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Sclerosis of the City: Inefficiency and the Assembly of Urban Land

Markets are not efficient unless prices and quantities adjust to shocks. Do urban land
markets adjust to shocks? Specifically, does the amount of land assembled — the quantity
of individual pieces of land legally joined together — equal that expected in a competitive
market? If economic forces cannot modify the size and shape of land, this may negatively
impact the roads, buildings and homes that land borders dictate. Failure to assembly land
may lead cities to forfeit economic growth, substitute with sprawl at the edge, and produce
lower agglomerative benefits. Our simple theoretical framework describes land assembly
under the assumption of perfect competition in the market for assembly. We compare the
perfectly competitive equilibrium to an environment in which frictions, such as holdouts and
municipal regulation, inhibit market forces. We assume that assembly occurs only when the
price per square foot of land increases in the size of the lot. The model yields two empirically
testable hypotheses. First, the price of land sold for assembly should not exceed the price
of land sold for other uses. Second, the additional price from selling a parcel into assembly
relative to its current use is bigger for smaller parcels than larger ones. As a result, small
parcels should be more likely to assemble. We test these conjectures using a novel dataset
constructed by following each of the 2.2 million parcels in Los Angeles County over an eleven
year period. Thus, we observe all instances of assembly. We find that to-be-assembled land
trades at a 50 to 65 percent premium, and that developers assemble larger, not smaller,
parcels. This robust repudiation of efficiency in land assembly suggests a sclerosis in urban
development and a rejection of an efficient model of urban land markets.
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Cities are composed of individual pieces of land called parcels. Just as atoms constrain the
shape of matter, parcel delineations constrain the size and shape of the built infrastructure
— roads, buildings and homes — of which cities are composed. Fundamental changes in this
infrastructure cannot occur without changes to parcel boundaries. In already built areas,
infrastructure changes require the assembly of individually-owned parcels into one singely-
owned parcel. This process of joining individual parcels together into one legally-defined
piece of land is known as land assembly.

Any understanding of the long-run economic development in cities must therefore contend
with whether parcel delineations respond efficiently to market conditions. In this paper, we
ask whether the market for assembly is efficient: do assemblies that result in more profitable
use of land take place? At its heart, we ask whether supply and demand respond to market
forces in a situation with clearly defined property rights.

Economic historians give us many reasons to believe that the ability to assemble or con-
centrate land ownership is a crucial pre-requisite for economic growth. Rosenthal (1990)
shows that fragmented powers of eminent domain in pre-Revolutionary France inhibited
profitable irrigation projects. Bogart and Richardson (2009) contend that the British Par-
liament’s willingness to “assemble” ownership interests in land following the Glorious Revo-
lution of 1688 yielded dividends in economic growth. In a more recent period, Field (1992)
argues that the land subdivision boom of the 1920s and the subsequent problems of land
assembly it caused in the 1930s exacerbated the United States’s exit from the Great Depres-
sion.!

In the modern city, failure to assemble land can impede growth along many pathways. If
insufficiently little land is assembled, cities may become sub-optimally dense at the center.

This causes cities to expand at the edge, yielding congestion and assorted environmental ills

!Relatedly, Libecap et al. (2010) argue that differences in systems of land demarcation across former
British colonies yield divergent economic outcomes.



(Miceli and Sirmans, 2007). Many urban planners advocate “transit oriented development”
— denser housing near transit hubs. An inability to assemble means that public transport
systems may fail to generate denser housing. As a further consequence, the transit system
then lacks the high ridership that yields economies of scale and makes transit viable. Jane
Jacobs argues that insufficiently dense cities do not benefit from agglomeration economies
(Jacobs, 1961). Such misallocation also means that land is not put to its highest and best
use and is thus undervalued.

Theorists have long been interested in the question of land assembly and suggest that
the amount of land assembly is inefficiently low. Strange (1995) highlights inefficiencies due
to asymmetric information and sellers who hold out for higher prices. Eckart (1985) also
suggests that holdouts may prevent profitable assemblies. O’Flaherty (1994) highlights inef-
ficiency due to the external effects neighboring parcels — potential members of the assembly
— receive when an assembly occurs.?

More broadly, theorists and legal scholars have considered how the problem of fragmented
ownership — know as the “tragedy of the anticommons” — may impede efficient outcomes
(Heller, 1998; Fennell, 2004). These include the resolution of sovereign debt consolidations
(Pitchford and Wright, 2008), the efficient use of multiple related patented discoveries (Heller
and Eisenberg, 1998), and the present case of land ownership.

Practitioners concur with theorists’ dour assessment of land assembly efficiency. Nelson
and Lang (2007) write that land assembly is the “single biggest obstacle to central city
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redevelopment.” Shigley (2007) agrees, writing that Florida “has a number of very old

cities, and some of them are crowded with dilapidated buildings on tiny lots. In addition,

20ther theoretical work on land assembly includes Asami (1988), Grossman et al. (2010), and Menezes
and Pitchford (2004). Cadigan et al. (2011) conduct experimental research on the potential private market
inefficiencies in land assembly. Plassmann and Tideman (2008) and Tanaka (2007) suggest mechanisms for
solving the holdout problem. A distinct literature explores whether the price per square foot of land increases
in the size of the plot and is indirectly related to assembly (Colwell and Munneke, 1999, 1997; Colwell and
Sirmans, 1993; Brownstone and DeVany, 1991). A positive relationship between the per square foot price
and the size of the lot is a necessary condition for assembly, as we discuss in detail in section 1.



the state is crisscrossed with antiquated subdivisions drawn up during the first half of the

7

20th century that do not come close to meeting today’s standards.” Thus, problems with
land assembly prevent land being put to productive use. Similarly, Philadelphia has almost
60,000 vacant parcels and most are too small to be redeveloped. Land assembly is therefore
crucial “to the stabilization and rebuilding of Philadelphia’s neighborhoods” (Philadelphia
Neighborhood Transformation Initiative; cited in Shoup (2008)).

