&and to higher valued uses. We will
refer to such a use of eminent domain as a “taxvawed taking.” Although this type of
action is apparently justified §elo as a legitimate public purpose, we will argue that
may often lead to inefficient transfers of landheTsimple reason is that assessed values

generally understate true values. Thus, for exangpiece of property assessed at

304 N.W.2d 455, 410 Mich. 616 (1981).
®Wayne v. Hathcogl684 N.W.2d 765, 471 Mich. 445 (2004).
® For interesting economic perspectives on publé see Merrill (1986) and Kelly (2007).



$10,000 for tax purposes may be worth, say, $25(0@e owner in the sense that she
would not sell for less than that amount in a cassal transaction. Thus, if a would-be
buyer offered $20,000, the owner would refuse to $e contrast, the local government,
seeking to maximize its tax base, would like tHe s@occur because it would then be
able to extract more taxes from the property. {Eneptation to use eminent domain in
this situation is apparent. Indeed, it is onehefdbjections raised by the dissenting
justices inKelo:

[W]ithout a bright line rule [preventing the usearhinent domain for private

projects] nothing would stop a city from transfegicitizen A’s property to

citizen B for the sole reason that citizen B willt phe property to a more

productive use and thus pay more taxesKeld v. New Londamp. 2666-2667).

At its root, this divergence of interests betwédsncurrent owner and the
government is due to the government’s inabilitpbserve the owner’s true valuation. In
effect, this exempts $15,000 of the owner’s vabrather so-called “subjective value”)
from taxation (which is why she has no incentiveeieeal her true value). Thus, the only
way the government can capture at least some ®©¥#iue is through a sale of the land,
whether consensual or forced. The remaindereopper describes this problem in
more detail, focusing on the potential inefficieraising from it. It then proposes a
reassessment scheme aimed at discouraging locatrgoents from resorting to eminent

domain purely for tax reasons.

2. Tax Motivated Takings Defined



As noted, tax motivated takings are defined ttalbengs aimed purely at
increasing the local tax base, as opposed to asisgndnd for public use. Thus, instead
of being used for a park or highway, the acquiegttlis given to a private developer for
use in a commercial project whose value exceedagpgeegate assessed values of the
taken parcels. The project thus promises greaxeretvenues that can be used to increase
the provision of public services like educatiorpolice protection. In this sense, the
taking can be construed as satisfying the pubkcraguirement of the Fifth Amendment,
even though the acquired land is not itself beisepufor the public goof. This is
essentially the logic underlyingelo andPoletown

Still, the question arises as to why the curremers’ land has to bakento
achieve this purpose. In other words, if the Ihad higher value in development (which
is the source of the increased tax revenue), thgnoan't the developer simply acquire
the land through the market, without the need ffareed sale? There are two possible
reasons. The first is the usual holdout probldiat is, when multiple parcels need to be
assembled, the individual owners have an incemtiveld out for prices in excess of
their true valuation of the property in hopes gftcaing a share of the surplus from the
project (Miceli and Segerson, 2007; Strange, 199%) fact that the project is private
rather than public does not alter the nature af tiieat: the holdout problem is a
consequence of the need for assembly rather tleanseato which the land will
ultimately be put (Merrill, 1986). Eminent domasna legitimate response to this form

of market failure (a point to which we return incBen 4 below).

" This logic reflects Epstein’s (1985) contentioatttaxes and takings are equivalent in the semgditih
involve coercive acquisitions of resources for gomeent use. Also see Fischel (1995, p. 211) an thi
point.



There is, however, a second reason why the maragtfail to bring about the
transfer of land to the developer, even in the ats®f a holdout problem. This is due to
the divergence of the current owners’ true valugtar reservation price, from the
assessed value, which is based on market valueotésl above, this difference is
sometimes called the owners’ “subjective valued &r owners who have occupied
their property for a long period of time, this valoould be substantial. Remember that
market value reflects the amount that comparalipesties have recently sold for, not
what the particular owner would accept for her propin a consensual sdle.

