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Introduction


Darryl Kerrigan is the master of a modest house at 3 Highview Crescent,

Cooloroo, on the edge of the Melbourne International Airport. In The Castle,

an Australian movie made in the early 1990’s, Darryl receives an official notice

that his property is to be condemned to make way for an airport expansion.

The house with its many unique modifications, including a kennel for his racing

greyhounds, is Darryl’s “castle”. Because it is not just a house it is a “home”

he is determined to remain and employs his friend Dennis Denuto, a small time

solicitor, to fight the condemnation. Dennis knows Darryl is fighting the “big

boys” on a constitutional issue. Nonetheless, as an act of friendship, he agrees

to represent Darryl, and in response to a question put by the judge in the first

Federal court appearance he raises a challenge to the condemnation. Asked

directly about the constitutional point, Dennis responds, “It’s the vibe of it

[the Australian Constitution].” The judge is puzzled since she cannot recall

any part of the Australian Constitution that deals with the vibe. Naturally

enough, Darryl loses the first round. The movie continues to a successful, and

victorious conclusion for Darryl, when a distinguished QC (Queen’s Counsel)

takes up the case. In the High Court, bewigged participants and all, the

QC argues that Section 51 of the Australian Constitution that states “The

Parliament shall...have the power to make laws for...the government of the

Commonwealth with respect to: (xxxii) The acquisition of property on just

terms....” is the vibe. It is clear, he argues that it cannot be just to force a

family out of the home it loves and cherishes. As in all good stories, Darryl

wins the day. He leaves the courthouse to the cheers of his fellow citizens.


Not withstanding the elegance of the QC, it is unlikely that Darryl would

have prevailed in most courts. Nonetheless, the appeal to the ‘vibe’ certainly

has a contemporary ring to it. The outcry over the recent, and rightly famous,

US Supreme Court decision in the case of Kelo v. City of New London,

is foreshadowed in the movie. Darryl emerges from the High Court to the

cheers from a public most sympathetic to his side. The plaintiffs in Kelo were

unsuccessful in their attempt to block the condemnation of their property,

but the public sympathy was similarly passionate. While the majority of the

Supreme Court justices chose to uphold the City of New London’s right to

take the property in its redevelopment effort (affirming a long-standing rule

that public use is anything the legitimately constituted public authority says

it is), the dissent of Justice O’Connor focuses on an aspect of the case that

is reminiscent of Darryl’s dilemma. Justice O’Connor was clearly bothered by

the injustice of the forced removal of a family from its castle. In her dissent

she focuses on the plight of “[p]etitioner Wilhelmina Dery...[who] lives in a

house on Walbach Street that has been in her family for over 100 years. She

was born in the house in 1918; her husband, petitioner Charles Dery, moved

into the house when they were married in 1946. Their son lives next door with

his family in the house he received as a wedding gift....”


The sense of outrage that followed Kelo likely will change the way taking

for public purpose is applied. While the highest courts have decided that

as long as the taking choices are not made in favor of a particular party and

not prejudicial against others, legally constituted public authorities can decide

what is public use. It is up to the elected legislature to deal with the popular

outcry and set limits on public condemnation of private property.

Our identification and empathy with Darryl as he defends his castle and

with the Dery family as their homestead is condemned, is understandable. We

see an overbearing public authority riding roughshod over private property

rights. However, if we examine the takings issue more closely, we recognize

that, in many cases, there is a compelling public interest in converting land

use through condemnation. The issue is not whether government should be

allowed to take private property, but how it should be constrained.


The US constitution requires “just” payment for property acquired. The

public appetite for private property is constrained by the need to make payment.

In practice the amount given is the property market value at the time of

the taking. From an economist’s perspective there are problems with market

value compensation in that it encourages over-investment in land that may be

acquired for public use in the future. In other words there is a real efficiency

cost to market value compensation. From the public perspective, as witnessed

in the reaction to Kelo, there is, perhaps, a more serious cost, namely the cost

of forcing private citizens off of property that they value more than does the

market.