Despite this theoretical and practical interest, there is extremely limited empirical evi-
dence on land assembly, and none that directly addresses the central question of whether
there is an efficient amount of assembly. Munch (1976) analyzes how land taken by eminent
domain in Chicago is priced relative to market prices by the court. Cunningham (2010)
and Fu and Somerville (2002) document that the final seller in a land assembly receives a
premium.?

Our limited understanding of the efficiency, or lack thereof, of land assembly is a major
gap in our understanding of urban areas. Figure 1 presents the total number of assemblies
in Los Angeles County divided by the total number of permits issued for residential con-
struction by year from 1999 to 2008. We expect that this number actually underestimates
the importance of land assembly. While one permit allows for construction of one unit, one
assembly may (and frequently does) result in more than one unit. For instance, three parcels
of land may be assembled to construct a multi-story 30-unit condo building. Thus, while
three parcels are assembled, permits are given for 30 units.* Even given this likelihood of
underestimation, assemblies account for between 6 and 16 percent of residential permits per

year.

Our paper makes three primary contributions. First, we directly address the question

3Harding et al. (2003) provide evidence of more general deviations from the competitive equilibrium in
the market for housing.

41t is also possible that this number overstates the impact of assembly, since permits include only res-
idential construction and our data include all land for assembly. However, the majority of assembly land
(like all land) is used for residential purposes.



of central economic concern: is there an efficient amount of land assembly? Second, we use
what is, to the best of our knowledge, the best existing dataset to study such a question.
We have assembled a panel dataset that traces each of the 2.2 million parcels in Los Angeles
County across an 11-year period. The dataset is based on annual cross-sections containing
all parcels in the county and a database, provided by the county assessor, which identifies all
instances of changes to parcel boundaries and links each parcel that ceases to exist with its
descendant. Our dataset allows us to follow each individual piece of land in the county over
this entire period. Third, we use novel, theoretically motivated tests to evaluate whether
there is inefficiently little land assembly.

We begin with a simple model of the decision to assemble land. The heart of the model
is the intuition that parcel definitions were decided long ago, and now no longer represent
the optimal division of land. Prices of land are now such that larger pieces of land are worth
more, per square foot, than smaller pieces of land. We assume free entry into the market
for assembly and that, correspondingly, developers earn zero profits and all surplus from
assembly goes to the landowner. This model yields two assertions about outcomes when
land assembly is efficient.® First, in a market free of frictions, the price of land sold for
assembly should not differ from the price of land that is sold not for assembly. Regardless of
the final use, any differences in price per square foot across land since should be arbitraged
away. Second, the model suggests that absent frictions, and all else equal, small parcels
should be more likely to assemble than large parcels. Because the price of land per square
foot increases more than linearly with lot size, the price increment from selling a parcel into
assembly relative to its current use is bigger for smaller parcels than larger ones.

To evaluate the first contention — that the price of land sold for assembly does not differ

from the price of land sold not for assembly — we require a method to value land. We rely on

5Clearly, assembly is also a function of the value and vintage of the capital on a given lot. We address
this issue both theoretically and empirically below.



the technique pioneered by Rosenthal and Helsley (1994) and refined by Dye and McMillen
(2007) that identifies the price of land as the price of parcels sold when the structure is torn
down. Because the structure is worthless to the new owner, the sale value represents only
the land value. We compare the price of properties sold as “teardowns” to properties sold for
assembly, conditional on small neighborhood (tract or block group) fixed effects that net out
the main component of land value: location. In addition, we control for intra-neighborhood
differences in amenities. We find that land sold for assembly exceeds the price of land sold
for teardown by 50 to 65 percent. We interpret this as evidence of inefficiently low levels of
land assembly.

To evaluate the second contention — that in a competitive market developers should
assemble smaller parcels — we use a cross-section of all parcels existing at the beginning
of our sample (1999) and ask whether future assembly is a function of initial parcel size.
Specifically, we ask whether a parcel will be assembled in the future, controlling for small
neighborhood (tract or block group) fixed effects, capital vintage and structure size effects,
and even for intra-neighborhood amenities. Regardless of controls, we find that, within
a small neighborhood, a 10 percent increase in lot size yields a 0.1 percent increase in
the likelihood of assembly. This is a very large effect, given that the baseline probability
of assembly is one percent. Such a finding, like the previous one, is inconsistent with a
competitive market for land assembly.

Finally, given our resounding rejection of land assembly as an efficient process, we offer
suggestive evidence about the sources of this inefficiency. Deviations from the competitive
equilibrium could result from imperfections in either the public or private markets. Pub-
lic market failures are due to the regulation of land by local government, such as zoning
restrictions, development fees, and building codes. Private market failures stem from bar-
gaining problems between the developer of the assembled land and the land sellers. We

find compelling evidence that private market imperfections are substantial: we show that



developers assemble larger, rather than smaller, parcels suggesting that the transaction costs
or bargaining costs in assembly are substantial. Furthermore, we find that smaller parcels
sold for assembly command a higher price per square foot than larger properties, consistent
with Strange (1995) and Eckart (1985). Although these two findings together suggest that
private market failures are substantial, we do not interpret them as evidence against an

equally substantially role of public market failures.®

1 Theoretical Framework

We begin our analysis with a simple theoretical framework to generate testable predictions
about the efficiency of land assembly. We first consider the case where the market for land
is perfectly competitive and where no frictions preventing land prices or quantities from
reaching the competitive equilibrium. This competitive equilibrium case is our baseline for
an “efficient” outcome.” Thus, in our terms, an efficient level of land assembly is the level
of assembly consistent with competitive clearing of the land market. We then consider cases
where frictions prevent the a competitive equilibrium and call these outcomes “inefficient.”