The idea can be illustrated with a simple diagthat describes the allocation of
land in a given jurisdiction. In Figure 1, the izontal axis represents the total amount of
land in the jurisdiction, the downward sloping cailabeledVBg) represents the
marginal benefit of land for residential use, dmel ipward sloping curve (label&tBc)
represents the marginal benefit of land for commétuse. The curves may therefore be
thought of as demand curves for residential andnceruial land, respectively. The
intersection determines the equilibrium amountofl devoted to residential usg:, the
amount devoted to commercial use (the remaininguathoand the equilibrium price of

land,P*, which can be interpreted as its market valuecubimg on the residential sector,

8 One might argue that the assessed value of agyag®uld reflect its highest use, including itsgible
use for commercial development. This point dodsaiter our argument, however, because the current
owner would sell voluntarily to the highest usegardless of his intended use, if and only if tfiero
exceeds her true reservation price. Thus, thetfiatta property has not sold implies that the aigne
reservation price exceeds the value of the bemtrative use, whatever that might be. Of coursepest
alternative use is partially determined by existhoging laws—for example, a parcel in a residerziiaie
presumably could not be assessed at its highast Wialcommercial use—but the local government gbwva
has the option to rezone the property in ordentosiase its assessed value. Such a strategy, égvgev
analogous to a tax motivated taking in that it espnts another tool at the disposal of the loce¢gonent
for revealing at least a portion of the current erg subjective value.



the vertical distance between the demand ciMB, andP* for any given parcel

represents the subjective value of that owner.

[Figure 1 about here]

The problem subjective value creates is that pgged development project (i.e.,
a project seeking to convert one or more parcels fresidential to commercial use) may
have a value above the aggregataketvalue of the targeted properties, but there is no
way to know whether it exceeds the sum oftthe valueqwhich is the proper
comparison for determining efficient land use).e@ould argue that the owners’ refusal
to sell is evidence that they value the land mbaa tthe developer according to the usual
market test for efficiency, but as noted aboves tuiuld also represent a holdout
problem. However, even in the absence of a holgmiilem (i.e., even in the case of a
single parcel), a government that represents therityaof landowners (as opposed to
maximizing social welfare) would have an incentiwdorce the sale, irrespective of its
efficiency, in order to increase the tax revenuioiable from that property.

One might counter that, because the land itselbtsneeded for the public good,
the desired increase in tax revenue could be aiddainthout a taking by reassessing the
targeted properties, or by raising the tax ratke first strategy, however, requires the
government to be able to identify those propetti@s are “underassessed” in the sense
described above, but the unobservability of subjectalue makes this impossible (or
arbitrary). Alternatively, the government could pimraise the property tax rate, but that

just increases everyone’s taxes, thereby defe#imitial purpose of extracting more



taxes from a few targeted properties. It alsoyrebly increases the distortionary
effects of taxation and is politically undesirableor these reasons, tax motivated takings

are an attractive alternative.

3. A Simple Modél

The preceding argument, and our proposed responsean be illustrated more
formally as follows. Suppose a developer proposeslavelopment project that requires
acquisition of a single parcel of land currently@sidential use. (We initially ignore the
problem of assembly in order to focus on the rdlsubjective value. Below we examine
the case of assembly.) Déte the gross-of-tax value of the projecttlieé the property
tax rate (which is fixed), and Iatbe the developer’s bid for the land. If the depelr
acquires the land, it will be reassesseH fir tax purposes, which makes his net-of-tax
valueV-tX Assuming that competition among developers drilies maximum bid to

this level, X=V—-tX or

Vv
ot (1)
Now suppose that the targeted parcel is currersthgssed @& (=P* in Figure 1),
and assume that>A, so the expected tax revenue from the proposedqtrtfe exceeds
that obtainable from the current owngk,” Thus, a majoritarian government
(representing “all other” landowners) would likesttransaction to take place. Whether
or not the transaction is efficient, however, defseon whethe¥ exceeds the current

owner’s true valuation, or reservation price, ded® (representing the relevant point on

theMBg curve in Figure 1). If it does, then the trangactvill presumably occur through

° Note that, given (1)X>A implies thatV>A (although the converse is not necessarily true).



the market, and the question of eminent domainmnveller arise. However, R>A,
reflecting the owner’s subjective value, then ipassible thaR>V>X>A. That is, sale

of the parcel to the developer is inefficient (iR>V), even though it increases the
assessed value of the property (dexA). This sets up a conflict between the
government and the developer on one hand, anduthent owner on the other, possibly
culminating in the government’s use of eminent dionba force the sale (a tax motivated
taking).

