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Commercial Land Use Regulation 
and Local Government Finance 

By ERIC A. HANUSHEK AND JOHN M. QUIGLEY* 

Land use regulation in American cities is 
pervasive. Taken together, these rules proba- 
bly represent the most significant market 
intervention undertaken by state and local 
governments. Land use regulation includes a 
wide variety of rules governing the physical 
location of economic activities within juris- 
dictions; regulations governing the design, 
height, or capital intensity of commercial 
and industrial property; rules regarding the 
minimum lot sizes for residential parcels, the 
number of bedrooms in new dwellings or 
other restrictions on residential density; and 
rules delineating developer responsibilities 
for infrastructure provided in newly subdi- 
vided areas. 

By international standards, regulations in 
the United States are adopted by rather small 
units of government (i.e., by towns rather 
than regional authorities) whose objectives 
are typically confined to narrowly defined 
geographical portions of metropolitan areas. 
The small scale at which regulations are pro- 
mulgated, and the existence of substitutable 
sites within metropolitan areas for residen- 
tial, commercial, and industrial activity, sug- 
gest that recognition of competition across 
jurisdictions is crucial to understanding the 
impact of land use rules as they affect the 
quality of life or the fiscal health of the 
residents of any jurisdiction. Many economic 
models ignore these competitive forces, con- 
centrating instead upon the case of the regu- 
latory monopolist. In consequence, there is 
considerable theoretical uncertainty about 
the impact of locally adopted regulations 
upon the utilities of local citizens or their 
economic wealth. (A selective review is pro- 
vided by J. M. Pogodzinski and Tim Sass, 
1989.) 

Land use regulations in urban areas are 
motivated by two conceptually distinct con- 
cerns: the control of externalities and the 
pursuit of fiscal objectives. These mixed ob- 
jectives make it more difficult to understand 
the effects of regulation, especially since ex- 
ternality arguments are notoriously difficult 
to confirm in empirical analyses. Fiscal argu- 
ments, on the other hand, are more easily 
tested. 

In this paper we investigate a new but 
increasingly popular form of land use con- 
trol: limitations on the growth of commer- 
cial property. In one instance, we provide 
bounds on the fiscal implications of controls 
on commercial property; this, in turn, bounds 
the magnitude of the implied efficiency gains 
when the land use policy is viewed as a 
rational choice by citizens. 

I. Externality and Fiscal Zoning 

The classic efficiency rationale for adopt- 
ing zoning regulations is to mitigate the ad- 
verse physical consequences that some eco- 
nomic activity may hold for those activities 
conducted on neighboring sites. This argu- 
ment, and the vivid references to smokestacks 
and laundries, goes back at least to Pigou 
and later to Coase; it forms the basis for 
rules segregating industry from residential 
areas. Closely related to the physical exter- 
nalities regulated by zoning is the possibility 
of using these regulations to control social 
externalities, as when members of one socio- 
economic group are considered more "de- 
sirable" as neighbors than are members of 
other socioeconomic groups. Both physical 
and social externalities can be modeled in a 
similar fashion, and the results of such mod- 
els indicate the narrow static efficiency of 
segregation of households or land uses. 

One implication of the efficiency of exter- 
nality zoning is its effect upon aggregate 
land prices. By internalizing the external ef- 
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fects associated with land use, or merely by 
minimizing the border between incompatible 
land uses, these zoning regulations increase 
the aggregate value of land within the com- 
munity, and hence they increase the local tax 
base. 

Fiscal zoning regulations, in contrast, are 
intended to increase the profitability of the 
local public sector directly by internalizing 
the pecuniary externalities that arise through 
the tax and expenditure system from differ- 
ent uses of urban land. These motives are 
manifest in regulations encouraging the loca- 
tion of those firms that produce more in tax 
revenues than they use in public expendi- 
tures on services. Given the reliance of local 
government upon property tax revenues, 
fiscal zoning in the residential sector typi- 
cally involves the adoption of rules requiring 
households using public services to consume 
(and to pay taxes on) more real property 
than they would otherwise choose. 

In contrast to externality zoning, it need 
not follow that fiscal zoning increases aggre- 
gate land prices, and such zoning certainly 
need not imply aggregate welfare gains. In- 
deed, the typical residential zoning regula- 
tion specifying a minimum lot size lowers 
the value of land held for residential devel- 
opment by eliminating the demand for 
smaller parcels. The profitability of fiscal 
zoning for a local community depends upon 
a comparison of tax base changes and varia- 
tions in the expenditures for public services 
which can be attributed to the regulations. 