Assume that land was developed at time t —j (j > 0) into identical parcels of size p. The
parcel size optimally reflected market conditions at time ¢ — 7 and was initially immutable.
At time ¢, however, a new technology is developed which makes the assembly of two parcels
into one feasible. We use this framework as a rough approximation for a neighborhood where
parcels are defined at the time of residential development. As time passes, those initial parcel
definitions may become sub-optimal. In this vein, we further assume that market conditions
have evolved such that larger assembled parcels sized 2p command a premium relative to

smaller parcels. In other words, the relationship between land value and parcel size has

5We plan to return to the relative importance of public and private market failures in future work.
"Efficiency is a broad concept. We emphasize that we use “efficient” only as a label for the case in which
the market for assembly reaches a competitive equilibrium.



become convex, such that

V(2p) > 2V (p), (1)

where V' (z) is the market price of a parcel of size x. Consistent with our empirical approach,
which focuses on the value of land and not capital, we assume that any capital placed on
the land at time ¢ — j has depreciated to zero by time t. The convexity of land prices is
presented graphically in figure 2.

Land values tend to become convex when the optimal capital to land ratio increases.
Convexity arises because the density implied by high capital to land ratios requires large
lots. Builders may require large lots for technical reasons; e.g. a footprint of a given size
may be required to construct a building of a given height. Similarly, builders may require
large lots in order for buildings to be of sufficient size to absorb fixed costs such as elevators.

The optimal capital to land ratio in a metropolitan area may increase for any number of
reasons. Population growth will tend to increase the optimal capital to land ratio (Henderson
(1977)). Similarly, increased commute times in an urban area may push the optimal ratio
up in the urban core. The optimal ratio may also rise when land use shifts geographically
with time. For instance, land initially developed into small single family lots may eventually
become more valuable for commercial purposes. Commercial uses typically require a higher
capital to land ratio, and thus larger lot sizes. Finally, technological shocks may also change
this ratio. For example, Willis (1995) describes how the invention of fluorescent lighting
change the shape of office buildings and thus increased the optimal lot size for such buildings.

The convexity in the land value function implies that assembly generates a surplus relative

to the land in its current state. The surplus value, s, is defined as

s=V(2p) — 0 —2V(p), (2)



where 0 is equal to the cost of assembly and captures factors such as transaction costs and
conversion costs (e.g. demolition, grading to-be assembled parcels with different slopes).
Convexity in land price function is a necessary condition for land assembly to occur (see
Colwell and Munneke (1999)). The cost of assembly, J, can only be covered when the
value of the assembled parcel, V' (2p), exceeds the value of the unassembled parcels, 2V (p).
The value of the unassembled parcel, 2V (p), can be interpreted as the opportunity cost of
assembly: it represents the economic returns to the unassembled land foregone in exchange
for realizing the higher return to the assembled land.

In a frictionless, competitive world arbitrage ensures that all surplus is realized and that
assemblies continue until the market price of land has adjusted such that any surplus is
eliminated. Specifically, as assemblies occur the supply of lots sized 2p expands and the
price of these lots falls. Assembly ceases when the return to assembled and unassembled lots
has equalized: V' (2p) = § + 2V (p) and s = 0. It is also possible that the market reaches a
corner solution such that all parcels have been assembled. As we do not see this solution in
practice, we do not further analyze this case.

The no-surplus situation detailed above is the competitive equilibrium. In an imper-
fectly competitive world, all surplus available from assembly may not be arbitraged away.
For instance, holdouts may ask excessive prices for their parcel and thereby make projects in-
feasible for the developer (Eckart, 1985; Strange, 1995). Similarly, strategic delay on the part
of individual landowners may cause assemblies to fail (Menezes and Pitchford, 2004; Miceli
and Segerson, 2007; Miceli and Sirmans, 2007). The public goods aspect of land assembly
— the fact that assembly may increase the value of neighboring parcels not participating in
the assembly — may also block arbitrage opportunities (O’Flaherty, 1994). Finally, land use
regulations may systematically block arbitrage opportunities. For example, regulation could
bar a large building that would optimally occupy an assembled site.

Given this framework, we now lay out three strategies for assessing whether the level



of land assembly is consistent with competitive equilibrium. Our first test estimates the
magnitude of the surplus s accruing to successful assemblies in order to obtain a rough
sense of the magnitude of the frictions in the market for assembly. A large estimate of s is
consistent with substantial frictions in the market for assembly. This approach is similar in
spirit to the work of Glaeser et al. (2005) and Glaeser and Gyourko (2002) on the regulatory
tax. Glaeser et. al. reason that in the absence of regulation the extensive value of land —
the value of land with a house on it — will equal the intensive value of land — the value of
a marginal increase in the area of a lot. If the extensive value exceeds the intesive value,
landowners should optimally choose to subdivide their land and sell a portion of it. Our
approach applies what is, in essence, the reverse of this logic: in the absence of market
imperfections, if land is worth more combined than divided, owners will choose to assemble
land.

