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Introduction: Tax reform and public goals 

In the ls.st few months the demand for tax :re:f'orm has suddenly 

loomed into a tO'Hering :force that will be served. Fixed postures of 

either satis:f'action or fatalism have become l.udicr0'!.1s; old bastions 

indefensible. Here we stand, bewildered and unprepared as usual, as the 

opport1mity of a generation passes before us. 

This paper is an ef':fort to :puJ.l together a systematic outline 

of one set o:f accumulated ta.."t outrages, those bearing on land. I follow 

press releases, and scholarly and treasu..7 and commission and task force 

rel.eases en the subject ·with a growing impression o:r incom!)leteness, o-t a 

tendency to settle on one or two points as the ma.jo:r abuses to be remedied. 

T'nese make it al.together too ea~y, and seriously underestimate the diligence 

and ingenuity of tax-avoiders, who have gone far towards converting the 

income tax into essentially a payrol..l tax, and who ~.,ill not be put squarely 

in the income tax base with a few simple strokes. Nothing less than a 

thoroughgoing shakeup of the tax treatment of land income will avail.. And 

this is exactl.y the time when SU.ch a projec-t, hitherto a pipe dream, may 

be aeriousl.y entertained. 

Distri'bu-tive equity is one :purpose; all.ocative efficiency 

another; employment and growth a thil"d; international. standing a fourth. 

We are not just interested in taxing property income, but in creating a 

good incentive pattern that respects the market and harmonizes with a host 

of public poJ.lcies. Scme major policies to be serJed are these: 

l. Timely urban renewal. "Timely" implies an optimum, neither 

post- no.r pre-mature. 

2. Create employment opportunitie.s, especially where ne~ded most. 



Economize on capital.. This is an ~:ra of sharply li.':'.l.i ted 

disposable capital. with urg~nt competing demands. 

4. Counter irJ'lation. This means encouragement o:f invest-

rr.ent with sho.rt :pipelines to consu.'"?le:r markets and quick supply itnp.act. 

A counterpart of 3. 

5- Contain urban sprawl. Again consistent. with 3, for sprawl 

wastes capital.. 

6. Ample housing. 

quick $1.lpply impact. 

This is where more capital. should go, with 

7, Encourage small business, combat concentration of economic 

power. 

8. Distributive equity. Most loopholes are tailored to the 

needs of those with large net worth and are regressive. 

9. Clean air and water. 

10. Decentralize detailed planning 

By local officials, subject to state and. national. needs. 

- By the market .. Tax pol.icy shoul.d i:f' possibl.e lubricate 

sticky markets; and certainly not gum them up. It ShouJ.d make them 

respond to local planning powers. 

ll. Strengthen ba1ance of payments. Consistent. with 4~: but 

also requires maintenance of competitive aftex-ta.x ratea of return to 

investors with migratory (non-land) assets. 

B. Tax treatment o~ land 

1. The income tax 

Favors to imr~stors in new c9.pi ta1. gocds, such as accelerated 

,1'.:!preciation, expensingjt ,::and t.he T% imrest:l:-ent cr,~dit, have J}-Ositive r.1acro-



economic and bal.ance-o~-payments e~fecta and ira.y be neeessal""J in spite 

of' possible regressbrity. Favors to land, on the other hand, have no 

1:!'lc:z-0-economic or allocative virtues to offset their distributive vices. 

!t :ls not that economic land supply is al.together u:fixed"; but the growth 

that occurs is not primarily a function of the private landowner as such. 

Rather, publle spending plus the spillover benefits ~om the enterprise 

of neighboring l.and users enhance the potential. service now or land. It 

is these, rather than the landowner as such, whose motivation needs to be 

th~ concern of the framers of t'Unctional. institutions. 

It is possib1e to retain many tu advantag1!s naw essential 

to motivate private investment in real estate, and still collect as much 

or more taxes fi"om real estate, by bearing dmm on the loc:pholes specif'ic 

to non-f'unctional 1and income. The following analysis seeks to identify 

these. 

~ explicit re:f'erence, unless otherwise noted,. will be to 

the Fedel"al. personal income tax. Most of my-ix>ints, however, appJ.y as 

wel.l. to the :Fede:ral corporate. tax, and the various state penonal, and 

corporate t~s. 

I begin with an outline, a sort o'f Mendeljev Periodic Table 

which may help us find new devices as well as order the o1d. 

a. 

b. 

Covert write-off of undepreciated and &P,PZ'eciated l.and value. 

Exemptions 

1. I!rlputed income 

ii. Unrealized appreciation 

iii. capital. gains at death 

iv. Bequests 

v. Capital gains or exempt owners 



c. 

d .. 

c .. 

-r. 

a .. 

~:ferral o:f tax on rea.lizad .appreciation 

Ca~ital. gains rate on a!J!)reciation~ ordir..aey o~rset on 

losse~ and carrying costs. 

Deferral oft.ax beyond dat~ of' se.l.e 

i. SaJ.e of :residence 

ii. :Ba:rtei'-

iii. Installment sale 

iv .. Prorating of pr.inci;ple and interest 

v. Proi"i t participatic-..i by seller 

vi. Condemnation 

Deferral. of land-use income where there is intertem_poral. 

dependence or inc<:lme 

i. Sacrificing early rents fo~ higher iater rents: 

"irnpJ.icit expensing 1
' of capital investment. 

ii. Expl.icit expensing of earl.y operating los.se-s to 

apprepriate position 

iii. Exp1icit expensing of' ~a.pit.al. outJ.a.ys by ".farmers" 

Ccrve:rt write-oft undep:reciated a.~d appreciated land val.ue 

Land is non-depreci~ble f'or tax purposes, in deference to 

its physical. indestructibility. If' a non-depreciating asset -were to be 

written off, its income wou.l.d achieve canp1ete tax exemption, as :follows. 