As noted, the conflict would go away if the govaent could observR and
reassess the property at that amount, for themteatives of the government and the
current owner would be aligned (i.e., the use efl#md that maximizes its tax value also
maximizes its use value). Fortunately, there exaststher rule that accomplishes the
same result, thus forestalling the government’sptation to use eminent domain purely
for tax purposedf a landowner turns down a legitimate offer to bug or her property,
the government reassesses the property at the ambtire offer'

To examine the impact of this scheme, note thidteifowner turns down the
developer’s offer oK, her property will be reassessed at this amouarthdt case, her net
value will beR—tX She will therefore accept the offer if and ofl}>R—-tX or if and
only if

X> —. 2
1+t 2)

9 The proposed rule is similar to the self-assessmechanism proposed by Plassmann and Tideman
(2007), which involves all landowners in a jurigdha stating a price at which they would willingdell
their land if needed for public use. (Essentialys involves revelation of théBg curve in Figure 1.) To
prevent strategic overestimation, owners would thetaxed on that announced value. The scheme
achieves truthful revelation if the tax rate isegtial to the probability of a taking. The diffece between
this proposal and our reassessment scheme isrttlat aur rule, the reassessment would only occer af
an actual offer has been made and turned dowrs aMuiids the difficulty of having to ensure that thx
rate and probability of a taking are equal.



Substituting (1) into this condition shows that thedowner will accept the developer’s
offer if and only ifV>R, which is exactly the condition for an efficieraa.

The intuition for this result is that, in the peese of property taxation, the
“‘underassessment” of the current owner’s land (gviinthe presence of subjective
value) gives that owner an implicit subsidy compaewould-be buyers of the property,
resulting in “too few” sales. The threatened reasment takes away that subsidy, thus
restoring efficiency.

An important objection to the proposed schemaas it will potentially put a
heavy tax burden on residents who are least aldfdal it. Specifically, owners who
have a high subjective value of their land andadse “cash poor” may have to sell their
property in order to pay the higher taxes. Thisotsm, however, is not unique to our
scheme, but applies to any reassessment. Moremwvegers who are forced to sell at the
developer’s initial offer in order to afford thexts are at least no worse off than under

the status quo.

4. Assembly and the Holdout Problem

The preceding discussion has perhaps exaggeradhdreat of tax motivated
takings by focusing on the acquisition of a sirggecel. Most likely, courts would not
allow the use of eminent domain unless the projequestion involved assembly of
several contiguous parcels for a large scale prbjeAs noted above, however, assembly

raises the complicating possibility of a holdoublgem, which many argue justifies the

™ n a survey of contested public use cases frord-I9B5, Merrill (1986) in fact found that 60-69%
involved assembly. Further, the courts legitimiteel use of eminent domain in 90% of these cases.



use of eminent domain, even for redevelopment (iMet®86).* The question we ask
in this section, therefore, is whether the propasadsessment scheme can also help to
mitigate the holdout problem.

To answer this question, we suppose that the geapdevelopment project in the
above model requires the assembly alentical parcels, each currently assessédait
valued by their owners &>A. (We initially assume tha andR are the same for all
owners.) The aggregate value of the proposed girogmtinues to b¥ and the
developer’s offer per parcel is againso the condition for the redevelopment to inceeas
tax revenues, as above XisA, whereas the condition for it to be efficient @wnvV>nR.

In this setting, we define a holdout as any selleo turns down an offer greater than her
true reservation price. The problem, of courséhas, sinceR is unobservable, it is
impossible to tell whether a seller who refusesfr is holding out, or truly values the
property more than the developer’s offer.

