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Small Town Zoning


Zoning is a system of land-use controls and ordinances that are applied by local governments to municipalities in order to protect the value and usefulness of property within each district.  Although it has been practiced since the 1920s, it wasn’t until the 1960s that zoning reached the level of restrictiveness and use it experiences today.  Zoning and municipal governments formed as a response to the failures in the housing market and public services market that resulted from a rapidly growing and urbanizing society.  Among the numerous challenges presented were the negative externalities and neighborhood costs associated with development and the problem of free-riders.  In light of these circumstances, applying a simple-competitive pricing model to this “abnormal” market does not suffice and intervention in the form of zoning must be adopted.


The first advantage of zoning is that it divides each municipality into specific districts designated for a certain use: residential, commercial, recreational, etc.  The purpose of this condition is to mitigate the negative externalities that arise when one property owner’s actions influence their neighbor’s property in a detrimental or offensive way, producing social costs that are greater than the individual’s production costs.  These added “neighborhood costs” are an inefficiency because they have been externalized by the individual property owner and result in the over-production of the use in question.  By splitting each municipal into districts designated for a specific use it is assumed that no extra costs will be imposed by one property owner to another since they share a common purpose (“Zoning for the Regional Welfare” 751).


A second function of zoning is to abolish free-rider problems that stem from the non-exclusive nature of public and municipal services.  Most municipal services are financed through property taxes; this is problematic because it creates an incentive for new property owners to enter and build low-value homes in high-income neighborhoods.  By doing so, the new homeowner can enjoy superior amenities and services while existing homeowners bear the majority of the costs.  Zoning addresses this inefficiency by setting certain levels of construction and lot-size that are appropriate for a specific area and promote even property taxes and fair redistribution of income.


Despite the good intentions of zoning to internalize social costs and address market failures, new inefficiencies and challenges have emerged from its use.  The first is that many of the imposed land-use regulations and restrictions serve to raise property values in a controlled area to a level that excludes low-income families from entering or remaining.  This consequence has been empirically supported by scores of studies that use a hedonic pricing model to compare the value of property subject to regulations with the value of less regulated property.  A study conducted in the San Francisco Bay Area found that home prices in growth controlled districts were 17-38% higher than those in uncontrolled districts (Katz 158).  The threat of these findings is that there is an incentive for municipals to artificially restrict the supply of housing in their district in order to raise property values and individual utilities, putting pressure on other municipalities to serve medium or low-income families and develop land for “unwanted” uses.


The failure of zoning lies in the fact that real-world situations deviate from economic models since all individuals are self-interested and rational and will try to maximize their own individual utility.  Thus, “municipalities often use their zoning power to regulate the allocation of developable resources in pursuit of other, parochial goals” (“Zoning for the Regional Welfare” 748).  Instead of serving the “general welfare”, those in charge of zoning boards and municipal governments have an incentive to serve their own and regional needs, neglecting the rest of the community and society at large.  This is especially burdensome for low-income residents who face significant hardships and barriers due to the lack of concern for their welfare from those with higher income or political power.


It is effective to consider zoning in a theoretical way in order to fully understand the inefficiencies that ensue from its institution.  Essentially, the function of zoning shifts part of a property right from the individual to the entire community.  By doing so the property right becomes collective and can be used to maximize the net worth and utility of those who control the process.  This, along with unequal redistribution of income, results in outcomes that are not efficient for the average property owner in a municipal district.  Furthermore, zoning can comprise an individual community member who is not directly involved in the local government because most land-use regulations can be and are made without the consent of those affected by the change (“Zoning and Land Use Regulation” 403.)  An example of this problem is the common use of  “spot zoning” which allows specific exceptions to be made to a broad regulation; obviously easier for those in control to exploit than those who are uninvolved.


Another inefficient aspect of zoning is the practice of “grandfathering” which enables existing residents, and those who control the zoning process, to institute new and stricter standards for future development without having to comply themselves.  Again, the use of zoning to benefit those in power is demonstrated since potential homeowners become subject to higher standards that will enhance the property values for the entire district.  The new property owners bear a higher and uneven share of the costs that accompany changes in regulation, informally subsidizing the home values of existing homeowners.  In this scenario there is also an incentive for property owners of undeveloped land to anticipate the coming of more rigorous standards and over-build their lots before potential regulations emerge (“Zoning and land Use Regulations” 406).  