Lett be the income tax rate. wnen the tax paye~ W?ites o~~ the asset, 

he reduces his tax liability by that amount, and his tax payments by!% 

of.' that a.mount. now the Treasu...-y has put up !,% of the val:ue of the asset. 

It also receives t% of the income of the asset. T'aus the Treasury simply 



receives a return on its :trr-restment. As for the owner, he has now 

in:rested only (1-t)i of the value; and he gets {1.-t)i of the income. 

On his ~quit# he would earn a ,tax-free income in :pe:rpetuity. 

The way to write ofr land is to buy it with an old building 

or 9rchard,. etc., and all.ccate most of the cost to the capital, which is 

depreciable--and if' its 1'emaining lire is short, rapidly ~p:reciable~ 

especially i:f' the owner avoids repairs and maintenance. The IRS has no 

well-organized defense against this. Harold Groves reports cases of tax-

payers e-.ren depreciating adjoining vacant l.ots ! IRS invites taxpayers, 

if cha.1.J.enged~ to use the land :.building all.ocation reported by the l.oca.J.. 

tax assessors aa evidence supporting their alloc~tion .. In my research 

I have ;found these a.U.ccations c,0nsistently understate the J.and component 

by a veey large £actor. IRS let~ own-ers use very short tax l.ives--10 

years is abou.t pa.r--<>n slUlllS and old farm buildings. 

Covert write-off' of land is a factor above and beyond the 

nr..utiple write-ot't' of buil.dings. This latter is a more or less intended 

consequence~ accel.erated building depreciation which reduces bOQk 1Tal.u.e 

of the depreciable asset to below its remaining resal..e value. Land 

depreciation occurs when the buy'er o-r an ol.d building allocates less value 

tQ the land than it had O'.t'iginally ~ even though it has not deel.ined; or 

all.ocates the same., even though it has ri&en. 

The.re might seem to be recapture of land w.rl.te-o:f':f' when one 

sells and pays a tax on the excess of' sale price over book value. But this 

!/ I as~ume 100~ equity :financing, :for expository simplicity. Actually 
the game is leverage, and the mortgaged landownet- who writes off l.snd 
coul.d easify end up receiving income on no equity at all.. 
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tx;c i.s twice dil.uted. 

off came earlier. 

If the owner n~rre:r ;:i~lls there ir1 never an occa;;iion 

But actually taxpayers can do better by selling. Fo:r the 

buyt:!r starts writing off both land a..~ building al1 (;1\ter again--n--~er mind 

how many times it was done before. Thus land, which the law says is not. 

sup:posed to be depreciated at al.1, is written off se-rreral times. The only 

:pl"QV'i.so ia that it must remain under an ol.d buildi"lg. 

Were it not :fo:r this device, the income tax might serve to 

prc.crote urban and rural renewal.. Once the initial cost of' a building 

was canplete-.ly written off., accelera.tE:d or not, it$ current cash now 

woul.d be f't.u.ly ta:xable)J Because it woul.d be pure ground rent,. a non-

depreciating income sour~e. Thus in the year a....~er the last allowable 

-write-o:f'.f\ the owner ·would suddenly face a much higher tax bill. If he 

wanted a tu shelter in real. estate, he could get it only by actually 

building; not by redep.red.e:ting old e&:pi-ta.l. 

But u."lder present practice the surest way to lose the 

p:riviJ.ege of depreciating land 1:i to elear it and erect a. new building. 

For then the !RS~ seeing th~ a glass da.rltly, :f'inall.y perceives that. 

·wha.t you bou.ght--if you just bo'ught--was not the depreciable building but. 

the non-depreciable site underneath it .. It denies \'1Tite-off. Even 

demolition cost is non-depreciable. Or, if' there 'l~S no recent pu...-rchase, 

·t..~ey-J.et one deyreciate only the cost of building, not the l.and.. The net 

erf'~ct: you can depreciate. '.land st) long a3 you do not i:r.prove it. 

y Indeed, if 1). building unc.erwent locatior,.a:t obso1.~scenee due to 3..and 
c:?.'t)!"'"ecii:.\tic:n, ~dri ~e-•:l.f't Ghould. ,.,;r:d. l)e;:for-e t.b.e li±~~ origirJ~/ contt·?t:1'.?l~it.~d, 
:).3 .s~n s..3 tl'lc ncha1J.en~~e:rn ),.(-tnd ~v--alue equal.l•ad ~c11e n,1~~:?-~ndern 1,-;:1,.l.t:.e of' 
1 ... md ctt.."il. ol.d. tniil.d.i:.:\g. 
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Thus the tax la:w bie.aes owners of' older bui.lding3 to del.a.:; 

r~newal, to milk the l.ast drop of ta.1t shelte? o-ut o:f old buil.dings bef'o~ 

releasing the lar..d for new. It raises the i
1de:fender 1

' val.ue of J.and--the 

co.pitaJ.i.zed va:tue of the extant buildi:ng--:rel:ative to the t'challenger" cir 

NnewaJ. val.ue. ◊f the cl.ea....~d site in the best succeeding use. Th-us it 

i..-1creases the renewal gap { defender va.1ue less chaJJ.er..ger val.ue) that must 

' be met by subsidy.. Renewal subsidies a.re soaked up by 1.a.nd write-t'lown, 

leaving less !or the eonstructive emplo;yment-g~en.ting invest~nt in 

rebuilding and actu.al.ly supplying housing. 

b. Exemptions 

i.. Exemption of imputed income 

l)ura'bile goods used for the owner's consumption yieJ.d 

an income "in kind.n that is not taxed. The price1· of land i$ more af'fected 

by this. than is that of other assets becausEt the service now :tran land. is 

100% incc:mie-•no wearing out. The price of a.:pprecie.ting land is even more 

affected. '1'he untaxed service no-11 is sup:P1-emented by an untaxed. growth 

of value each year stemming from prog.ressive incremen-ts to the tax-free 

service flow. A depreciable ~b1e good, on the other hand, must be of 

a.bout 4o years l.:U"e before the income :now equals the fJ.O'W re:p:resenti.11g 

recevery ct capital.,. 