II. Observable Effects of Zoning 

As an empirical matter, it is extremely 
hard to sort out the pecuniary from the 
externality motives for zoning, and equally 
hard to distinguish their separate effects. 
Empirical evidence generally supports the 
conclusion that restrictive land use controls 
raise housing prices in communities that im- 
pose them (William Fischel, 1989), but there 
is little evidence that could be used to distin- 
guish the sources of these price increases. 
Reductions in supply arising from zoning 
regulation could lead to price increases for 
housing as long as the demand for sites were 
not perfectly elastic. However, increases in 

amenities arising from the control of exter- 
nalities could also lead to housing price in- 
creases in response to land use restrictions.' 
Existing empirical evidence also suggests that 
values for vacant or agricultural land are 
lower at locations in proximity to jurisdic- 
tions imposing more stringent controls (Jan 
Bruckner, 1989). 

In virtually all of these empirical analyses, 
zoning refers to land use restrictions in the 
residential sector. Little empirical analysis 
exists on the effects of commercial or indus- 
trial zoning on municipal revenues, and stud- 
ies of the effects of externalities on housing 
prices have seldom included measures of 
congestion or agglomeration, which are pre- 
sumably affected by land use regulation in 
the nonresidential sector.2 (This literature is 
reviewed by Timothy Bartik and V. Kerry 
Smith, 1987.) 

III. Nonresidential Zoning 

During the past decade, there have been 
ever-more vigorous attempts to limit nonres- 
idential development to increase fiscally 
profitable activities and to improve urban 
amenities. (See Robert Burchell and David 
Listoken, 1978, for a variety of methods of 
estimating "profitability.") This movement 
has been especially strong in California 
where additional growth is perceived to en- 
tail high environmental costs, where average 
incomes and the demand for urban amenity 
is high, where ad valorem tax rates are low 
(and essentially uniform), and where it is 
perceived that the demand for location by 
firms is inelastic.3 

'In this latter case, the increase in housing prices 
(values) would arise from an increase in the quantity of 
service provided. 

2There is, however, a vast literature on the relation- 
ship between air pollution and housing prices. Presum- 
ably, levels of ambient air quality are sensitive to the 
locations of firms and households. 

3Indeed, during the 1971-86 period there were 133 
local initiative referenda in the State of California on 
proposals for nonresidential growth control, building 
restrictions and moritoria, and so forth. In San Fran- 
cisco alone, 7 such initiatives appeared on the ballot 
(see California Association of Realtors, 1987). 
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The effect of nonresidential zoning on lo- 
cal public finance depends, on the one hand, 
on the effectiveness of regulation in enticing 
or repelling tax-paying businesses and, on 
the other hand, in the net change in public 
resources devoted to servicing those bus- 
inesses, their tenants, customers, and em- 
ployees. More generally, the effect of these 
regulations on citizen welfare depends also 
on any amenity changes associated with the 
regulations-variations in congestion, pollu- 
tion and urban asthetics. 

The welfare effects of these proposals may 
be quite difficult to measure, but the fiscal 
effects of limitations on commercial develop- 
ment are somewhat less elusive. We con- 
sider, for example, the fiscal effects of one 
dramatic case from urban California, limita- 
tions on commercial development adopted 
by initiative in San Francisco in 1986 (Pro- 
position M, approved by San Francisco vot- 
ers by a 50.6 percent vote). This initiative 
established an annual limit (950,000 sq. ft.) 
on new office space and regulated its distri- 
bution among buildings of varying sizes. 

The direct fiscal effects of this land use 
restriction arise from changes in the value of 
commercial property, changes in the value of 
residential property, and from changes in 
service requirements and government expen- 
ditures. The key elements entering into prop- 
erty valuations are the effects of the restric- 
tion on commercial and industrial rents, and 
upon the level of employment. The capital- 
ized stream of rents to properties provides a 
direct indication of property values subject 
to local tax. The employment patterns pro- 
vide evidence on the demand for residential 
housing, since reduced employment will 
translate directly into reduced demand for 
city housing. 

A complete analysis of rents, employment, 
and location decisions would require a struc- 
tural model of the urban area, but there are 
more limited models that can be used to 
project the rent and employment effects. We 
employ two attempts to model the market 
for commercial property (Kenneth Rosen 
and Ruth Shragowitz, 1985, and Bradford 
Case and Deborah Gordon, 1989) to bound 
the incremental effects of commercial growth 
restrictions. These studies provide time-series 

TABLE 1-EFFECTS OF PROPOSITION M ON 

SAN FRANCISCO EMPLOYMENT GROWTH 

AND COMMERCIAL RENTSa 

Annual Annual 
Employment Rent 

Model Growth Increases 

Rosen-Shragowitz -0.9 + 3.9 
Case-Gordon -0.8 -4.9 

aShown in percent. 

estimates of commercial employment and 
office space, new construction, and rents in 
the San Francisco area. We use these models 
to compare rents and employment if the 
economy evolved under this restriction with 
projections made in the absence of this con- 
trol over land use. 

