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Appendix: Tax Incidence and Capitalization

The price of the land falls by the present value of all future tax payments. This
process by which a stream of taxes becomes incorporated into the price of
an asset is referred to as capitalization. It is a special kind of backward
shifting.

Appendix: Tax Incidence and Capitalization

* Full capitalization
— Occurs only if the owners of the taxed asset cannot adjust the quantity
supplied in response to the decrease in the annual return to holding it
caused by the tax. This most likely happens in the case for land.

—The person who bears the full burden of the tax forever is the landlord at
the time the tax is levied

— Capitalization complicates attempts to access the incidence of a tax on any
durable item that is fixed in supply (Knowing the identities of current
owners is not sufficient; need to know who the landlords were at the time
the tax was imposed)
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Appendix: Tax Incidence and Capitalization

* Partial capitalization: other taxed assets, such as structures, equipment,
and vehicles, are most likely to have elastic supply curve in the long run.
A tax-induced increase in market rents would prevent full capitalization
of the property tax.

* Suppose the current rent per square foot of housing per year is $100,
and the market rate of interest is 10%. Then the pre-tax value per square
foot of housing is $100/0.1=$1,000.

Appendix: Tax Incidence and Capitalization

* In general, suppose a capital asset that yields an annual return of Y dollars at
the end of each year for 7 years with a discount rate 7, the value of this capital:

oy
V_Z(1+r)"

i=1

Taking n to infinity, we have:

V=Y/r
* Suppose there is now a t percent annual property tax that is likely to be fully
capitalized:
Y Y-tV Y
= _t = 4 R or Vt =
r r r+t

v

t
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Appendix: Tax Incidence and Capitalization

* Partial capitalization: other taxed assets, such as structures, equipment,
and vehicles, are most likely to have elastic supply curve in the long run.
A tax-induced increase in market rents would prevent full capitalization
of the property tax.

* Suppose the current rent per square foot of housing per year is $100,
and the market rate of interest is 10%. Then the pre-tax value per square
foot of housing is $100/0.1=$1,000.

Appendix: Tax Incidence and Capitalization

* Suppose now housing is subject to a tax rate of 10%, under full
capitalization, the after-tax value $100/(0.1+0.1)=$500

* In the long run, the decrease in net return to housing caused by the tax
reduces the quantity supplied and increases the rent from $100 to $120
(check next slide).

* The value of each square foot of housing now is:

- Y +AY _ $100+$20=$600
r+t 0.1+0.1
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I Impact of a Property Tax on Housing Rents

120 }+
100

60

Rent per Square Foot (Dollars)

D = Gross Rent
Net Rent = Y- tV,

0 QR Q
Housing Rented per Year (Square Feet)
The decrease in the quantity of housing supplied per year after the property tax is im-
posed results in an increase in housing rents from $100 to $120 per year. The net rents

received by building owners do not fall by the full amount of the annual property tax per
square foot.

Appendix: Tax Incidence and Capitalization

* An application: N ENZEFTE AR ZEFT AT
 Y0—{REE HEEEFE 2 3,000 JT 0 HSEARHR 3% AR » 5T LA
HHEE L 400 AR G ERS AT 120 &
- (A& x 12) + B(H = W% - JHit
- BE = (A& x 12) + @ERBFE = 3%)
=HFH%& x 400
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