'lbe availability a/ la·nd that builders might use is 

r~duced in urban fringes by the high propensity of the a:f't'luent to rrreside" 

over considerable acreage. Tea:.ned with largs-lot zoning (which ru:>lds 

do-wn assessed values and pro:perty truces), expensir.,_g of taxes and interest, 

e:q,ensing o-r nconse:rvation" investments, capital gains on breeding stock, 

indefinite defe.rz-p..J. or tax on sale of' "residence,n and a host. of :favors to 
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d•.=;i'er!'ed land increm.en':.s (al.l. to b~"? treated l::.te:r )., this c::temption of 

1:n_pu~d income of elderly wido-w:s ls 1ikewi!4e enhanced by i t8 m::emption 

·"'"- t .. ..,.,.-;-~........ y Jo.a.·~ ~y.,a..;y>J,,f.., 

r·t is true,, of course., that huye:x--s o:r new homes on 

this same land would .e1.so enjoy the exemption o'i: bl;puted 1and incane-, 

ps.?"tial.ly neutraJ.i.zing the bias. But the:re is nol"::"'...al..1.y a tax bracket 

di:N'erenti.al.--appreciating $'\lburban land gravitates to the st~ngest 

Higher prices mean higher credit barrier$ al1 a.round, scre~ning 

out the poor. Where the new use is an apartment there is r~ of':f'.s~t at 

aU.g/--that is .. there is: a total and l..lnmitiga.ted bi.as against renterst a 

factor hitting low-income people with differential severity because of 

their low net worth. Finally1, open space as a. consumer good is clearly 

a superior one--indeed., throughout history it has been ·the ult~te .lu.--rur..v, 

the highest mark of status--a.nd its~ exemption i.S worth much mo:re to 

those who have risen farthest abcr;-e subsistence. 

consume more open space anyway do .so tax :f"ree while they contempl.ate with 

supplemental :pl.ea.sure the untaxed appreciation -Ctf their net worlh. 

ii. E:x:emption o-!' unrealized a.w:reciation 

The form o'f inccme known as capital. gains is not 

taxed until realized by sale tEisner v. Maccmber (1920) 252 u.s. 189, 

4o s. ct. 189] .. 

f/ It is evident that tax reform must come ·to grips with varieties c:f 
:tnstituticna.1.ized sentL~nt3.l.ity. HO'weve:r:, con~ider that it is only -the 
widow o~ means who can a:f':ford to value he:r feelings atQve the pecu~iary 
bla.:nJ.ish.ments of hoye:fl.:u. builders; and a high z,r:oportion .r:,f the nat.ior.al 
weal t.."1. is cont:roll~d by long~v-01.is 11idows. Ii' we -,,i 2h to su"o s idize wido'71s 
J..:.:!t 1Js l1ely t,l1e neeC:r -t~~hi""0-1.J.f?-tl 
··-:u.,..p,y,., .... ,..,.,,,. -·-.n "·y~.i.._.,..,, 
L,:,. ,· y ~J.. ,..,.J...,;.._ !.J . ,;.j .,;;:,\.,-..,..., .. .- .. 

,:>j r:,~_,.~ ~- ...... <•,+.½er ,.,,_...;,,,,.,.-,.,,. 
,_ -·---· - .,;,,.,:. - .., ~•.. ,,.,, ... .J.;.;,., ., ... , 

n.;,t ·t:res.t.ed. here. 



'.Lf th-e land is neirer sold, there is no tax. Some 

1:."'.ndowners there:f'ore P:.,"ef'er to lease ripe land .rather than sell--prominent 

a:ramples are tl:ie L"'Vine Ranch of' 0:ral"..:ge County, CaJ.i:f"ornia, und the Big 

?ive of Oahu. other:3 prefer to buy many years in ad~ranee of their' o'Wn 

anticipated need.a; es,en very con.jecti...n-al ones. When and i:t the needs 

materl.al.ize, they have on ta.p needed 1.and, now o-£ high val.ue, acquired a-t 

o. low val.ue. The difference is tax~xempt income. The motive is 

~trengthened by, and mutually ~t~ngthens, the motive to acquL.~ advance 

rese:?""tes Qr a raw :material -whos~ ~tippl.y is jeopardized by the absence of· 

a vigorous :free market. The eombiP...ation ll'agni::fies t.':te area o-f idle 

reserves which individusl.8 and :f'ums find it a.dva."'ltageous to hold. Thu.a 

it raises the holdout price of land .. 

iii. capital gains at death 

Capital. gains taxes on appreciated assets are ~orgi.ven 

at death. Th.ere a.re death taxes. to pay instead, but the.se would also be 

due, on whatevar us:et. was substituted for appreciated land., It is there­

:rore folly fer individuals to sell appreeiated J.and during a :pe-rioo o-r 

several. years befol'e death. Elderly owners in their declining years 

are obviously below average in enterpi:-ise, so their land is often just 

he:l.d off the market. "1ocked-in". 

