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Al Introduction: Tax reform and public goals

In the last few mwonths the demand for tex reform has suddeniy
loomed into a towering force that will be served. Fixed postures of
either satisfaction or fatalism have become ludicrous; o©ld vastions
indefensible, Here we stand, bewildered end unprepared as usual, as the
cppertunity of a generation passes before us.

This paper is an effort to pull together a systematic ocubline
of one set of accumulated tax outrages, those bearing on lapd., I foliow
Dress releases, and scholarly and treasury and commission and task foree
relenses cn the subject with a growing impression of incompleteness, of a
tendency to settle on ons or two points as the major abuses to be remedied.
These make 1t sltogether too easy, and seriously underestimate the diligence
and ingemulty of tax-avoiders, who have gone far towards converting the
income tax into essepntially a payroll tax, end who will not be put squarely
in the income tax base with a few simple strokxes., Nothing less than s
thoroughgoing shaksup of the tax treatment of land income will avail. And
this is.exactly the time when such a project, hitherto a pipe dream, way
pe seriously entertained.

Distributive eguity is one purpose; allocative efficiency
another; employment and growth a third; internsbional standing a fourth.
¥We are not Just interested in taxing property incéme, bub in creatipg a
good incentive patiersn that respects the markel apnd harmonizes with a host
of public policies. Scme mejor policies to be served are these:

1. Timely urban renewal. "Timely"” implies an optimum, neither
post- por pre-mature.

2y Create employment opportunities, espeecially where nesded most.
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3. Eeonomize on capital. Thiz 1z an ora of sharply limited
disposable capital with urgsnt competing demands.
L. Counter inflatlon. This mesns encoursgement of inves:i-
rent with short pipelines to consumer markets ard guiek suppliy ispeet.
A counterpart of 3,
5. Contain urban sprawl. Agsin consistent with 3, for zprawl
wastes capital.
6.  Ample housing. This is where more capital should go, with
guick supply impact.
7. Encourage small businpess, combat concentration of economic
pover,
8. Distributive equity. Most loopholes are tailored to the
needs of those with large net worth and are regressive.
9. Clean air and waber.
10. Decenbtralize detailed planning
- By loeal officials, subject to state and national needs.
- By the market. Tax policy should if possible lubricabe
sticky markets; and certainly nob gum them up. It should meke them
respond to local planning powers.
11.  Strengthen balance of payments. Consistent with 4%,. but
also requires maintenance of competitive after-tax ratea of return o

investors with migratory {non-land) sssets.

B. Tax treatment of land

1. The income tax
Favors to investors in new ecapital goods, such as aceslerated

depreciation, expensing, and the 7% investment eredit, have »ositive msero-
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ecentmic and balance-of-payments effects and ma& be necesssary in spite

o7 possidle regressivity. TFavers to land, on the other hand, have no
maero-econsmic or allocative viriues to offset their distributive vices.
1t 1s not that economic land supply is sltogether "fixed"; but the growth
that occurs is not primerily a function of the private landowner as such.
Rather, public spending plus the spillover benefits from the enterprize
of neighboring land users enhance the potential service flew of land. It
is these, rather than the lapdowner ag such, whose motivation needs to be
the concern of the framers of functional institutions.

It is possible to retain many tax advantsges now essential
to motivate private invesitment in resl estate, and still collect as much
or more taxes from real estate, by bearing down on the locpholes specific
to non-functional land income, The followlng analyeis seeks to identify
theses,

My explicit reference, unless otherwise noted, will de to
the Faﬁsial personal income tax. Most of my poinds, however, apply as
well to the Federal corporate tax, and the various state personal and
corporate taxes.