This first test requires two assumptions. The first assumption is free entry into the
market for development (or assembly). Developers earn zero profits and the owners of the
initial parcels size p therefore capture any surplus s available from assembly. The value
of an assembled parcel is V' (2p) + K, where K is the level of capital placed on the newly
assembled parcel. If the developer earns zero profits, this post-assembly value must equal his
costs. The developer’s costs are capital (K), assembly costs (), and the purchase price of
the unassembled land, p,. Thus, V(2p) + K = K + § + p, which yields p, = V(2p) — . We
can therefore estimate surplus as the difference between the sales price of to-be-assembled
parcels, V(2p) — 4, and the sales price of not assembled parcels, 2V (p): V(2p) — 0 — 2V (p).

The second assumption is that the frictions in the urban land market operate purely as a
supply constraint on assembly. This occurs if regulation prohibits assembly or if landowners
cause assemblies to fail by asking prices that drive the developer profits below zero. These
supply restraints prevents arbitrage from eliminating the surplus to assembly.

If these two assumptions fail to hold we will likely understate frictions in the market



for assembly. First, if there are barriers to entering the market for development, developers
may capture a portion of the assembly surplus. The portion of the surplus accruing to the
developer is reflected in the post-assembly sales price of the newly assembled parcel, not
in the pre-assembly price we use to infer surplus. As a result, our estimate of s would be
biased downward. Second, although the frictions described above almost certainly act as
supply constraints on assembly, there may be other types of market frictions. For instance,
frictions such as regulatory costs (e.g. the time spent getting approval for a project) and
strategic delay may increase the developer’s cost of assembly, 6. An increase in § reduces
our measured value of surplus. A given assembly may have no measurable surplus under our
methodology, but a much larger surplus in the absence of the friction-induced increase in 9.
Thus, even a finding of no price premium paid for to-be-assembled parcels does not rule out
the possibility of an inefficiently low level of land assembly.

Our second and third strategies analyze the size of parcels assembled. Assume that at
time ¢ parcels of size £ and p exist. Assembly technology allows for generating parcels of
size 2p through any combination of parcels yielding an area of 2p. The convexity of the land

value function suggests that

V(p) > 2V(5). (3)

The assembly surplus is therefore higher for assemblies involving only parcels of size £. Land
owners receive the surplus from assembly, and the convexity of land values dictates more
surplus for smaller parcels. (Returning to equation 2 and concentrating on the negative final
term which represent the opportunity cost, we see that 2V (p) > 4V(%)). As a result, in a
competitive market small parcels should be more likely to be assembled than larger parcels.

However, small parcels may also tend to increase the likelihood of private market ineffi-
ciencies. Theoretical work argues that owners of small parcels are more likely to ask excessive

prices (Eckart 1985, Strange 1995). Similarly, the greater number of parcel owners involved
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in an assembly, the greater the odds of strategic delay (Miceli and Sirmans 2007). Both
these factors may cause assemblies with positive surplus to fail. Our second test therefore
examines the influence that parcel size has on the probability of assembly. A finding that
larger parcels are more likely to be assembled suggests that private market inefficiencies
cause an inefficiently low level of assembly.®

Our third test examines the relative sales prices of to-be-assembled parcels by size. Evi-
dence that small parcels command a significant price premium over large ones would support
the theoretical predictions that small parcels owners are unusually likely to ask excessive
prices and engage in strategic delay. An attractive aspect of these final two tests are that
they shed light on the causes of the inefficiency, as both focus on frictions likely caused by

private market failures.

2 Empirical Approach

Our first test compares the land value of assembled and unassembled parcels. To estimate
s, we must recover the land value of both types of parcels. V(p), the land value of an
unassembled parcel, can be recovered using the technique pioneered by Rosenthal and Helsley
(1994) and refined by Dye and McMillen (2007). This technique recovers the value of land
using the sales of homes to be torn down. The value of such a teardown sale reflects only
the value of the underlying land, since the capital is discarded.

A similar logic can be applied to valuing the land used in assemblies. Most assemblies
discard the existing capital and place new capital on the assembled site to take advantage
of the larger building area. Intuitively, if the capital on the initial parcels were retained,

there would be no gain from assembly.® As a result, we also consider parcels that are to

8We view this as very suggestive evidence of private market failures, but acknowledge that there are also
public market frictions (zoning changes, regulatory hurdles) that could be dampened by assembling fewer
parcels.

9Gains from assembly come from placing capital on the new site that was not viable on the old site.

11



be assembled as teardowns and use their sales price as a measure of the value of the land.
We therefore recover the value of assembled land, V' (2p) — §, and estimate the incremental
value that to-be-assembled parcels command relative to teardown parcels. The larger this
incremental value, the larger the surplus earned by landowners selling to an assembler and
the greater the implied frictions in the market for assembly.

One possible objection to the strategy of comparing to-be-assembled parcels to unassem-
bled parcels is that many plots are constrained from assembly. For instance, physical barri-
ers such as steep slopes may prevent assembly. Public capital, such as roads, may separate
parcels and prevent assembly. A parcel ready for redevelopment may be next to a parcel
with a lot of capital, making redevelopment as part of an assembly economically infeasible.
These factors are reasonably viewed as materially different from factors such as zoning and
holdouts which may also prevent assembly. It would be unreasonable to label the failure to
assemble two parcels separated by a road as “inefficient.” However, arbitrage opportunities
should cause the price of assembled and unassembled teardown parcels to converge as long
as a corner solution is not reached in which no feasible assemblies exist. In other words,
as long as there are available assembly opportunities, arbitrage should drive the assembly
surplus to zero. At least in Los Angeles it seems clear that ample assembly opportunities
remain and that a corner solution has not been reached (Landis and Hood, 2005).

We estimate the first test with a panel specification

real sale price

log( igt = B0+ Briassembly; + year*quarter,

lot square footage

+ neighborhood , + Przamenities; + & g4 (4)

real sale price
lot square footage

where is the per-square foot price of land for parcel ¢ in neighborhood

i,9,t
g at time ¢t and assembly, equals one for an assembly and zero for a teardown. (;; captures

the surplus to assembly versus redeveloping within the existing boundaries of the parcel and
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is the coefficient of interest. The estimation sample includes only teardown and assembly
sales.