Bargaining has also become a significant avenue for inefficiency in land-use regulation since the Supreme Court cases of Nollan v. California Coastal Commission and Dolan v. City of Tigard set forth limits and requirements of proportionality between the social cost of a regulation and the concession required by the perpetrator of the negative externality.  In theory this condition would seem adequate and favorable to the individual property owner, however, in practice that is not the case.  Instead what results is “relatively open-ended regulatory power with tight restrictions on regulatory bargains, representing the worst of both worlds” (Fennell 4).  Landowners become subject to excessive regulation and due to an inherently one-sided power structure, do not have the protection they need from overregulation.  Thus, in general a “community’s preferred regulatory regime will be more restrictive than the socially optimal point” (Fennell 23).        


Aside from the major inefficiencies addressed above, zoning can be unproductive and wasteful when lobbying and interest groups materialize as a response to unfavorable regulations and development proposals.  With cash and time, residents and developers expend extra resources to increase their influence and encourage outcomes that are satisfying to them.  In this process strategic alliances can emerge and those who are not pleased by the resulting outcome will have wasted substantial amounts of energy and cash, plus the opportunity cost of these efforts.

The effects of zoning on the housing market, by reducing supply and increasing home values, has grown drastically in the United States over the last thirty years and is becoming a carefully studied and concerning issue for economists and property owners alike.  However, the nature, process, and outcomes of zoning vary substantially depending on the character and size of the municipal in question and certainly affect large urban cities much differently than small rural towns.  Due to an abundance of empirical investigations on zoning and home prices in large urban areas, the remainder of this paper will attempt to model the economics of zoning in the special case of a small resort town.  A low-income development project recently proposed in Ketchum, Idaho will be examined to show the typical zoning process that occurs in a small resort town and its impact on rising property costs.

The town of Ketchum is located in Blaine County, Idaho, and serves as a gateway to the Sawtooth Mountains and the location of the first ski resort, Sun Valley Resort.  Blaine County is constituted of about 21,000 people, 16% of whom reside in Ketchum, 32% in the next closest town, Hailey, and the rest spread out within the county.  Residents value Ketchum for its scenic beauty, small town atmosphere, natural environment, and recreational amenities, specifically skiing.  The commercial center can be found around the intersection of Main Street (Hwy 75) and Sun Valley Road and according to Ketchum’s city counsel “the charm of Ketchum is captured in its centralized downtown that maintains a turn-of-the century town appeal” (“Comprehensive Plan” 1).  Most residential housing is concentrated in two neighborhoods, West Ketchum and Warm Springs, and the remaining land surrounding the town is designated as public space, managed by the Sawtooth Forest Ranger District.  Due to the disagreeable topography of undeveloped land, including steep hillsides, forested slopes, and a narrow river valley, Ketchum has “natural growth controls” and the established land-use pattern will most likely not change dramatically over the next twenty years (“Comprehensive Plan” 16).

Ketchum’s residents are as unique as its land structure.  The median home price in 1999 was $575,000 in Ketchum, compared with only $174,000 in the neighboring town of Hailey.  Though Hailey is only twelve miles away from Ketchum, its further proximity to the ski-mountain and Wood River has a substantial affect on its economic value.  Furthermore, about half of residents in Ketchum derive their income solely from investments (dividends, interest, and rents) and many are retired; suggesting that a large amount of potential time and cash could be spent by this group for political influence.  The last important condition to be aware of is that of the homes in Ketchum, only 43% are owner occupied, whereas 57% are occupied by local renters.

One of the greatest challenges facing this small resort town is increased property values from construction revolving around the development of second homes and tourist accommodations, exemplified by the increased value of a single family home by 32% in just one year from 1996 to 1997 (“Comprehensive Plan” 94).  The rising costs to develop land, combined with the decreasing supply of land for development, have contributed to a significant reduction in affordable housing for local residents.  Ketchum’s zoning committee has identified this as a key issue, explaining “that although there is ample housing in Ketchum, an imbalance exists.  Due to the high cost of land, low-end and affordable housing is not able to be developed utilizing market forces alone” (“Comprehensive Plan” 94).  As a result, many residents have been forced to migrate south, towards Hailey, where home prices are lower.  Another consequence of this trend is that many of Ketchum’s business owners have had to move out of town, no longer able to vote or run for office in the district where there business is.  Another justification for the development of low-income housing rests in the fact that Ketchum is currently only at 50% build-out, assuring the potential for future development projects.