I begin with ean ocutline, a sort of Mendeljev Pericdic Table
whiclh may help us find new devices as well as order the old.

a. Covert write-off of undepreciated snd apprecizted land value.
b. Exemptions
i. Tmpated income
ii. Unrealized apprezcistion
iii. Capital gains at death
iv. Beguests

v. Capital gains of exempt ¢wpers
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i Deferzal of tax on realized sporeciation
s Capital gains rate on aporeciabion, ordinary offset on
losses and carrying costs.
&y - Deferrsl of tax beyond date of =zale
i. Bale of residence
ii. Barter
iii. Instaliment sale
iv, Prorstiog of principle and interest
¥. Profit participation by seller
vi. Condemnation
i Peferral of land-use income wherse there is intertemporal
dependence of income
i. Sacrifiecing eariy rents for higher later rents:
"implicit expensing” of capital investment,
ii. Expiicit expensing of early operalbinz losses to
appropriate position

111, Explielt expensing of cspital outlsys by "farmers”

a. Covert write.off undeyprecisted angd apprec:iategi land vaiune
tand is non-deprecisble for tex purposes, in deferenee to

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

written off, its Income would achieve complete tax exempbion, as follows .-

izt t be the ineome tax rate, When ithe tax payer writes off the asset,

he reduces his tax 1iability by that amount, and his tax payments by 1%

of that amount., How the Treasury hes put 1o jg?; of the vslue of ?he asset,

It also recelves 3;_?% of the income of the asset. Thus the Treasury simply
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2ceives 2 return on its investment. As for the owner, he has now
invested only {1-t)% of the value; and he gets {1-t)4 of the income,
Un his equitwl he would earn a tax.free income in perpetuitby.

The way to write off Jand is to buy it with an oid building
or orchard, ete., and aliocate most of the cost to the capital, which is
deprecisble--and if its remaining 1life is short, rapidly deprecisble,
esﬁecially if the owner avolds repairs and mainternance. The IRS has no
well-organized defense against this, Harold Groves reports causes of tax-
payers even depraclating adjoining vacant lots! IRS invites {axpayexrs,
if challenged, t© use the land:building allocation reported by the local
tax assessors 23 evidence supporting their allocation., . In my reseayrch |
I have found thege xliceations consistently wnderstate the land component
by a very large factor. IRS lets owners use very short tax lives--10
years is abouit par--on slums and old Tarm buildings. |

Covert write-off of land is a factor sbove and beyond the
maitiple write-off of buildings. This latier is = more or less intended
censequence of accelersted building depreciation which reduces book yalue
of the deprecisble assel to below its remaining resale value. Tand
depreciation occurs when the buyer of an old building allocates less value
to the land than 1t had oxriglnally, even though it has not declined:; or
alligcates the same, even though it has risen,

There might seem to be recapture of land write-off when one

sells and pays a tax on the exceés of sale price over bogk value. But this

1/ T assume 100% equity financing, for expository simpiicity. Actually
the game 1s leverage, and the moritgaged landowner who wriites off land
could easily end up receiving income on no equliy at all.



Hax is twice diluted. First, 1t i deferred wnitil cale, vhereas uwrite-
off came sariisr. Second, At ig ab capital galns rabes: write-ofl was
from ordinary iacome, If the gwner never nolls thers in never an gecazion
T recapbure,

But actually taxpayers can do bebter by selling. TFor the
buyer starts writing off toth land and buiidiez 211 over again--nsver mind
how many times it was dope before, Thus land, vhich the law says 1s not
supposed to be deprecizited ab all, is writien off several times. The oniy
orovise is that it must remsin under an oid building.

Were 1t not for this device, the income tax might serve to
progote urban and rural renewsl. Onee the initial cost of a building
waz completely written off, sceelerated or not, its current cash flow
would be fuily taxable,éf Because it would be pure ground rent, a non-
denreciating income sourse., Thus in the year afier the last allewsbls
write-off, the owner w¢u1é suddenly face a much higher fax bill, I he
wanied a tax shelter in real esitate, he could get it only by actuslily
building; not by redeprecisting old capltal.