Assembly may be correlated with the unobservable determinants of price, ¢;,,, for at
least two reasons. First, rising land values often dictate increasing the capital-to-land ratio
and assembly may be required to increase this ratio. Thus, land with a particularly high
value may be more likely to assemble than less valuable land (e.g. there may be a reverse
causality problem). Second, some of the very frictions we are attempting to quantify, such
as zoning, may make high value land less likely to assemble. For instance, more stringent
zoning in Malibu may make assembly less likely there than in Watts. Because land is more
valuable in Malibu than in Watts for reasons having nothing to do with the likelihood of
assembly, this may introduce bias.

We tackle the above endogeneity concerns by observing that the value of land, virtually
by definition, is a function of location. We therefore include a very fine set of geographic
fixed-effects, either census tract indicators or census block group indicators, neighborhood,,.
The comparison of land price between assemblies and teardowns is therefore made only
within very small areas, either a census tract or census block group. There are 2,054 census
tracts and 6,346 block groups in Los Angeles County. The median tract contains 985 parcels,
and the median block group 290.

Of course, some elements of location vary even within small geographic areas. For in-
stance, access to a highway may differ within a neighborhood. We therefore control for
distance to a major highway and distance to urban and commuter rail with the amenities;
vector. Finally, to control for market-wide evolution in price over time we include a full
set of indicators for each quarter in our sample, year*quarter, (i.e., indicators for 1999Q1,
1999Q2, etc, are included).

Our approach departs from the teardown literature in one important regard. The tear-

down literature controls for selection into redevelopment using a standard Heckman two-stage
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procedure. Accordingly, coefficient estimates yield marginal effects for the untruncated, la-
tent dependent variable. As the goal of the teardown literature is to recover the value of
all land, whether redeveloped or not, this is clearly the correct empirical approach. Because
our aim differs, we estimate equation (4) using OLS. Two points bear emphasis. First, the
OLS coefficients recover marginal effects for the truncated, observed dependent variable.
These effects are precisely those required for the first test. Specifically, the OLS estimate
of 411 answers the question: among redeveloped parcels (i.e. in the observed portion of the
distribution), is there excess value to assembly? The arbitrage argument underlying the test
is only valid for parcels actually undergoing redevelopment. Arbitrage should not eliminate
the surplus to assembly for parcels containing capital too valuable for redevelopment. Sec-
ond, although the conditional expectation function is non-linear, OLS provides a well-defined
minimum mean squared error linear approximation.'®

For the second test — in a competitive market, smaller parcels should be more likely to

be assembled — we use the full cross-section of all county parcels from the first year of the

sample (1999). Specifically, we estimate

assembly, ., = [ao + (o1 log(lot square footage,) + neighborhood
1,9 ? g

K value;

+ Pagamenities; + K vintage, *K quantity, + ﬁzgﬁ +€iyg, (5)
ana;

where assembly; , equals one if the parcel is involved in an assembly over the following 11
years of the sample and zero otherwise, and lot square footage; is the size of the parcel. [
captures the marginal effect of lot size on the probability of assembly and is the coefficient
of interest.

(21 is identified under the assumption that lot size is uncorrelated with unobserved deter-

minants of assembly, ¢; ,. There are at least three possible reasons to be concerned that this

10 Angrist and Pischke (2009, page 102-3) and Cameron and Travedi (2005, page 542) discuss using OLS
to fit the conditional expectation function of a left-truncated distribution.
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may not be the case. First, the likelihood of assembly may vary by location, and location
may be correlated with parcel size. For example, parcels near the urban center may be ripe
for redevelopment and assembly due to increased commute times. These parcels may also
be smaller, but it is their lower commute time, not their size, driving the assembly decision.
As in the first test, we net out such neighborhood-specific factors with tract or block group
fixed effects, so that all our comparisons are made within a given, limited geographic area.

The second threat to the credibility of the identifying assumption is the possibility that
large plots tend to have more valuable capital per square foot of land than smaller parcels. All
else equal, the more valuable the capital on a parcel, the less likely the capital is scrapped to
allow for redevelopment and the less likely is assembly. Larger lots may very well have more
valuable capital. For instance, if small lots tend to contain two-story single family homes,
whereas large lots tend to contain multi-story buildings, larger lots will have systematically
more capital. We therefore control for the presence of capital in a flexible, relatively non-
parametric manner by including a full set of interaction terms between indicator variables
for the vintage of the existing capital, K vintage;, and indicator variables for the size or
quantity of the capital per square foot of land, K quantity,;. This approach fails to account
for both differences in depreciation across properties and differences in the initial quality of
the capital given its size. We therefore also control for the ratio of the value of improvements
(i.e. capital) to the value of land, %. Unfortunately, as discussed below, this variable
suffers from measurement error concerns.

A third reason lot size may be correlated with the error term is because not all lots are

2

“assemble-able,” and “assemble-ability” may be correlated with lot size. To be assembled, a
parcel needs a contiguous neighbor, one not separated by an existing road or other physical
barrier. The most extreme example of an “un-assemble-able” parcel would be one that takes

up an entire city block. Such a parcel cannot be assembled given the existing structure of

roads. In general, larger parcels should be more likely to be unable to assemble for such
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reasons. However, this possibility will tend to bias our estimation toward failing to reject
the hypothesis that smaller parcels are more likely to be assembled (and hence make it less
likely we will conclude the market for assembly is inefficient).