The problem is complicated and we do not deal with every aspect of it.

Perhaps the most difficult issue—the evaluation of subjective value—is resolved

here only in cases where there are potential market manifestations of

subjective value. Personal attachment to a place, as that of the Kerrigan’s and

Dery’s, may not be compensable and thus beyond our reach. However, there

are examples of takings, characterized by the road use in the following pages,

for which there are observable indicators of personal value. A landowner can

suffer from a condemnation because, unlike his luckier neighbors who enjoy

project-induced capital gains, he is forced to surrender his land for a market

value that does not incorporate project benefits.


We propose a compensation rule with which a landowner does not regret

condemnation and is immune from the efficiency loss induced by current market

value rules. The scheme is equitable in the sense that it does not create

winners and losers from a taking, rather the welfare of all participants is enhanced

by the public choices. We cannot solve all equity issues: the results

are limited to an important class of public projects, namely, those who's full

benefits are captured in land values.


Our proposal is that compensation is market value based, but rather than

current value—the value at the time of the condemnation—the taking-enhanced

amount is paid for the condemned land. We will argue both the efficiency and

equity of the plan, while we recognize the quixotic nature of the proposal

in view of the case law. The Supreme Court decision in the case of United

States v. Reynolds
 addresses this very issue: “The Court early recognized

that the “market value” of property condemned can be affected, adversely or

favorably, by the imminence of the very public project that makes the condemnation

necessary. And it was perceived that to permit compensation to

be either reduced or increased because of an alteration in market value attributable

to the project itself would not lead to the “just compensation” that

the Constitution requires.”
 In spite of the weight of precedent, perhaps the

arguments put forward in this paper will prompt a reconsideration of what

constitutes just compensation.


There are two distinct issues when considering compensation for a public

taking of private property. First it must be recognized that the compensation

rule can affect the decision of both the government and the landowners. The

rate at which landowners must be paid for their condemned property may affect

the public’s choice of how much land to condemn: the higher the compensation

the smaller is the size of the condemnation. In addition, the knowledge of

potential compensation can influence landowners’ choice of property improvements.

If landowners are compensated for all improvements to their land,

they will have no incentive to incorporate the possibility of condemnation and

destruction of the capital improvements. As a result more is invested than is

efficient.


Equity is an equally important consideration for a just compensation. In

the US Supreme Court 1960 decision on Armstrong v. United States
, the majority

opinion was that “[t]he Fifth Amendment’s guarantee ... [is] designed

to bar Government from forcing some people alone to bear public burdens

which, in all fairness and justice, should be borne by the public as a whole.”

Condemning land for public use creates winners and losers. A large number

of people, those whose property is not condemned, benefit at the expense of

a much smaller minority who must surrender their property. Even when compensation

is equal to the pre-taking value of property, as it is most commonly,

the owners of condemned property lose relative to those escaping condemnation.


The economics literature has concentrated on the efficiency aspects of compensation with little written about the “just” part of the “just compensation”

admonition. An early work by Johnson (1977) focuses on the governmentally-induced

distortions of a bureaucracy faced with unreasonably low prices for

land taken. Without prices regulatory planning is inefficient - the need to

pay compensation constrains an avaricious government. In Blume, Rubinfeld

and Shapiro (1984) another line of inquiry was launched. They suggest that

full compensation induces landowners to over invest because they will not take

into account the potential of condemnation-induced loss. Fischel and Shapiro

(1988, 1989) pursue a similar line of inquiry from a constitutional perspective.

They derive the compensation rule a group of landowners choose if they do

not know whose property is to be condemned. Unless the government is a true

welfare maximizer or one that cannot be persuaded by costs, the landowners,

behind the veil of ignorance, chose positive, but not full compensation. Miceli

and Segerson (1994, 1996) suggest that with enlightened judicial intervention,

full compensation does not distort land investment choices. They are among

the first economists to raise concerns about fairness as well as efficiency. Innes,

(1997, 2000), notes that compensation can affect the timing of individual decisions.

