~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Narwold, Andrew

Conference Paper

Historical Designation and Residential Property Values

46th Congress of the European Regional Science Association: "Enlargement, Southern Europe
and the Mediterranean”, August 30th - September 3rd, 2006, Volos, Greece

Provided in Cooperation with:
European Regional Science Association (ERSA)

Suggested Citation: Narwold, Andrew (2006) : Historical Designation and Residential Property Values,
46th Congress of the European Regional Science Association: "Enlargement, Southern Europe and
the Mediterranean", August 30th - September 3rd, 2006, Volos, Greece, European Regional Science
Association (ERSA), Louvain-la-Neuve

This Version is available at:
https://hdl.handle.net/10419/118285

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/118285
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Historical Designation and Residential Property Values

Andrew Narwold

Abstract

The State of California enacted the Mills Act in 1972. This act allowed local
municipalities the option of setting up a historical designation program. The main feature of the
program was to allow the owners of historical buildings a reduction in their property taxes in
return for an agreement to not alter the exterior fagade of the designated building. The extent of
the property tax deduction results in a savings of anywhere from 40 — 80 percent. This means
that for a $1,000,000 house, the tax benefits may run to $8,000 per year. Theory suggests that
the value of this tax benefit should be fully capitalized into the price of the home. The degree to
which it is not may suggest the cost to the homeowner for agreeing not to alter the building. This
paper uses hedonic regression analysis to estimate the value of historical designation to single
family residences in the City of San Diego. The results presented suggest that historical
designation results in a 16 percent increase in housing value. This result is significantly higher
than the capitalization of the property tax savings would suggest, implying market value in the
historical designation itself.

Introduction

In 1972 the State of California passed a law that since has become known as the Mills
Act, named after the author of the legislation. The Mills Act allows for cities and counties to
create programs designed to aid in the historic preservation of structures. The program allows
for a reduction in property taxes on historically designated properties in return for a commitment
by the owners of the property to maintain the property without significantly altering its
appearance.

The details of the Mills Act require a participating local government to enter into a
contract with the owner of the historical building. This contract has several key features. The
contract is valid for ten years, and is automatically renewed yearly, unless notice to cancel is
given by either party. Under the terms of the contract, the property owner agrees to maintain and

rehabilitate, if necessary, the external fagade of the structure. In return, the property tax for the



structure is reduced. The tax basis for the structure is based either on the income produced by
the building for rented structures, or the income producing potential for owner-occupied
structures. This income stream is then converted into a value for the structure based on a
capitalization rate. This imputed value then becomes the tax basis for the purposes of property
tax assessment. California currently imposes an approximate one percent levy on real property.
Estimates of the property tax savings from entering into a Mills Act contract for a historical
house range from 40 to 80 percent.

Although there are few exact numbers, a survey in 1995 found that 39 cities were writing
Mills Act contracts with a total of 119 statewide. Currently there are an estimated 89 cities and
1662 Mills Act contracts statewide according to the California Office of Historic Preservation.
The number of contracts is provided is the lower bound of the actual number of contracts as there
is no enforcement to insure that all contracts are recorded with the State of California. However,
the City of San Diego has by far the largest number of Mills Act contracts with over 400. The
City of Los Angeles is second with around 200 contracts. The City of Anaheim is third with
approximately 125 contracts.

The City of San Diego’s experience is probably similar to that of most other cities and
counties operating under the Mills Act. The City of San Diego did not start writing Mills Act
contracts until 1995, though the Historical Resources Board has been assigning historical
designations since 1967. Figure 1 shows the relationship between the number of Mills Act
contracts written yearly since 1995 as well as the median housing price for San Diego. Not
surprisingly, the City of San Diego experienced a large upswing in the number of Mills Act
contracts in the late 1990’s as housing prices started to soar. The City of San Diego started to

experience some financial difficulties in 2002 due to under-funded pension liabilities. This



resulted in significant pressure on the Historical Resources Board to limit the loss in tax revenue
associated with the Mills Act contracts. This has led to a major decline in the number of Mills

Act contracts being processed annually.

Figure 1
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Data

Data were collected on sales of single-family detached housing in two zip codes in San
Diego, California from January 1, 2000 through December 31, 2005. The two zip codes, 92103
and 92104, were selected for several reasons. These zip codes contain some of San Diego’s
oldest neighborhoods and therefore have a relatively large proportion of historically designated

homes. The housing stock is relatively heterogenous having been built between the early 1900°s



and late 1940’s. Since these zip codes are contiguous, many of the neighborhood characteristics
such as school quality, proximity to downtown and beaches, and crime rates do not vary greatly.
During this five-year period, 2251 single-family residences were sold in these two zip
codes. Of these houses, 35 had received historical designation by the City of San Diego and the
owners had signed a Mills Act contract. Table 1 presents the descriptive statistics for the

historically designated houses within the data. Table 2 presents the descriptive statistics for the

rest of the sample.

Descriptive Statistics — Historically Designated Houses (n=35)

Table 1.