But under present practice the surest vway to lose the
priviiege of depreciating land is to cizer it snd erect a new bullding.
For then the IRS, szeing through a glass darkly, finally percsives that

what you bought-~if you just bought--vas net the depreciable bullding bub
the non-deprecisble site underneath 1%, It deniss write-off. Even
demnliition cost iz non-dspraciable, Or, if there was no recent purchsse,
they let one depreciste only the cost of budlding, not the land. The nei

effeeb:  you can depreciate land so long as youn do net improve i,

iF a Hnilddng underwent lccational cbsniescaupes dus o land
v, wribe-wll o ”3.&12,@.—».- soid hefore ihe “H‘:.f:* '“-u. zinally contersliated,
the "challenger”? land value egquailed the "dofender” value of

-y

lond cum o3d vuilding.
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Thus the tax law biases owners of older tuildings to delay
rengwal, to milk the last drop of taxt shelbter out of 0id buildings before
releasing the land for nevw, It raises the "défender’* value of land-~the
capitalized value of the extant building--relative to the "chalienger” or
menewasl wfalua of the clsared pite in the best succeeding use. Thus it
incresses the renewal gap {(defender value less challenger value) that must
be met by subsidy. Renewsl subsildies are soaked up by 1&:&& write-down,
Ieaving less for the constructive employment-generating investmert in

rebuilding and actually supplying housing.

b. Exemptions
i. Exemption of lmputed income

Durable goods used for the owner's consumption yield
an income "in kind" that is not taxed. The pricer of land is more affected
by this than is that of other assets beecause the service flow from lazd 1s
100% income--no wearing out. The price of appreciating land is even more
affected. The untaxed sgervice flow 18 supplemented by an untaxed greowth
of value each year stemming from progressive inerements to the tax-free
service flow. A depreclable duradble good, on the other hand, mush be of
gbout %0 years 1ife before the income flow equals the flow representing
recovery of capital,

The availability of land that builders might use is
reduced in urban fringes by the high propensity of the affiuvent to "reside”
over considerable scresge., Teamed with large-lot zening {which holds
down assessed veluss and property texes), expensing of taxes snd interest,

¥

expensing of "conservation” invesgtments, capital gains on breeding stock,

"

indefinite deferral of tax on sale of "residence.” and a host of favors to

-
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Igerements (a1l to be irested Iater), this crempbion of
ioputed dncome serves sreatly to Joriify the roldout pover of landowners
2" get that surrounds svery city. earsr in, the
imputed income of elderly wideows lg likewize ephanced by its exemption
from taxail }f

It 1s true, of course, that buyers of new howes on
this same land would alse enjoy the exsmption of iapuied land incoms,
partially neutralising the biss, But thers is normelly g tax bracket
differentisl--appreciating suburban land gravitates to the sirongest
hards. Higher prices mean higher oredit bvarriers all around, screening
cut the poor. Where the new use is an spartment there iz no offset at
allgf ~~that is, there iz & total and unmitigated bias against renters, =
factor hitiing low-income pecple with differential severity because of
their low net worth. Finally, cpen space as a consumer good is clearly
2 superior one-~indeed, throughout history it has besn the uitimste Iluxury,
the highest mark of stadus--and its tax exemption iz worth much more Lo
these who have risen farthest above subsistence. Those who would normslly
consume more gpen space anyway do so tax free while they contemplale with
upplemental pleasure the untaxed appreciatien of thelr net wordh.