Without compensation landowners are induced to time investment

inefficiently with potential confiscation in mind. In a paper that influenced

our thinking, Nosal (2001) proposes compensation not based on the market

value of the taken property, but, rather, on the average value of all property.

Landowners, unable to influence their own potential compensation, are led to

choose efficient levels of capital improvements. The most notable attempt to

incorporate perceived equity into the analysis is found in Michelman (1967).

The paper suggests quantifying (putting a dollar value on) the demoralization

of citizens because they perceive a threat to the integrity of their own property

rights and empathize with others so threatened.


It is our intention to examine the possibility of finding compensation rules

that are both efficient and equitable. Whether or not there is such a compensation

rule depends both on the motives of the participants (the government

and the landowners) and the process by which the taking and property improvement

decisions are made.


As a beginning we propose the following criteria for judging whether or not

a compensation rule is efficient and/or equitable:


1. A compensation rule is efficient, if the resulting amount of land taken


and the amount of investment on the land are such that it is impossible,


by adjustments in either the amount of land taken and/or the amount


of investment on the land, to increase the net output (output of both


private and public goods less costs) in the community.


2. A compensation rule is equitable:



(a) ex post if the post-taking income for those whose land is taken and



those whose land is not taken is equal. This high standard of equity



is equivalent to that proposed by Epstein: “...the ideal solution is



to leave the individual owner in a position of indifference between



the taking by government and retention of the property.”



(b) ex ante if all landowners, regardless of whether their land is taken



or not have the same expected income.


We attempt to get a grip on the taking efficiency-equity problem by treating

it as a game. There are some problems in setting up this game. The first is that

it is difficult to fully account for the participants in the game. We focus the

analysis by limiting the game to two types of players. There is the government,

or perhaps, more accurately, the bureaucracy that makes the taking decisions,

and the landowners. But even this two-part partition is insufficient. It is further specified that the landowners are many, none of whom have  market power and cannot collude. The important issues will be how much land should be taken, and how much an individual landowner should invest on the land. Each landowner-decision maker has power to affect only his own parcel (one that constitutes a trivial part of the whole) and not the investment on the entire land area.


While the costs of most takings are specific, they fall on the owner of condemned

land, the benefits are often diffuse. We limit the forthcoming analysis to those public projects whose benefits are fully captured by the landowners in the form of increased profitability.


We find that what is feasible depends on who knows what and when. Many

papers on taking rules, those that claim to have discovered ones that promote

efficient choices, have compensation rules based on foreknowledge of what

amount of private investment is optimal. If the efficient choices are known,

it seems superfluous to use compensation rules to achieve them. The efficient

options need only be mandated. What we will be looking for are compensation

rules—rules that apply to the government (or bureaucracy) as well as the

landowners—that are independent of knowledge of the socially efficient choices.


It is a feature of all models that players’ objectives must be specified. While

these objectives might be very complicated, we intend to analyze a world in

which they are quite simple. The landowners seek only to make their annual

income as high as possible (they are risk neutral). For the objectives of the

government (bureaucracy) we use one associated with Niskanen (1994):
the bureau seeks to maximize its total budget. 

Compensation Desiderata 



We propose that there are four distinct desiderata for a compensation rule.

The first is that it should not induce inefficient uses of resources. The inducements

of compensation should not promote resource expenditures to augment

compensation if land is taken or to affect taking choices by other resource

using means such as political lobbying. The second is that the rule should

be equitable: similar individuals should have similar outcomes. There is little

dispute about this definition, but its implementation is problematic. It is reasonable

to label as equitable a public policy that gives no individual a better

chance at a good outcome than anyone else, even though the realizations are

widely disparate. However, it is likely that treating the outcome of a public

choice process as a simple gamble does not coincide with the popular notion

of distributive justice. For instance, it may be “just” if one person wins a

fortune while another looses the farm at the same horse race, but the same

distributive outcome from a political process is judged to be wildly unfair.