Table 1 displays our projections of differ- 
ences in employment growth and commer- 
cial rent increases over the first ten years of 
growth controls. Both projections indicate 
that the growth limitation measure will have 
a negative effect on employment, reducing 
growth in office employment by approxi- 
mately 1 percent per year. They diverge, 
however, in their estimates of the effect 
on rents. The estimates based on the 
Case-Gordon (C-G) model suggest that rents 
would actually be less in the constrained 
case; the difference in annual increase in 
rents, other things being equal, would 
amount to almost 5 percent per year. The 
Rosen-Shragowitz (R-S) model, on the other 
hand, supports the conclusion that the 
growth restrictions would increase office 
rents. The C-G analysis provides an unam- 
biguous forecast of fiscal losses, arising from 
reductions in the values of both commercial 
and residential property. The R-S analysis, 
however, leaves some ambiguity, since the 
rise in rents is greater in the restricted case 
(by 3.9 percent per year). Moreover, the ag- 
gregate reductions in total office space at- 
tributable to Proposition M are less than the 
aggregate rent difference over the ten-year 
period, implying that total commercial prop- 
erty values increase.4 By these estimates, the 

4The R-S model projects that growth in central city 
office space with growth controls will be 18 percent less 
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total fiscal effects balance residential losses 
against commercial gains. 

The simulation results underscore the fact 
that actions taken by one jurisdiction within 
the metropolitan area lead to mobility of 
both households and firms, and this alters 
property values and the tax base. 

How can these growth restrictions be ra- 
tional choices by the citizens of San Fran- 
cisco? The employment changes suggest that, 
ceteris paribus, demand for residential prop- 
erty will fall, leading to capital losses and 
lower fiscal capacity from that source. If 
commercial rents also fall (as projected by 
the C-G model), there is an unambiguous 
decline in commercial property values. Fis- 
cal gains could then result only if the new 
commercial development excluded under the 
limitation demanded far more in services 
than its tax payments-enough to make up 
for the loss in both commercial and residen- 
tial tax bases. Even with fiscal losses, the 
policy could still be rational, but only if the 
efficiency gains from controlling externalities 
were quite large, given the projections re- 
ported in Table 1. 

If commercial rents increase (as projected 
by the R-S model), the picture changes 
somewhat. Here, the current owners of com- 
mercial property get windfall gains, and the 
owners of residential properties suffer wind- 
fall losses from reduced locational demands. 
Homeowner losses from changed employ- 
ment patterns may be offset by increased net 
tax revenues from commercial properties 
(fiscal effects), and by externality reductions 
that might separately be capitalized into val- 
ues. It is nevertheless worth noting that the 
clearest gains accrue to the current owners of 
commercial property and not to the resi- 
dents who voted the policy into effect. 

The overall results, while not decisive, do 
raise questions about the underlying ratio- 
nale for new restrictions on commercial 
properties. They are likely to be costly on 
narrow fiscal grounds. Moreover, since these 

restrictions apply to office space and would 
generally restrict white-collar employment, 
any externality effects presumably arise pri- 
marily from reduced congestion. These is 
little reason to believe, however, that growth 
restrictions are the least cost way of dealing 
with congestion, even when such external- 
ities are sufficient to warrant direct inter- 
vention. 

The fiscal effects identified here may be 
dampened by the sluggish response of the 
property tax base under California's Propo- 
sition 13, and this form of zoning may con- 
fer rents on subsets of property owners or 
employees. Nevertheless, rent seeking does 
not provide a really satisfactory explanation 
of the motivations underlying approval of 
the referendum. 

IV. Conclusions 

Zoning and land use policies aimed at 
residential properties generally can be ex- 
plained as programs to enhance the property 
values of existing residents. This result, gen- 
erally confirmed by empirical analyses, arises 
from combination of efficiency and fiscal 
effects. Policies toward commercial proper- 
ties, particularly those limiting growth, are, 
however, much more difficult to understand 
from the standpoint of rational voter behav- 
ior. Since these policies reduce employment 
and therefore reduce housing demands, the 
gains must come from offsetting fiscal or 
efficiency factors. On the fiscal side, our lim- 
ited empirical investigation questions the ra- 
tional basis for these policies. 

than that projected without controls by 1999. The G-S 
model implies even larger space responses, amounting 
to a 22 percent net decline arising from growth controls. 
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