iv .. Beque.sts 

El.eemosyna-ry bequests of appreciated land enjoy 

exemption :f"rom capital gains tax; yet they a:te f'ully deductib1e at 

appraised vaJ:o.e, and thei.r carrying ccsts are expensible.. Thus the 

ta:cpayer can deduct a value which he has accumulated tax :free, in addition 

to enjoying the prestige and aa.tis:fact.ion of' supporting his fa.vorlte 



(:I2tr:'ch, coll~ge, -tract society, o:r foundation. This adJls to the motives 

to hold 1and ~or appreciation. The same is true f'or the factitious 

·,:·ook capital ~in created by r...a.vi.ng 'i,Titten off l.and (or ha11ing depreciated 

·:mildings too fast). 

Another aspect is the gi.,."'"t with life estate. Under­

this arrangement, the taxpayer deducts the appraised vaJ.ue a.t time ct 

beques-t, but enjoys use o-f tht, home and grounds :ror life ( no tax on the 

imputed income . ei tner, of course). 

and the land is frozen. 

During this period he cannot ::iell 

v. Capital gains of" exempt owners 

Churehes and other tax-exempt owners :are normally nQt 

all.owed exemption on business-type, p:rof'i t-ma.king a.ctivi ties~ The exception 

is gain on land sales. '!he central. city church that gnes suburban takes 

its :run. selling price along with it. Thus~initiated, it is altogether 

J.ikely to t;eJ.ect a large site with amp1e g:1."ounds and parking space,, with 

one eye to future tax-free gains. 

Cemetery associations are especiall.y large l.and 

speculators to benefit :n:om this provision. Cemeteries in Milwaukee 

County pre-empt more land than a:u industry--not a negligible item. 

These specul.ators usual.l.y couple their income tax 

exemption with exemption :f"rem local property tax.. In addition, intere$t 

on their bonds is exempt. :f"ran income tax., an advan~e to them as they 

borrow at veey low interest rates-. 

C,. 

1-mderstooa.. 

De:f'erral. of tax on realized appreciation 

The most transcendent of ta.x loopholes is the lea.st well · 

That is because it entails no- specific ngi.mmick" that might 
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serve as a handle to id-entify and popuJ.a:rize it, such as depletion 

allowance, c~.pita.l gains :cates, accelerated write-off, or forgiveneE!S 

at death. Also, a rigorous demonstration that the 1.oopho1e reall.y is 

a loophole invoives the use of some rnathe.matics. 

res.soning may be readily grasped. 

However, the basic 

:Money in the bank doubles every 10 years at 7o/o compound 

interest. It follows that present dollars are worth~more than future 

dollar~, and a great deal. more than remote future c.olla:rs. For example, 

at 7'fo one dollar today is worth $32 in 50 years (25 x 32), so one dollar 

due in 50 years is worth 31 now. Therefore taxes deferred are taxes 

denied. Early tax payment to reduce later true payment by an equal amount 

is an investment that yields no interest. 

Suppose a :piece of unused :fringe land is ripening toward 

urbanization, the target date f'or sale at urban :prices being certain--

say 20 years hence. Or suppose a piece of wetland is ripening toward 

the higher use made possible by a federal. fiood-contro1 dam. ln a reasonably 

f'ree market it woul.d appreciate 1ike a bank deposit, at compound interest. 

Consider what compound interest means: it means that the app:recia.tion 

accrued in each year goes :right back to wcrk for the investor, earning 

income for him in all. future years. Accrued appreciation is therefore 

income constructively received at the time of' appreciation, just 1ike 

interest paid by a bank and credited to one's account. Note the timing: 

appreciation is income in the year accrued, not the 1ater year or 

"realization" by sal.e. 

now consider the contrast in time of tax liability between 

ban!-t deposit;s and apprecfo:cing land. Interest is taxable ,~ach year as 

it nccrues ln your :l<!count. Appreciation is not -taxed until "realized" 

by sa:te. With e3.ch passing year, the landowner dei'ers truces, not just 
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on the value accruing currently, but also on the value accrued in al.l 

prj.or years . 

T'ne 16th _A..roen<h.""lent authorizes ta."tation of "income from 

whatever source derived." The realization doctrine is not part of the 

Amendment. It rests on the shaky case of Eisner v. Macomber (1920W 

As a resul.t of this decision and its implementation, appreciating land 

af:f'ord..3 a sovereign tax loophole. The landowner constructively receives 

income at the ti.me it goes to work earning more income for him. But he 

is r..ot taxed until much later. He has contrived to receive income and 

plow it back without being truced. He can even turn this accrued income 

int<> cash by mortgaging appreciated land, without tax liabllity--and deduct 

the interest payments to boot. 

Appreciating land is 1ike a corporation that does not 

distribute profits, to avoid taxation of dividends, but plows them back 

into capital and lets the shareholders realize the income at their tax 

convenience in the t'o:rm o:f appreciated stock val.ues at capital. g~ins tax 

rates. This loophole for corporations has been recognized and somewhat 

compensated by the doub1e taxation inherent in the corporate income tax. 

In the case of appreciating land, however, there is no:such compensating 

There are rathe~ a number of fortit-,fing l.oopholes, discussed 

elSewhere. 

Holding land for appreciation, therefore, is much f'a.vored. 

The extra.ordinarily favorable tax treatment encourages speculators to buy 

and hold land, and rete.:rds their releaa!ng it to developers and builders, 

whose income is fully taxable at ordinary !"ates when produced. 