An outcome in which identical people end up with similar outcomes is more

consistent with commonly held notions of equity and is thus more policy relevant

than is an ex ante equal chance. The third is that there must be a way

to finance the taking: the taxes collected by the agency making the taking

choice must be sufficient, at least, to service the taking-induced debt. Finally,

the fourth criterion, is that the compensation rule is chosen without presumed

foreknowledge of what is an efficient outcome. If the efficient level of resource

use is known in advance a regulation imposing that level is an alternative with

lower transaction costs and fewer chances of error than individuals acting in

response to the price signals of the compensation rule.

The features of ideal compensation can be summed up as:


[E] Efficiency: amount of land taken and the level of investment are jointly


      social welfare (aggregate net output) maximizing 

[Q] Equity: like individuals have like outcomes.



• QP Ex Post: Income of "taken" landowner is the same as the untaken 


  one.


• QA Ex Ante: Every landowner has the same expected income.

[B] Balanced budget: The amount collected in taxes must be least as much


      as the compensation paid.

[K] Reasonable knowledge: The compensation rule cannot be based on fore-

      knowledge of the efficient choices. 
The Model


The model developed here focuses on the taking of land for a public project whose full benefits are captured in the market values of the surviving property.  While there are many such project, road building is the most common example and the one used.  The particular aspects of a road is that land is consumed in its completion, surviving land benefits from increased accessibility and improved access leads to higher values for the uncondemned land.  There are two distinct groups with interests in the process of road planning and acquisition. 


Figure 1 represents the illustrative example.  A road is to be built in a community with area N (abcd).  The bureaucracy is to decide how large a road to build, and as a consequence, how much land to take.  The decision can be for any area, A, no larger than the whole, N.   Two possibilities are large road 
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.  Before the road is built, the land is homogeneous, one plot is indistinguishable from another.  The benefit of the road is represented by increased land productivity and the benefit is the same for all land that is not taken.  The extension of the homogeneity assumption to land after the completion of the road is difficult to justify given what is known about transport benefits.  Land closer to the road enjoys larger accessibility benefits than does a plot farther away.  Allowing for differential accessibility benefits would complicate the analysis without changing the basic result.  For this reason the post-road homogeneity assumption is maintained. 
THE ROAD



Figure 1


There are many landowners, enough so that no one of them has significant market power.  Whether or not there is a continuum of landowners or simply many makes no difference here.  Naturally, landowners will have discrete parcels, but the taken amount does not necessarily conform to the entire holdings of the taken.  A person may have any proportion of landholding condemned.  If a person has some land taken and some left to enjoy the benefits of the new road, for the purpose of this model that person has two interests, and each is pursued without reference to the other.  Even though it may be the same person, for the model there are two distinct individual, one whose interest lies with the taken and the other whose interest correspond to the untaken. 


The financial arrangement parallels those common to many public works projects in the United States.  The initial financing of the road is supported by the sales of bonds.  The overseeing public bureau sells the bonds and is responsible for servicing the acquired debts.  The bureau’s meets its repayment obligation and its own operating costs with an ad valorem tax on property within its jurisdiction
.  In order to simplify the calculations that follow, it is assumed that the bonds are consols (infinite lived) instruments sold at a constant rate of interest, r.  The annual expenses of the bureau are the obligated interest on the debt – the product of the rate of interest and the size of the initial debt offering. 


There are two players (or two types of players):  the landowners and the bureaucrats.  In order to describe the game between the two, we must first assert there objectives.  The landowners are interested in their annual income only.  The bureaucrats, following Niskannen, care only about their budget, derived entirely from an ad valorem property tax.

The Landowner and the Bureaucrat


The landowner is faced with the choice of how much to invest on his land.  Whatever he invests will be lost with no return if his land is taken, but it will add to his yearly income if the land is not condemned.  The profitability of the investment in the untaken land depends both on the size of the investment and the size of the road.  In order to analyze the landowner's decision we make the following assumptions:


1)
The location of the road is fixed; it is only the width of the road that is to 


be chosen.  This is not a particularly restrictive assumption because the 


width can be zero and there is often a most desired routing (one that is 


most efficient). 