Variable Mean Std. Dev.  Minimum Maximum
Bathrooms 1.8 0.15 1 5
Bedrooms 3.1 0.15 2 5
SQ FT Structure 1990 141.59 940 4350
Lot SQ FT 7662 737.95 3297 24829
Years old 69 3.42 5 93
Days Since Sold 747 90.71 38 1933
Sale Value 908700 79788.52 315000 2250000
Table 2.
Descriptive Statistics — Non-historically designated houses (n=2216)
Variable Mean Std. Dev.  Minimum Maximum
Bathrooms 2.2 0.02 1 6
Bedrooms 3.2 0.03 1 9
SQ FT Structure 1743 16.27 900 7595
Lot SQ FT 6781 106.60 1197 49222
Years old 65 0.45 1 100
Days Since Sold 909 12.18 1 2185
Sale Value 636006 7610.04 300000 6500000




There are several interesting results in the descriptive statistics. The historically
designated houses tend to have fewer bedrooms and bathrooms, but overall have more square
footage in both the structure and lot size. Perhaps somewhat surprisingly, the historically
designated houses are not that much older than the other houses. The average year built for a
historically designated house is 1936, while for the rest of the sample the average was 1940. The
days since sold variable measures the number of days between December 31, 2005 and when the
house was sold. During the period 2000-2005, San Diego experienced strong appreciation in
housing prices, averaging by some accounts more than 10 percent a year. The larger the Days
Since Sold variable, the earlier in this five-year range the property sold, and therefore did not
receive the run-up in appreciation that houses that sold later in this period received. Finally,
there is the difference in the actual sales price of the houses, with the historically designated

houses selling on average for $270,000 more than the rest of the sample.

Model and Results

DiPasquale and Wheaton (1996) develop a model of housing values that can be used to
incorporate the effect of a Mills Act contract. Equation 1 provides an expression for the market
price of house with type k characteristics in city j:

Py = [Rij + Gj - tiPy] /i (1)
where Py is the market price, Ry is the market rental rate for a house with the housing
characteristics K in city j, G; is the level of government services in city j, t; is the property tax rate
in city j, and i is the capitalization rate. In California, the State Board of Equalization insures

that property taxes are consistent across all cities and counties, and is currently set at roughly one



percent of the market value of the property upon transfer of the property. This provision
effectively eliminates the potential sorting of municipalities by property tax rates and the level of
services. It also implies that changes in the property tax rate will be completely capitalized into
the market price.

A 50 percent savings in property taxes reduces the property tax rate from 1 percent to 0.5
percent. Using equation 1, and complete capitalization, this would imply that the value of the
house should increase by 0.5/i percent. Assuming a low end value for the capitalization rate of
10 percent, would result in the observation that houses covered by Mills Act contracts should sell
on average for 5 percent more than similar homes in the neighborhood.

This conclusion does not take into account the possible constraint imposed by Mills Act
contracts in terms of the restriction on changing the fagade of the house. Presumably, this
restriction, if binding, would reduce the value of the tax benefit. On the other hand, some house
buyers might be willing to pay more for a house that has been historically designated.
Furthermore, one possible avenue for historical designation is based on the architecture and
visual significance of the building, and therefore the designated houses may have a higher
quality than other houses in the neighborhood.

Table 3 presents the results of simple hedonic regression with the log of sales price as the
dependent variable. Since the sample was for two adjacent neighborhoods, there are no variables
reflecting neighborhood characteristics. Not surprisingly for these neighborhoods, buyers appear
willing to pay a premium for older houses. The time trend variable is very significant, and
implies an annual appreciation rate of 10 percent for houses in these two zip codes. Finally, the

dummy variable for Mills Act contract is highly significant. The coefficient suggests that



historical designation and the corresponding Mills Act contract increases the value of the house

on the order of 16.5 percent.



Table 3.
Regression Results — Log of Sales Price

Variable Coefficients Standard Error t Statistic
Intercept 13.060248 0.029015 450.120
Bathrooms -0.000330 0.009290 -0.036
Bedrooms -0.069888 0.006850 -10.202
SQ FT Structure 0.000390 0.000012 31.880
Lot SQ FT 0.000004 0.000001 3.314
Years old 0.000829 0.000282 2.944
Days Since Sold -0.000357 0.000010 -36.160
Historical 0.164610 0.045640 3.607

n=2251, R>=0.57

Conclusion

The State of California enacted the Mills Act in 1972. This act allows local
municipalities the option of setting up a historical designation program. The main feature of the
program is to allow the owners of historical buildings a reduction in their property taxes in return
for an agreement to not alter the exterior fagade of the designated building. The extent of the
property tax deduction results in a savings of anywhere from 40 — 80 percent. This means that
for a $1,000,000 house, the tax benefits may run to $8,000 per year. Theory suggests that the
value of this tax benefit should be fully capitalized into the price of the home. The degree to
which it is not may suggest the cost to the homeowner for agreeing not to alter the building. This
paper uses hedonic regression analysis to estimate the value of historical designation to single
family residences in the City of San Diego. The results presented suggest that historical

designation results in a 16 percent increase in housing value. This result is significantly higher



than the capitalization of the property tax savings would suggest, implying market value in the

historical designation itself.
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