!} 252 U.S. 189, 4o S. Ct. 189 



The desire of landholders to defer taxes on gains is 

often colloquially described as ·the "locked-in" eff'ect. To show the 

force of the loe-~ed-in effect and its tendency to defer sal.e, I have 

worked out a formul.a for coinputing the land apecul.ator's rate or return. 

after truces for diffexentholding periods, and ~rom it constructed Table l 

showing how a:fter-tax rates o~ return increase with holding periods. 

The :formula is based on supposing unused fringe land's 

selling price rises yearly at an assumed market rate o~ interest, i. A 

tax rate, t, is applied to the excess of sales p:rice in any year, (l+i)x, 

CNer cost 0£ $1 at time zero. The J.endowner's rate of return after tax 

is r. 



(1) X X 
{l+r) = (1+1) (1-t) +t 

Using any set of interest tables, it is easy to give numerical. 

examples of how! rises with~, the year of sale. Table 1 is such an 

example. 

Table l. 

After-tax rate o.f return (r) to l.and speculator for dif':ferent 
holding periods when the rate of appreciation before tax (i) 
ia constant at ai, tax rate (t) is 5()i, and acquisition cost 

o-r $1 i:s deductible in year of sa:I.e (x). 

Based on the equation: 

(l+r)x = (l+i)x {1-t) +t = 1.rnf. 1/2 +:1/2 

~-Y.. 1.08x X (l+r) r 

1 1.080 1.04 .o4o 
5 1..469 1.24 .043 

10 2.159 1.58 .047 
15 3.172 2.09 .050 
20 4.661 2.83 .053 
25 6.848 3.92 .056 
50 46.9()2 23.95 .065 

100 2199.798 ll00.4o .072 
00 .080 

The speculator who sells in one year bears the full effective ta.~ 

rate--his rate of return is halved, as the nominal tax rate of 50% con­

templates. The specul.a.tor who sells in 20 years bears less than 3/4 
of' the nominal tax rate. The old settJ.er who waited 50 yea:ts bears 

l.ess tha.n half. 



A heuristic proo£ of the generality cf this resuJ.t is 

possibl.e by rearranging the :form of Equation (1) 

{lA) (l+r)x [J.-t(l+r·tJ = (l+i)x (1-t) 

X X 
(1-t:r) = (1+1) 1-t 

l.-t(l+r)-x 

As~ gl,"OWs very large. (1+rJx ~ O, so the fraction on the right 

side -?1' 1, and x ~- i 

A rigorous proof is available en reqnest. It is :for the 

mathematicians. Most readers will find it more drawn out than the 

res~dual doubt warrants, and lesa hel.pf'Ul quantitative1y than Table 1. 

It is easy to prove rigorously, however, that a tax has 

no 1ocked-in ef'feet--is intertemporally neutral--if' its base is the yearly 

increment of val.~-e. It even makes sense: the tax cannot be deferred or 

cha."lgE!d by deferring sal.e; therefore it has no effect on time 0£ sale. 

Assuming as before that va1ue grows at compound interest, 

X 
the value at the end or any year~ ia (l.+i) ; tbe accrual of value is 

1: (1+1)x-l; and the tax is t.i. (l.+it- 1 .. !,, the a..-f'ter tax rate o-r 

return, is now that discount rete which makes the present value of selling 

price 1ess tax costs equal the cost o~ $1. 

(2) -it 
$1 "' 1+r 

i l+i).t ~ ... _ i i+i x~it + {1+i)x 
1+r ~--~ •l+r x {l-+r }:r 

r - i = -it 
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Growth of taxpayer realized cash after taxes under different tax 

assumptions: 

(l+i)x - no tax 

(l+i)x (l-t) - gross tax, no deduction of cost 

(l+i)x (i-t) + t - income tax on gain when realized 

[l+i(i-t)Jx - neutral tax 



Undez- this ta.."<11 ! is reduced below _! by the fltll ta.""{ rate ( t) impartli=:i:n y 

:for all holding periods (x). There is no bia.s--no locked-in effect, no 

partial. tax e.xsmption, no encour3gement to land spec'Ula.t.ion. 

The di:f:t"erence between this tax on accrued income, which is 

intertempol"ally neutral~ and the cash-ba.sis tax policy now empJ.oyed, gives 

an idea of how the Eisner v. Macomber rul.e biases investors to buy and hold 

appreciating land. 

It is of some Pol.icy interest. to note that the 1ocaJ. property 

tax based on capital value tands to o~ra.te like this neutral tax. Because 

each takes a fixed ziercentage o£ the capita1 val.ue each year. 

At the Sa.t'.lle time that 1.nvestors seek to de:fer tax liabilities 

they seek to advance deductions. The land speculator receives :f'avora.ble 

treatment in this particular al.so. For he deducts his holding costs as 

he spends the money--i.e., he 0 expenses" local land taxes, and interest on 

borrowed money, even though the increment of land value which they finance 

will not be taxable for ma.,."ly years to come~ if' ever~ Re may also succeed 

in writing off part of the initial cost of land, if' he b'Uy'S l.and under an 

old crchard. or building and alloeate:!J too littl.e of this cost to the land. 

He may WI"ite this off through depreciation. In the alternative, he might 

demolish the building m.id;ray in his holding period and claim a loss. It 

is not hard to imagine how a.n ingenious taxpayer may become a ncn-ta.."'q)ayer 

by eombining these devices. By reducing his real cos-t basis and deferring 

his tro!; he may ~nd up with a rate of return after taxes higher than the 

rate bef'ore taxes. 

d. Capital gains rate on income, ordinary offset on losses, 

and carriJing costs. 