2)
For the untaken landowner the return on investment depends



a)
on the size of his own investment – investment always contribute 



to increasing gross returns, however it does so at a declining rate.  



b)
on the size of the road





i)
investment is more productive the larger is the 





road
.





ii)
the larger is the road the larger must be the property 




tax assessment


3)
For the taken landowner, the only return is the amount paid as 



compensation.

The analysis of the bureaucrat's choice of road size in order to maximize it budget is simplified with the following assumption:


1)
The ad valorem property tax rate is fixed and independent of the road size.


2)
The public project is financed with a consol bond at a fixed rate.  Enough 


property tax must be collected to service the debt.

Compensation and the Game

The compensation rule we propose is that the taken landowners be paid the value market value of the land that is not taken.  The market will reflect the contribution of the road to the productivity of the untaken property.  The market will also reflect the property tax that is assessed against the property.  Ultimately, the compensation rule will leave the taken landowner equally as well of as his untaken neighbor.  Each will end up with an equal amount of wealth.   In this way the scheme is completely equitable – it satisfies the Ex Post equity condition.  Landowners, since their compensation in the case of a taking is unaffected by their own investment, are induced to invest efficiently.  In fact, it is uniquely rational for the landowner who anticipates a condemnation to invest nothing on his land.  The bureau in its desire to maximize its own budget with an ad valorem tax at a fixed rate will want the property values to by as high as possible, thus it will be induced to take no more than most efficient amount of land.  In this way the goals of the landowners and the bureaucrat are the same.  

The coincidence of interests between the two players in the game (the bureau and the landowner) insures that the efficient choice is an equilibrium choice as well.  The bureau is induced in pursuit of its own interest to choose the most efficient road width.  The landowner, making choices that maximize their wealth, chose the most efficient level of investment.  For the untaken landowner, that is the amount that maximizes their net (net of capital costs and property taxes) income and for the taken landowner, the net income maximizing investment is zero.


There is one caveat to this rosy conclusion: it depends on having a property tax rate that is sufficiently high so that the amount of tax collected at the efficient sizes is adequate to service the debt incurred by the bureau.  This is imposed by the need to, at least, balance the budget.  If the tax is not high enough, the project will be undersized.  It will as large as is permitted by the tax constraint.  In that way the public project, and the consequent land investment is as efficient as it can be given the tax rate.


Compensation based on post-taking value is both efficient and equitable.  It is by the constraints placed on the bureau to service its debt, to meet the fiscal feasibility constraint as well.  The final thing to show is that its implementation does not violate the reasonable knowledge condition.  


The market determines the compensation.  When it is commonly known that taken property is to be compensated at the project-induced value, the market value of the taken property will be the same as that of the untaken.  In that way current owners of property designated for condemnation can sell and enjoy the same capital gains as their untaken neighbors.  In deciding the scope of the road project the bureau need only look to the market to aid in its own choice.  The compensation rule, thus, does not depend on foreknowledge of the efficient choice.  Therefore it meets the reasonable knowledge condition as well.  
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� This paper is based on Niemann, P. and Shapiro, P (2005) Efficiency and fairness:Compensation for takings and the constitutional vibe.  (mimeo)


� Kelo v. New London, 545 U.S. (2005)





� United States v. Reynolds, 397 U.S. 14 (1970)


� United States v. Reynolds, 397 U.S. 14,16 (1970), citing e.g. Shoemaker v. United


States, 147 U.S. 282 (1893)


�Armstrong v. United States, 364 U.S. 40 (1960)





� Epstein (1985) p 182.





� Building and financing the road, as modeled, resembles redevelopment projects in many parts of the United States.  Agencies are formed with direct responsibility for financing and carrying out the projects.  They are responsible for the debt incurred.  Both debt repayment and operating expenses are financed with a property tax related to the change in property value due to the project.  The financial arrangement is called Tax Increment Financing.  Jan Brueckner (2001) analyses the fiscal and welfare implication of this form of financing. This is not the form of financing used in Australia.


� The larger is the road, the more efficient is the trip to market.  In this way the larger the road the higher will be the return on any investment.
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