Under the proposed reassessment scheme, any avagurns down the
developer’s offer oK has her property reassessed at that amount, \@baih makes the
net return from refusing the off@&tX. Thus, as above, the owner will accept any offer
that satisfies (1). The developer's maximum offer parcel in this case ¥=V/n—X,
which yields

x:V/n

1+t ®)

Substituting this into (2) shows that a seller @te¢he offer if and only ¥//n=R, which

is the efficient condition.

2 For a counterargument, see Kelly (2007).
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Note that this conclusion relies on a couple stiagptions. First, the
reassessment threat must be seen as credibleléng séDtherwise, a seller’s initial
refusal cannot be interpreted as reliable evidématthe seller values the land more than
the developet® (Of course, this same point applies to the medesout assembly.)

The second and more important assumption is thaeklérs are identical. To
examine the implications of relaxing this assumptsuppose sellers differ in thé&tis
(though for simplicity, we continue to assume tiaty have the san#8s). In this case,

the condition for the project to be efficient is

or
1 n
vinz EZR' (4)

That is, the per-parcel value of the project museed the average of the owners’
reservation prices. The developer’'s maximum aftertinues to be given by (3), which
must be the same for all sellers since they aleapjlentical*
Now consider sellgr. She will accept offexX if and only if X=R, -tX, or if and
only if X=R/(1+). Combining this with (3) yields the conditiorr fownerj to sell:
Vinz R, (5)
Clearly, owners with above-average reservationegrigill refuse to sell. Thus, since

VIn<R for any given is not inconsistent with (4), heterogeneity wit@ntially prevent

13 One might worry that the developer can make ushistthreat to underbid on the project. Presugabl
this problem can be minimized by allowing compeétbidding by developers so théis determined by
(3).

14 sellers differed in theiA’s, the offers might be made proportionalXobut this would not alter the
problem as long as th&s are not perfectly correlated with thés.
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efficient projects from going forward under theggassment scheme (or at least it will
prevent them from attaining the optimal scale)uilively, when owners differ in their
reservation prices, reassessment based on theogevslbest offer will result in under
assessment of those owners who value their pregertost highly, which takes us back
to the original reason for tax motivated takings.

It is important to emphasize that this is not adbat problem in the sense defined
above since the owner truly values the parcel rtitae the developer’s best offer. Still,
given the unobservability of tHg’s, it has the same effect of preventing some otiser
efficient projects from going forward. Thus, the proposed reassessment scheme does
not provide a complete solution to the problemaoid assembly with heterogeneous and

unobservable property values.

5. Conclusion

The Supreme Court’s decisionKelo v. New Londoto allow the use of eminent
domain for private redevelopment projects that pseneconomic benefits to the
community raises the possibility that local goveemts will use their condemnation
power to raise tax revenue, not just to acquird.lahhey can do this by forcing the sale
of land to users with higher assessed values. &/e argued, however, that such tax
motivated takings can result in inefficient trartgats whenever the assessed value of
properties understates the owners’ true valuesh&yrthe unobservability of owners’
subjective values prevents the government from lsimgassessing the properties at their
true values, thus leading to the temptation toaumsment domain to extract that value.

Because of the potential inefficiency from tax naated takings, we proposed a

15 See Shavell (2007) for an analysis of this jusdifion for the use of eminent domain.
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reassessment scheme that accomplishes the sanfergbal government while ensuring
that only efficient transactions occur. Under sskheme, owners who turn down a
legitimate offer have their property reassesse¢ddeamount of that offer.

We emphasize that this scheme is not intendegpiace eminent domain when
the targeted land would actually be used for aipuyibject, or when a few owners are
able to block completion of an otherwise efficipnbject by refusing to sell (albeit in a
legitimate effort to protect their subjective vadiile Moreover, it may have some
undesirable distributional consequences by plaaipgtentially heavy burden on
landowners who are cash poor. Neverthelessavek owners no worse off than the
status quo while greatly reducing the temptatiolooél governments to use eminent

domain purely for tax purposes.
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P*=A

Q* Total number of acres

Figure 1: The allocation of land in a jurisdiction and thefidition of subjective value.
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