The sal.e of land for a. gain, if' the seller has avoided 

a,1.~e!'tr classification, q_u;.,.J.ifies for ca.pi ta1. gains rates. This of 

course encourages tax avoide?s in high b:rackets to buy and hold appreciating 

land. ~ne uncertainty about how to avoid "deal.er" classi:fication ca.uses 

all l.andowne:rs to avoid rapid salest devel.op.nent, l.arge sales, consistent 

selling, etc. The resuJ.t is more land tied up. One must be either a 

passive investor, o:r use the land in a business other than real. estate, a 

business such as a golf course, farm, nursery, drive-in, parking lot, junk 

ya...-d, or what have yoo. One is encouraged to hold land in these lower 

uses and de:fer al..loeating it to its highest use. 

Losses on land saJ.es (up to $1,000) are deductibl.e f'I'Om 

ordinary taxable income, so long as one obse:r,res the elementary precaution 

o-r realizing losses in years of no realized gains. If the loser lacks 

ta..~able income, he can often merge with a winner before realizing losses. 

Both winner and loser are loe!ked in while cou..yting each other. 

The costs of holding 1.and--interest and local. land taxes-­

enjoy ordinary ottset. So does covert depreciation of land cost., where 

that is accompl.ished. A:rte:r-tax rates of' return may-be much higher than 

before-tax rates of :return. 

e. Def'en-al of tax beyond date o:r sale. 

i. Sal.e of residence 

I:.f it is a "residence" one sells, the tax is deferred 

so long as one buys another ~esidence within a yea:r. Under large l.ot 

zoning, five or ten acres of grounds woul.d probably qualify a.a pa..-t of the 

nresidence", although local administrative practice varies. 



ii. De:f,~r?'aJ. of tax by barter 

If the grounds qual.i:fy as a 11:fa:rm" or...e can bar...er it. 

t.~<: f'ree, :f:or a larger "like prope:rty:i. The new owner has a higher basis--

·che appraised value at ti::1e o:f barter--and can subdivide and sell of'f 

without tax on the pj:'e-barter increment. Or h~ can hold rm: ru...--ther 

c.pp:red.ation, the ta.'( on which he too can dei'er· in the same manner. Section 

J.03J. of' the Internal Revenue Code :provides: nNo gain or 1oss 3hall be 

recognized if properly held ~or productive use in trade or business or 

for investment {not incl.uding stock,. etc.) is e-.iCchanged solely for property 

of a l.ile kind to be held either for productive use in trade or business 

o:"." '£or investment." The~ is a good deal o:r "tailor'L."'lg 11 o:f transactions 

to fit the letter of' 1031. An investor whose intent is to buy a suburban 

fa.rm -ror cash will :first buy a rural :fa..."""!ll, satis-factory to the p!'()spective 

seller,. and then barter farms with him. Or he might buy other suburban 

l.and for barter. 

The other 1and o:f' "l.ike kind" might also be a gol:f 

course,. dump, drive-in, airport, nursery,. etc. 

A network o:r brokers' clubs has developed to arrange 

such bartering. Thus a ready avenu~ is open to suburban 1and specul.&to.rs 

to de:fer income taxation oi" capital. gains .. 

l.031 is not an ~ed evil. It tW.locks some l.ocked-

in investors by letting them release their land to commerce without tax 

pen~ty on the transaction. On the other hand, it makes land speculating 

more at.tra.cth~ and brings in more speculative money, inflating the general. 

level ~f' land prices. The seller, too, is still lo~ed into his "lilte 

l)roperty",. which may be a rural farm--a big .factor ini'l.ating fa.rm land 



?~ices--but may also be another suburban ~a.rm. 

iii. De:f'e:rral. by irurtal.lment sale 

The a.ff'J.uent seller who is in no hurry :for cash, or 

whose strong credit l.ets him mc:metize his illiquid assets by banking them, 

rr.ay defer tax on land sale by the installment device. He must be the 

mortgagee. He mu.st not take a down payment o:f mo~ than 3~ of' the 

selling pri~. 

An important incidentsl. benefit of this niethod or sate 

is that a large share of the i11terest en the deferred payments may be 

treated as part of the contract price and receive capital gains rates. 

Only a 4~ rate must be treated as int-ereat, at s 1!iW1e interest rates. 

r,brlgage interest rates today are about double that, at compound interest, 

so contra.ct prices are inf1ated tQ reflect the buye:r's bene:fit :from borrowing 

at 4~ simple interest f'rom the seller; and the seller takes his interest 

ab<.we 4~ at capital gains rates. 

The longer the installment period the greate:r the 

differences between simple and compound interest. So sellers who can­

wait a. very 1ong time for ea.sh can get capital gains treatment on all. 

compound w~rest above 2'{o or 3i, depending on the time involved. I 

have not worked out details on this, but the possibilities o~ de£erred. 

payment o~ innated contract prices are evident. Fa.rm economists have 

published a good deal on the subject. 

A variant of instaJ.l.rnent sale is the "land contract". 

The seller, instead of conveying title and ta..ldng a mortgage, retains 

title until payments are completed. It' pa:,1nenta come in slowly this is 

not too dif'f'e:rent from rental, but with the ·tax benefit of' capital. gains 



t!:"eatme:nt f'o:r- all. payw-.....ents on principal representing taxable gains to tae 

s~ller, and all interest :payments abcve 4% simple. Thus a good deal of' 

ordinary rent income receives capital. gains rates. 

iv. Simple prorating 0£ installment payments bet>'leen 

interest and principal 

Whenever a debt is paid ott in 1evel installments, the 

tr .... -e p~o:portion which is interest is a maximum in the first year, when the 

unpaid bal.ance i.s a Jlla.·•dmum, and f'al1s nearly to zero in the l.aat installment. 