We implement the third test — in an efficient market, small parcels should not sell into

assembly at a premium — with a panel specification

real sale price

log( igt = D30+ Oa1log(lot square feet;) + year*quarter,

lot square footage

+ assembly group, + [Bzgamenities; + €; 44, (6)

where assembly group,, is an indicator variable for a set of contiguous parcels which are assem-
bled together. (We provide a more precise definition below.) (33, captures the marginal effect
of lot size on sales price and is the coefficient of interest. The sample is limited to only parcels
involved in an assembly and the inclusion of the assembly group, term ensures the influence
of lot size on sales price is measured solely within groups of parcels assembled together. The
identifying assumption required for equation (2) — that lot size is uncorrelated with the un-
observed determinants of price — is therefore extremely plausible. To-be-assembled parcels
are sold only for their land value. Within an assembly group the parcels are contiguous to

each other and thus have the same locational, or land, value.

3 Land Assembly Definition and Institutions

Before estimation, we discuss the institutions of land assembly and our data. This section
presents our empirical definition of land assembly and then discusses the institutions for
assembly in Los Angeles County.

To explain how we define land assembly in our dataset, we first define a “parcel change

group.” A parcel is part of a parcel change group if it or its ancestor or descendant parcel(s)
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ever changes. However, parcels combine and disaggregate in a number of different ways, so
membership in a a parcel group does not alone indicate assembly. The list below presents

three examples of possible parcel changes.

A 3—-1—-7
B.1—5

C.8—1—2

We define a change group to have land assembly if any part of the parcel change group goes
from n > 1 properties to one. In the example above, this includes cases A and C, but excludes
case B. Case C involves land assembly (8 parcel into 1 parcel) followed by disassembly (1
parcel into 2 parcels). We use this definition, despite the fact that it encompasses episodes
of net disassembly, because we wish to consider any development that includes any land
assembly as a redevelopment that would not occur without the assembly step.

In addition, this definition is a good match with our data. Parcel identification numbers
change only when the physical boundaries of a parcel change. We observe all changes in
parcel numbers and thus measure all assemblies as defined above.

When is the type of land assembly we have defined required? A developer may purchase
adjoining land with the intent of building new structures but not go through the formal pro-
cess of “assembling” in legal terms.!! It is this legal assembly which we observe in the data.
For the purposes of our estimation, this type of underreporting likely biases our estimates of
the inefficiency of land assembly downward, by mistakenly putting some assembled parcels in
the competitive market comparison group. Interviews with practitioners, however, suggest
that legal assembly is very likely for projects requiring financing, since assembly lessens the

financier’s cost in the case of default (interview citations appear after the bibliography.

1Tn such cases, with multiple owners, owners usually write legally binding easement agreements across
properties.
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There are two circumstances under which formal assembly is required, and these regu-
lations are the province of the city (or the county for unincorporated areas). To the best
of our knowledge, these two circumstances do not vary across regulatory jurisdictions in the
county. In general, cities do not require developers to assemble parcels, even when a new
structure spans more than one parcel.!? The first of two exceptions to this laissez-faire policy
is when the new land use will be condominiums. Each unit in a condominium must have a
separate parcel, as each unit may have a unique legal owner. Therefore, any land combined
for condos must be assembled.

The second exception from the laissez-faire policy is a function of the use of the property.
Suppose that a city’s zoning requires two parking spaces for each multi-family unit, and that
the developer has purchased two parcels upon which to build a new multi-family development.
If the developer builds the parking on one parcel and the structure on the other, he is required
to legally assemble the parcels. Cities make such a requirement to ensure that all future sales
keep parcels in compliance with zoning regulations. The developer can avoid the requirement
to legally assemble by building a structure that spans both parcels.

Even if it is not legally required, a developer may still wish to assemble parcels. Selling
an assembled parcel, rather than multiple unassembled parcels reduces uncertainty in future
transactions. Assembly also yields a reduction in legal paperwork.

It is important to note that the legal land assembly process does not trigger a reassessment
under California’s Proposition 13. Proposition 13 limits the increase of a property’s assessed
value to two percent per year, and the assessed value raises to market value at sale. Thus,
a developer may face a increase assessment due to property purchase, but does not face an

increased assessment due to the legal act of assembly.!?

2Information in this section comes primarily from an interview with Wolfgang Krause, Chief Planner,
City of Glendale, May 2010. We plan to improve this section through additional interviews.
13This information comes from the Special Investigations Section, Los Angeles County Assessor.
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4 Data

Our project relies on multiple sources of data. We summarize the data here, and refer
interested readers to our lengthy Data Appendix for full details on all data inputs and data
construction details. The three key components of our data are the annual property-level
data for Los Angeles County, sales data for properties, and census neighborhood measures.

Our annual property data consist of three key parts: (i) ten annual cross-sectional obser-
vations of the 2.2 million parcels in the County of Los Angeles, (ii) a dataset listing all parcels
that change, and the number of the parcel(s) to which they change, and (iii) electronic maps
with geographic information on all properties.

The annual cross-sections are the heart of the dataset. In each year from 1999 to 2010
(except for 2003'") we observe attributes about each individual piece of property in the
88 cities and the large unincorporated area of Los Angeles County. We observe too many
attributes to list here, but briefly the data include attributes about the property itself (e.g.,
size and location); attributes about the building on the property (e.g., building size); and
attributes about the legal regime that governs the property (i.e., the use and zoning rules
for each property). Thus, this part of the dataset includes somewhat more than 24 million
observations with many descriptive variables.