1i. EBxeumplion of unrealized sporecistion

The form of income known a3 capital zains is not
taxed until realized by sale [Bisner v, Mocember {1920) 252 v.8. 189,
20 8. ¢t. 189].

e

i/ It is evident that tax reform must come to grips with varieties of
Ingtitutisnalized sentimentality. However, conasider tha.n i*:. is oply the
vidow of mesns who can aiford to value her Teelings above the pecuniary
blasdishments m’:" :myfa.l builderst and a _ﬁgn Tﬁrﬁ“ﬁrﬁibﬁ o the national
weaith 1z controlisd by longevrous widows. I7 we wish o subsidize widows
et us i 3:3 the needy thyouszh the welfere ays wmg not the mroperbiad
thrpugh The ua;sc system,

2/ There srs other offsets, bhrough fast write-off of income property,
ndh brassed have,
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If the land 1s never sold, there is no tax. Some
1lapdesmers therefore prefer to lesase ripe land rather than seli--prominent
aiamples are the Irvine Ranch of Crange County, Qalifornia, and the Big
Five of Oahm.  Others prefer to buy meny years in advancs of itheir own
antlcipated needs, even very conjecitwral ones. Vhen and 4f the needs
materialize, they have on tap needed land, now of high value, ascguived ad
a low value., The difference iz tax-.exempt income, The motive ia
gtrengthened by, and mutually strengthens, the motive to acquire advancs
reserves of a raw material whose supply is jeopardized by the absence of
& vigorous Iree market. The combination magnifies the area of idle
reserves which individusis apd firms find it advantagecus to hold., Thus
it raises the holdout price of land.

iii, Capiial gains at desth

Capital gains taxes on apprecisied assets are forgiven
ab death. There are death taxes to pay instead, but these would alzc be
due on whstaver asset was substitubted for appreciated land, Tt is ithere-
fore folly for individuals to s211 appreciated land during a period of
several years before death, Elderly owners in thelr declining years
are obvicusly below average in enterprise, so their Jand is often Jusht
held off the market, "locksd-in".

iv. Beqguests

Eieemméynamy'heqnesta of appreciated land enioy
exemphion from eapital gains taxi yet they are fully deductible at
appraised value, and thelr carrying costs are expensible, Thus the
taspayer can deduct & vaine -wh:ich he has accumlsted tax free, in sddition

ta enjoying the prestige and satisfaction of supporting his favorite
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aavreh, collieze, tract soclety, or Poundation, This alds to the metives
to hold land for appreciation. The szame iz true for the Tactitious

ook caplial gain cereated by hawing written off lsnd {or having depreciabed
nuildings too fast).

Another aspeet is the zift with life estate., Under
this arrangement, the taxpayer deducts the appraised value at time of
bequest, bul enjoys use of the home and grounds for 1life {no %tax on the
imputed income. eithex of course). During this period he canmot geli
and the land ia frozen.

v. Capital mpains of exemph owners

Charches and other tax-exempt owmers are noroelly nob
allovwed exemption on business-type, profit-making activities. The excepbion
is gz2in on land salesz. The ceniral city church that goes suburban tekes
its full selling price along with it, Thus.initiated, it is altogether
1ikely to select a large site with ample grounds and parking space, with
one eye to future tax-Pree gains.

Cemetery asscclations are especially large land
speculators to benefll from this provision. Cemeteries in Milwaukee
County pre-empt mere Jand than all industry--not a negtigible itenm,

These speculstors usually couple their income tax
exemption with exenption from local property tax. 1In additlon, Interast
on thelr bonds is exempt from income tax, an advantaze to them as they
berrow al very low interest rates,

G Deferral of tax on realized appreciation
The most transcendent of tax loopholes is the lsast wall .

mderstond, That 1is because it entails no specific "gimmick” that mizht
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sarve &8 5 handle to id=2ntify and popularize it, such as depletion
allowance, capiial zains rates, accelerated write-off, or forgiveneas
2t death. Also, a rigorous demonstration that the loophole really is
a loophole invoives the use of some mathematics. However, the basic
reagoning may be resdily grasped.

Money in the bank deubles every 10 years at 7% compound
interest. It follows that present deolisrs are worthemore than future
dollars, and a great deal more than remoie fubure doliars. For example,
at 7% one dollar today 1s worth $32 in 50 years (25 x 32), so one dollar
due in 50 years is worth 3¢ now. Therefore taxes deferred are taxes
denied. Early tax payment to reduce later tax paymepnt by an equsl amount
is an investment that yields no interest.