The necees~J sinking fund tables to find the true proportion are the 

common property o'f bankers, and no deep mrstery. Simple prorating of' 

level instal.l.ments between interest and principal. the:re:f'o:re constitutes a 

deferral. o:f' tax liability relative to an accm:-ate accounting--another 

b~nefit ~rem installroent sales. 

v. Contract price contingent on buyer's prof'its: "profit 

participation" 

I:f' the contract price is contingent on the buyer's 

profit :from the l.and, the seller need not pro:rate eaTl.y payments between 

interest and recovery. He treats all paynients as non-taxabl.e recmery o-r 

princips..l unti1 he has recovered his f\u.l. basis; and onl.y then does he­

begin to pay truces on his cs.sh recei:pi;s. 

vi!.eo~demnation 

I:f' land is condemn~d, as -for highways or uxban renewal., 

the tax on gains is deferred.if" the unwilling selle1." reinvests in like• 

property within a year. If a 1essor is ~orced to convey title to his 

le$see under nomething l.ike the •:~.ary1.and land law," now law in Hawaii, 

he recei"J"es the same privilege or better. 



J:;2::'e:i:Tru. of' income f'rom land use J 1-1here the:re is inter-

ie Sacri:?icing early rents for higher late:r rents. 

There is orten an intertemporal. dependence of" land 

Sacrif'icing early rents to get higher l.a.ter ones is a :form of 

investment, and basic~ quite 1egitimate. However, the income ta."'< 

b.i:ases 1.andowne:rt:i toward an excess or this kind of' investment, beeause 

the foregone early rent is plowed back without ever ha.ving been reeeived 

and taxed. 

The effect is the same as though the early foregone 

rent were received in ca.sh and then reinvested> and granted t.'lie valuable 

tax privilege of being expensed. This is tr implicit expensing' 1
• Expensing 

of capital investments is tantamoun.t to l.00% exemption from income tax. 

~..n example of how implicit expensing causes land to 

be unavailabi.e to builders is the :following. As a district or neighborhocd 

., :t'ills in, the e&-ly builders establ.ish a pattern of use. !ale more of the 

land is devel.oped., the more certain become the specifics of the highest use 

of' the reiMining unde,reloped land. Thus certainty imprcv-es over time. 

This ha~ al.ways Supplied a certain rationale for de~er.ral of land development, 

even before income tax rates were signi~icant. But now the early foregone 

rent--the investment in greater certainty--is expenaible: implicitly, 

that is. This encourages ir..dividua1s to withhold land to achieve greater 

certainty. Since the individuals gain of.certainty is achieved by 

imposing U."'rcertainty on other 1.andowne:rs, there is no net social gain to 

ju.sti:f",1 a subsidy to thi::; kind of' wit.hboldiltg. 



... '\nother fo:ailiar example is the eff'ol"t of 1~.rge 

expense o:f 3ome ·wa:tting. 

tone up a :siibd.ivision and enhance later sales prices, if' not. volume. :r;,'lus 

a bi:ts toward hig..lJ. pricing and sl~"' sales results. The inccrre tax 

c:;-J::aggerates it .. The 1-oss of pot~nti.:u incqne from idle land is "implicitly 

Implicit expensing is is:rmlved not merely in the year-to-;y-ear 

::1a.-ia.genient but in the original decision to cater to hig..'l:.er ta;:stes than the 

b1"'0adest and most :frus·trated stratum of the market can now afford. 

A third example is the California. zoning device whereby 

large l.ando-,.,,ne:rs can have their development density measured. as a whole. 

The:, can raise density in parts of thei~ la.~d if' they k~ep the average 

down to the req'~ired level. Theil" response, as described by Eichlei- and 

Kaplan, i3 t<> begin at densities below the average, building up zoning 

ltcredits 11 to apply later to apartments after the integ..,..-ated development 

has be~ome established. 

are implicitly expensed. 

The unreaped rents of' the unused· land, meantime, 

A f'our~½ examp,le, o:f some gene:rality, is where a l.arge 

owne:r avoids subdividing, at a time when that would be optimal., in order 

to p:re.serve a 1arge tract intact fo:r future integrated dE:-ralo:pment. 

ii. Exp.licit expensing of early operating losses to 

establish positiQ?l 

It is :possible in several ways to app:repriate control. 

o,;-er terri"tory by establishing an early position. 1'.n example is the 

8ff'ort of retailers t.o establi;;ih an early position in g.....-owing suburban 

I-I.~:;::-e the bias i:J to:,,;a:rd premature develo:pment--but. not of' 



How does this work? 

r:,.ut Wicksell> astute Swedish economist who anticipated 

'ff'2n.y of the :i.d~as that have stirred the world since his time, once obse?Ved: 

11because of' tha local character or the i'irm and its market, . . . the large 

enterp:dse has an actual monopoly simply because it comes :fir-st on the scene, 

and this monopoly may be es good as a n.-onopcl.y which is legall.y estab1ished. tt 

Competition by a second. f'irm "would only lead to the ruin cf both. 11 

{Lectures,. Vol.,. I, p. 131) 

Now observe retailers establishing new positions around 

every growiP..g eity. Where there is room for only one store, or shopping 

center,. or only a few gas atations, to be there first is to establish a 

species of franchise over the trade area, at 1east for seve:r-a.l yean. The 

early losses a.re expensib1e;. the taxable income :ts deferred, and might 

even be ta.1{en as capital gain by sal.e of land. 