The second part of the data is a file that allows us to take the 11 cross-sections and make
them into a true panel by linking property identification numbers over time. Though most
properties retain a constant identification number throughout the sample, some properties
split or merge. Our dataset of all property identification number changes allows us to follow
each initial piece of land to its current, perhaps aggregated or disaggregated, form. While
this task is conceptually simple, it has mechanically been quite difficult, and the bulk of our

data assembly has been devoted to making sure that we have built these linkages correctly.

14\We were never able to get access to this cross-section.
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The third and final part of the annual property data is electronic maps of all parcels.
These maps, which we have from 2006 onward, allow us to pinpoint the exact location of
each individual property and calculate distances from one property to another, or from a
given property to key urban amenities, such as light rail stops or freeways. These maps also
allow us to assign each property to an unique census block group.!®

We combine this panel of all properties in the county with all property transactions by
property identifier. Specifically, we observe the last three sales on each property as of 2006,
and sales in the last two years from 2009 and 2010. This leaves a small gap of sales in 2006.
We limit the sample of transactions to include only arms’ length transactions and make other
small adjustments as defined in the Data Appendix.

We measure neighborhood economic and demographic factors with data from the 1990
and 2000 Decennial Censuses at the block group level. To use the 1990 block group data,

we use GIS mapping to make a correspondence from 1990 to 2000 census block groups.

5 Results

We now turn to describing the results of each our three tests in turn.

5.1 First Test: Surplus Value of Assembly

We begin to motivate our comparison of assembled to teardown parcels by comparing their
characteristics. Our sample is assembly and teardown parcels for which we observe a sale
within four years of assembly or teardown, including the year of assembly.'® We define a
property as a teardown if the structure’s age changes in our panel. Specifically, we require
that the replacement structure be newer than the old structure, that the new structure is

built after 1998, and that the old structure was built before 1990.

150n average, populated block groups in Los Angeles contain approximately 1,400 people.
16 Although we observe an exact date for the sale, we observe only the year for teardown or assembly.
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Columns (1) and (2) of Table 1 present summary statistics for our sample of assembly
and teardown parcels, respectively, while column (3) displays the mean difference between
these types of parcels. Assemblies and teardowns differ on all observable dimensions, a
potential problem for our first test given its requirement that assemblies and teardowns
be comparable on all unobserved determinants of price other than assembly status. While
we could control for these covariates in equation (4), the systematic differences raise the
possibility that assembly and teardown parcels differ on unobserved dimensions.

Column (4), however, presents regression-adjusted mean differences conditioned on census
tract fixed effects.!” In this and all following regressions, we report standard errors clustered
at the tract level. With the comparison between the two parcel types made only within
small neighborhoods, differences are very small and imprecise. The notable exception is the
probability of being a single family parcel. Overall, we view the results of column (4) as
supportive of our identification strategy which relies on geographic fixed effects to control
for unobservable differences between the two types of parcels. The right half of the table
repeats this exercise for neighborhood demographic variables which are expressed as the level
difference between 1990 and 2000 values. The same pattern of no difference conditional on
tract-level fixed effects holds.

Given the results in Table 1, we take care below to address the difference in single family
status. Most specifications include a control for use type. We also present specifications
that restrict the sample to only single family parcels or non-residential parcels to make the
teardowns and assemblies as comparable as possible.

Table (2) presents the results for our first test (in a competitive equilibrium, the price of
teardowns and assembly parels should equate), implemented by estimating equation (4) on

the panel of teardowns and assemblies. The coefficient estimate in column (1) indicates that

1"The demographic characteristics, such as the poverty rate, are from the census and are measured at the
block group level. The census tracts in the sample on Table 1 have an average of 2.5 block groups within
them.
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being in an assembly is associated with an almost 65 percent sales price premium relative
to being sold for redevelopment without a change in parcel boundaries. The extremely large
magnitude of the assembly surplus suggests substantial frictions in the market for assembly.

Columns (2) - (4) present alternative specifications. Column (2) addresses within neigh-
borhood variation by adding neighborhood demographic controls at the block group level
and controls for local amenities. Column (3) further addresses intra-neighborhood variation
by controlling for very finely grained neighborhood effects. Instead of tract fixed effects,
we use block group fixed effects. Column (4) controls for the evolution in price specific
to each tract by using tract fixed effects and tract-level linear trend terms. Regardless of
specification, the magnitude of the surplus estimate falls only slightly.

The remaining columns use different subsets of the sample. Column (5) includes assem-
blies only if we observe that the existing capital is torn down and replaced with new capital
following assembly. It is possible that assemblies may occur with the aim of redeveloping
at some point in the future, not immediately. If so, the sales price of the to-be-assembled
parcels reflects the return to any existing capital over the period before redevelopment. Such
a scenario would bias our surplus estimates upward. In this case, estimates in Columns (1)
to (4) should be interpreted as upper bounds.

However, we can identify assemblies that lead to immediate new construction. Due to
the nature of our data, we under-identify these parcels. For a given assembly, pre-assembly,
we observe attributes for one structure per parcel, though a parcel may, in fact, contain more
than one parcel. For each parcel change group before assembly, we find the minimum and
maximum of the age of the structure on each parcel: max(age, ,.s,..) and min(age.. o) (€

indicates a parcel change group). We observe similar ages post-assembly: max(age ) and

c,after
min(age, ,s.e-). We define parcels as being assembly teardowns only if max(age, p ore) <
min(age, ,s.,). This is likely too restrictive, so we interpret results from this sample as lower

bound estimates of the surplus. Though these results are smaller, the magnitude is similar
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to the unrestricted sample.

To address the concern that assembled parcels are systematically less likely to be single
family than are teardowns, Columns (6) and (7) restrict the sample to single family parcels
only. The results increase in magnitude somewhat. Columns (8) and (9) restrict the sample
to non-residential properties only and report estimates similar to that produced by the full

sample.