Suppose a piece of tmused fringe land is ripenipg toward
urbaniﬁatien, the target date for sale at wrban prices being ceritain--
say 20 years hence, Cr suppose a plece of welland is ripening toward
the higher use made possible by a federal flood-control dam. In & reagonably
free market it would appreciate like a bank deposit, at compound interest.
Consider vwhat compound interest means: it means that the appraciation
acerued in each year goes right back to work for the investor, earning
income for him in all Pfuture years. Accrued aporeciation is therefore
income constructively received at the time of appreclation, just like
interest paid by a bank and credited to one's account. Note the timing:
appreciation is income in the year accerued, not the later year of
"reajization” by sale.

Now consider the countrast in {ime of tax 1lisbility between
barz deposibs and appreciating land. Ianterest is taxable sach year aa
‘4 acerues 1a your asccount.  Appreciation is not taxed until “realized"

by sale, With each passing year, the landowner defers taxes, not just
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on the value accruing currently, but alsc on the value acerued in 211
prior years,

The 16th Amendment authorizes taxation of "income from
whatever source derived.” The realization doctrina is not part of the
Amendment. It rests on the shaky case of Eisner v. Macomber (1920}%/
As & result of this decision and its implementation, sppreciating land
affords a soverelgn tax loovhcle. The landowner constructively recelves
income at the time it goes to work earning more ineome for him. Bul he
is pot taxed until rmmeh later. He has contrived to receive income and
plow it back without being taxed. He can even turn this acerued income
into cash by mortgaging apprecilated land, without tax }jiability--and deduct
the interest payments to boot.

Appreciating lend is like a corporation that does not
distribute profits, to avold taxation of dividends, but plows them back
into capital and lets the shareholders realize the income at thelr tax
convenience in the form of appreclated stock valuss at czpital géins tax
rates. This lcopholie for cerporations has been recognized and somewhat
compensated by the double taxation intierent in the corpeorate income tax.,
In the case of appreciating land, however, there is no.such compensating
device. There are rather a number of fortifying locpholes, discussed
elsevwhere.,

Holding land for appreciation, therefore, is much favored.
The extrsordinarily favorable tax treatment enccurages.speculatérs to buy
and hold land, and retards their reléasing it to developers and builders,

whose income is fully taxable at ordinary rates when produced.

i/ 252 u.s. 189, 40 S. Ct. 189
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The desire of landholiders to defer taxes on zalns is
often colloguislly deseribed as the "locked-in" effect. To show the
foree of the locked-in effect and its tendency to defer sale, I have
worked out a formula for computing the land speculator’s rate of return
after taxes for differentholding pericds, and from it construcied Table 1
showing how afier-tax rates of return increase with holding periods.

The formuia is based on supposing unused fringe lsnd's
selling price rises yearly at an assumed markel rate of inferest, 1. A
tax rate, t, is applied {o the excess of sales price in any year, (1+i)x,
over cost of $1 at time zero. The landowner’s rate of return after tax

is 1.
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(1) ey = (1+1)F (1-8) +t

Using any set of interest tables, it is easy to give numerical
examples of how r rises with x, the year of zale. Table 1 is such an

axample.

Table 1

After-tax rate of return (r) to land speculator for different

bolding periods when the rate of appreciation before tax (i)

is constant at 8%, tax rate {t) is 509, and scquisition cost
of §1 is deductible in yesr of sale {x).