In the case of a development project for low-income housing in Ketchum, a model based on economic assumptions can be used to determine whether the proposition will likely be accepted or rejected, and if accepted, where the project will be built in the town.  Some components of the model have been borrowed from the research done by Edward Glaeser, Joseph Gyourko, and Raven Saks, however, some parts are unique and specific to this situation.  Along with developers (D) this model will have two locations and groups of residents: W (Warm Springs neighborhood residents, next to the ski resort) and S (residents on the south side of town near Hailey.)  The utilities of each group are:

· U(D)=(HV( h)/i – Ki    where HV is home value, h is number of homes built, K is the cost of construction, and i is the annual interest rate

· U(W)=f(w, a, r)   where w is population density, a is an individual desire to live near the ski-lifts, and r is the number of low-income renters in the neighborhood 

· (U(S)=f(s, r)   where s is population density and r is number of low-income renters.  For this group, utility will be fixed given the difficulty in organizing.

The economic assumptions necessary to facilitate the success and accuracy of this model are:

1. Individuals maximize their own utility through maximizing their home values and externalizing the negative costs associated with development to another group

2. Development in Warm Springs will lower the home values in that locale, while not affecting the home values near Hailey

3. The incomes of W are greater than the incomes of S

4. Relatively, W and S have the same amount of time to use for influence

5. If the development project is accepted, W will anticipate a favorable outcome and exercise less resources and effort   

Whether the development project will be accepted or rejected by the zoning authority (Z) of Ketchum will depend on:



[( + gc(CZ – CD) + gt(TZ – TD) + (]   

where ( is the authority’s distaste for development, gc is the influence of cash, C is the amount of cash used by residents (Z) and developers (D) to influence the decision, gt is the influence of time, T is the amount of time spent to influence the decision, and ( is the error term.  There is always some positive probability that the project will be accepted and some positive probability that the project will be rejected.  The probability that the project will be accepted and development will occur is:



P(accept)= [0.5 + gc(CD – CZ) + gt(TD – TZ) - (]

The probability that the project will be rejected and development will not occur is:



P(reject)= [0.5 + gc(CZ – CD) + gt(TZ – TD) + (]

Given that W is the cost of time, the cost to each group of influencing the decision is:



Cost(D) = WDTD – CD



Cost(Z) = WZTZ – CZ   

The cost of time is assumed to be greater for developers.  Developers and residents will chose C  and T to increase the probability of the outcome they favor.  Given that NB is the net benefit developers will receive from the development project, developers will seek to maximize:



[0.5 + gc(CD – CZ) + gt(TD – TZ) - (]  if   NB > Kr + WDTD + CD 

Given that NL is the net loss to residents from the development project (mainly realized through decreased home value), the zoning authority will seek to maximize:



[0.5 + gc(CZ – CD) + gt(TZ – TD) + (]  if NL > WZTZ + CZ 

Since the derivative of home value (HV) with respect to the number of homes (h) is negative, the net loss to residents from development will depend on the size of the project (() and the current build-out level of the area (().  If ( and ( are relatively large, residents will use more cash and time and the project will most likely be rejected.  If ( and ( are relatively small, residents will use less cash and time and the project will be most likely be accepted.  Both NL and NB are functions of ( and (.


Given that Ketchum is currently only 50 percent built-out and the proposed size of the development project is relatively small, we will assume that the proposed development project for low-income housing will be accepted by the zoning authority in Ketchum.  Next, developers and the zoning authority must chose where the development project will be built, W or S.  Again, dHV/dh is negative.  Due to decreased home values, increased population density, more traffic and pollution, and a strain on the natural wildlife and vegetation in the area of development, both groups will lobby for the construction of the project to be in the other neighborhood.  The location of the development project will depend on:



[( + gc(CW – CS) + gt(TW – TS) + (] 

Though the outcome does depend on how strong (, gc, and gt are respectively, we can assume that W has more cash and time to spend than S; hence the project will most likely occur in the south side of town near Hailey.  Furthermore, we can assume that W has better participation and communication and organization capabilities than S because their homes are more centralized and less spread out.  


Modeling the decision process of the Ketchum zoning authority concerning a low-income development project reveals several important implications that can be applied to the general case of a small resort town.  First, in a small town, the homeowners with the greatest resources and political influence will anticipate that new housing projects will likely end up being developed in an area of town where homeowners and renters have less cash, time, and influence in the zoning process.  As a result, they will spend less cash and time in the first stage of the development decision, and depending on the town’s build-out level and the size of the proposed project, the developers will most likely spend enough cash and time to get their project approved.  Consequentially, the new project will most likely be developed in an area of the town where there are more renters, incomes are below the median income, and the influence of the residents in the zoning process is small. 


The complexity of zoning and its impact on property values and amenities has become an important issue in the last few decades.  Many inefficiencies arise with land-use regulation and the decision process allows those in authority to alter and enhance the probability of favorable and self-interested outcomes.  Further research should be conducted to investigate the role of zoning in promoting general welfare, rather than being used for the private benefit of individuals.    
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