5.2 Second Test: The Influence of Lot Size on the Probability of

Assembly

Our second test states that in an efficient market, developers should prefer to assemble larger
parcels. Table 3 presents the results for this second test, implemented by estimating equation
(5) on the 1999 cross-section of all parcels.!’® The coefficient in column (1) indicates that a
10 percent increase in the size of a parcel increases the probability of ever being assembled
by 0.1 percent. This is a large effect, equal to 10 percent of the sample mean probability of
ever assembling (see the bottom row of the table). The estimate can also be interpreted as
indicating that the elasticity of the probability of assembly with respect to lot size is roughly
1.

Columns (2) - (4) present specification permutations which result in very little change
in the lot size coefficient. In column (2), the estimates are robust to conditioning on the
extremely finely grained block group fixed-effect. To better purge intra-neighborhood varia-
tion, Columns (3) and (4) add parcel- and neighborhood-specific covariates. Parcel-specific
covariates are dummies for use type (four categories), the improvement to land ratio (from
1999 reported assessed values for each) and the distance to key amenities as above. The im-
provement to land ratio is measured with error, as Proposition 13 caps increases in assessed

values to 2 percent per year until sale. Neighborhood demographics are as in the first test.

1BSummary statistics for this sample are in Appendix Table 1.
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As neighborhood demographics are observed at the block group level, we omit them in all
specifications with block group fixed effects.

Across specifications, and despite the fact that the model argues that the surplus to
assembly is largest for small parcels, large parcels are more likely to assemble. Thus, this
evidence is consistent with the theory that holdouts and strategic delay impede the market
for assembly.

The K vintage; * K quantity, terms (full interactions of decile dummies for structure size
per lot square foot and structure age) are not included in columns (1) - (4). We are interested
in results conditional on these variables, because they are a relatively non-parametric method
of capturing the quantity and quality of capital per parcel. Including these terms, which
are not available for all parcels, truncates the sample. For comparison purposes, columns
(5) and (6) replicate columns (3) and (4) using the truncated sample without adding the
K wvintage; * K quantity, terms. Although around one-third of the assemblies are lost from
the sample — see the bottom row — the lot size coefficient is essentially unchanged. Columns
(7) and (8) add in the K vintage,* K quantity, terms and again the coefficient is little altered.

Table 4 presents robustness checks based on columns (7) and (8) of Table 3. To examine
whether effects differ by initial use, consistent with the concern raised in Table 1, columns
(1) and (2) restrict the sample to only single family parcels, while columns (3) and (4)
restrict the sample to only non-residential parcels. The marginal effect of lot size on the
likelihood of assembly is remarkable consistent across these use categories. The remaining
columns exclude the least dense block groups in order to ensure our results are driven by
outcomes in a dense urban setting. The parcels excluded are generally located in outlying
areas of the county where land subdivision and new development, as opposed to assembly

and redevelopment, are likely more prevalent. Again, the results are little changed.

24



5.3 Third Test: Influence of Lot Size on Price of To-Be-Assembled

Parcels

Given our finding that the amount of land assembly is inefficiently low, we now move to
our third test: in an efficient equilibrium, small parcels should not sell into assembly at a
premium. Table 5 presents the results for this third test, implemented by estimating equation
(6) on the panel of parcels ever entering into an assembly and for which we observe a sale
either in the year of or in the three years prior to the assembly. Column (1) includes all use
types, while columns (2) and (3) restrict the sample to single family and non-residential. The
results indicate that a 10 percent increase in parcel size reduces the sales price of a to-be-
assembled parcel by roughly 9 to 10 percent. Alternatively, the results suggest an elasticity
of price with respect to lot size of around 1. The substantial premium to small parcels
supports the hypothesis that owners of small parcels of land tend to hold out and demand
higher than average prices for their land — behavior which works to reduce the number of

successful assemblies.

6 Conclusion

In sum, the evidence offers a robust rejection of the conjecture that the market for land
assembly functions efficiently. This rejection occurs despite the fact that land ownership is
clearly defined, a precondition for an efficient transaction. Our evidence on the premium
paid to small parcels suggests that at least part of this inefficiency is due to private market
failures, and not to governmental regulation of land. These findings speak to the literature
on the regulatory tax and the historiography of urban renewal.

Glaeser and Gyourko (2002) and Glaeser et al. (2005), and a large following literature
defines the regulatory tax as the difference between the competitive market price for land

and the observed price for land. It then attributes this difference to market failures due to
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government regulation. This paper points out that the wedge between the competitive and
observed prices contains — at least in the case of parcels purchased for assembly, which we
know to be a non-trivial amount of new construction — the effects of both public and private
market failures. Thus, this methodology may overstate the impact of the regulatory tax. In
future work, we hope to examine the role of public market constraints on the likelihood of
assembly.

If land assembly indeed operates as inefficiently as we suggest in this work, it is natural
to look to government for remediation. The most recent large-scale government action to
assemble land is what is known as “urban renewal,” a process in the United States, Canada
and in some parts of Europe in the 1960s and 70s. Urban renewal used the government’s
power of eminent domain to assemble small parcels of land, predominantly in the urban
core. While readers may associate renewal with tall towers of public housing, this was
not its predominant output. Urban renewal generated substantial high and middle income
housing, as well as non-residential construction. Copley Place in Boston, and the “new
downtown” atop Bunker Hill in Los Angeles are both examples of urban renewal. Urban
renewal ended amid charges of developer cronyism and racism, and has largely been judged
harshly by historians (Cord, 1974). Our results suggest that urban renewal may have been

a bad but best solution to a very difficult problem.
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Figure 1: Ratio of Assemblies to Permits
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