Today, it :ts also of value to es-"'vablish a z-oning 

:position. T'rie more of':f'ensive a land use is to its residential neighbors,. 

who will u.ltimatel.y dominate zcning, the more important f'or a. :firm to 

establ.ish an early history of noise, traffic, signs, sm0ke and other 

nuisances. Likewise, if' tight future zening of some monopoly val.ue is 

anticipated.tit is good to establish one's future grand:f'atherhood today. 

Thus_, areas best suited tor residential use are 

subject. to premature invasion by commerce, a higher use. The "floating 

val.uen that results, dif':f'used over wide arean, infiates values above the 

resid.ential l.evel, without, however, raising them enough to stop the 

co1mnercial demand. This drives residential builders f'arther out, where 

high density residential. use establishes a floating value over axea.s best 



c1:..ited for low d~nsi ty--and so on and on in a succession of centrif'"'-'ci-:u 

T'D.e appropriative doctrine of water law is a grand 

vehicle for expensing land acquisition. Under the doctrine, control of 

,:~t..:n• is establ.ished by prior use: "first in time~ first in right~" The 

c.ount.r-,1 is :full of wate:r sourc-es currently submarginal but potentially rent-

yie1ding. The only way to secure the future :rents ia tt, develop the water 

now, be.fore a !'i vaL The doctrine is perniciou.s eno\lgh wi thQ't.1t tax con-

side.rations, but 911 tcp of everything el.se, early operatirt.g losses ru:-e 

ei::pensibl.e. They a.ctua1iy should not even be depreciable, for they are ·r 

the price paid to acquL'\"9 land. 

The natural. resburce £ield overflows with pa:ral.1eJ. 

e::camplas,; wherever a rule of capture applies. Expensing of exp1oration 

out1ays and intangible drilling costs are among the largest of these. 

One of the greatest urban land specul.ations 1n histe:ry 

is the current :ra:~e t:or gasoline station sites by the largest collection 

of corporate wealth in the worl.d, the international major oil companies and 

the several l.esser ones, loaded with untaxed cash from depletion allowances. 

The early losses are expenisib1e; the tax liability o;' income is deferred, 

and the 1and iraJ.ue increment is never taxed so l.ong as the-re.is no sate. 

T'.ae accumulated economic power behir.td the oil. compa.nie.s is inl;possible for 

home buyers and buil.ders and mo~t other retailers to match. Mot stopping 

with stati~n sites, some ccnpanies have gone into la.nd speculation as a 

major enterprise. The tax relations between their retail outiets and 

their other land. would make an in·teresting study. Meantime, t.he home 

buyer a.nd 8mal1 retailr.?r know they must overcome ·:;he most :power.ful competition 



az:d. t1ie ~:.:-rplicit expensing o~ ope~ting los~e~ of prertia:t.trre 1·etail outlets, 

2,,1:1 to the powe:r of the co:mpeti tion. 

A subtle :form ,of expensing is that resulting :n-om pay-

as-you-go mu.~icipal financing of capital improvements. The properly ta.x-

p-e.yer expenses his taxes; the money is used £or p,iblic capital irnprovei:oonts 

of the most durable kind, whose payoff is in enhanced service flow to le.nd. 

iii. Explicit expensing of capital. outlays by nf'armersrr 

While the homesi-t;e seeker is pressed :from above by 

the higher use of commerce, he is ground against the nether millstone of 

11fanni:ng", which also enjoys extra.Ol"dinary :privileges. nFarme:rs 11 may 

expense many capital investments in soil and water .,conservation. n The 

gentleman farmer and his horsey family, who thus sink money in farms, 

have become proverbial; the proverb is now documented by a. recent u.s .. D.A. 

study, based on 1963 tax x-etu:rns, showing that most wealthy t~yers who 

own :farms r~porl :farm.L"lg losses. Of' 3.2 million individuals who rue tax 

:returns including farm inccm.e, 66,000 reported combined farm and hon-farm 

incomes over $25,000. ot this top group two-thirds reported. :rarm losses! 

Their alleged ta:x: l,QBses are only cu..--rent. They are expensed from . 

ordinary incane,. usua.1.ly urban, to be recouped later at capital gains 

rates by sale of' a greatly improved farm. 

sale to icwe:r income home buyers as a rule. 

Imp:roved for what? :trot for 
>, 

Soil and. water conservation 

a..""e likely to hold the land in agriculture until the t~-motivated farm 

im_provenents have been used for £arming. 

The cost of establishing orchards also is expensable, 

ai"ld the u<1realiz~d rent o-f' the :land used for an orchard's early riurse:r-.r 



c.go.:tnst housing is thus erJianced. 

T'ne combined result of factors a. threug.:.~ f. is that the inccme 

ir:1putable to ln.nd is J.a..-r-gely exempt i'J:'."()ro income taxes. 1'his helps explain 

why landowners in hig.½ brackets hol.d out .for higher :prices than can be ~t 

by low-income workers ·whose wages are .fully taxable.Y It helps explain 

the paradox 0£ high and risi."lg land prices in the face o~ a vast su..~lu.s 

o.f vacant and underutilized 1and,, and the twin paradox that islands of 

hyperintensive, high-density 1.and use, appropriate to high land values, 

arise in oceans of empty space with which they have 1ittle comple.~entary 

1ir-i.kage. It helps exp1ain why the 1and market is not nearly as responsive 

to consu.."ller demands as a. market has to be to be functional. in a complex 

modern econom,y. 

y Nore than fully taxable whan you consider that the base is the gross 
wage before •withholding wage taxes. 
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