Based on the equationg

(L) = (2+3)F (1-t) +t = 1.08% * 1/0 +31/0

Bx 1.08% (1+2)* r
) 1.080 1.04 0ho
5 1.h69 1.2h .03
10 2.159 1.58 Oh7
15 3.172 2,09 050
20 L. 661 2.83 L053
25 6.848 3.92 .056
50 hé,502 23.95 065
100 2199. 798 1100.40 . .02
00 — - _ .080

The speculator who sells in one year bears the full effective tax
rate--his rate of return is halved, as the nominsl tax rate of 50% con-
templates., The speculator who sells in 20 years bears less than 3/4
of the nominal tax rate, The old settier who waited 50 years bears
leas than haif,
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A heuristic proof of the generality of this result is
possible by resrranging the form of Equation (1)
(a) (1) [-5(1+)7) = (142)° (3-%)

(e = ) 1
1-t{1er)™ %

As x grows very large, (zeey -—> (, so the fraetion on the right
side —> 1, and x —>' 1
A rigorous proof is availsble eon request. it is foxr the
mathematicisns, Most readers will find it more drawn out than the
residual doubt warrants, and less helpfuil guantitatively than Table 1.
It is essy to prove rigorously, however, that a tax has
7o locked-in effect--is intertemporally neutral--if iis base is the yearly
inerement of valuve., It even mskes sense; the tax cannot be deferred or
changed by deferring sale; therefore it has no effect on time of sale.
Azsuming az before that value grows at compound interest,
the value at the end of any yesr x is (lﬁi)xg the acerual of value is
Ta (1+i}x’1; and the tax is t.i.(l{»i}x-l( r, the after tax rate of
return, is now that discount rete which makes tha.present value of selling

price less tax costs egual the cost of $1.

(2) AL = it i(1si).t ) 1(1+1) L . (1+1)%
' er {(er)s 7 70 T AGTIE NEFT TS
__3:31?:. =3 -1t §» 13 *
i e vy [l -{3;-1:
r~-31i=.1t

r = i{1st)
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Figure I
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" [1+i(i-t)7°
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Growth of taxpayer realized cash after taxes under different tax
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(11)" (1-t)

gross tax, no deduction of cost

(1+1)° (4-%) + t income tax on gain when realized

[1+i(i-t)T*

f

neuwtral tax
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Under this tax, r is reduced below 1 by the full tax rate () impartisily
for all holding periods {x). There is no bias--ne locked-in effect, no
partial tsx ewemption, no encouragement to land speculation.

The difference between this tax on acerued income, which is
intertemporally nentral, and the eash-bssis tax policy now employed, gives
an idea of how the Elsner v. Macomber rule biases investors to buy and hold
avpreciating land,

It is of some policy interest to note that the local property
tax based on capilal value tends to operate like this neutral tax. Beecause
gach takes a Iixed perceniage of the capital value each year,

At the same time that Investors seek to defer tax 1liabilities
they seek to advence deductions, The land speculator receives faverable
treatment in this particular also. For he deducts his holding costs as
he spends the money--i.e., he "expenses” Jocal land taxes, and interest on
borroved ﬁo&ﬁy, even though the increment of land value which they finance
will not be taxsble for many years te come, if ever. He mey zlzo succeed
in writing off part of the initial cost of land, if he buys lend under an
old orchard or building and allocates too 1litile of this cost to the land.
He may write this off through depreciation. In the alterpative, he might
demelish the bullding midway in his heolding peried and olaim a loss. It
is not hard {o imegine how an ingenious taxpayer mey become & non-taxpaver
by corbining these devices. By reducing his real cost basis and deferring
his taex he may end up with a rate of return after taxes higher than the
rate before taxes,

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

and ecarrying costs,
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The sale of land for a gain, if the seller has aveoided
"ooaler” classification, qualifies for capital calns rades, This of
course encourages tex avelders in high brackets to buy and khold avprecisting
land, The uncertainty szbout héw to aveoid "dealsr" claszification causes
all landowners to avoid rapld sales, development, large sales, consistent
selling, ete. The result is more land tied up. One must be either a
vaszive investor, or use the land in a Eusinass other than real egtate, a
business such as a golf course, farm, nursery, drive-in, parking lob, junk
yard, or what have you. One 1s encoursged to hold land in these lower
uszes and defer allocating it to itz highest use,

Iesses on land sales {up to $1,000) are deductible from
ordinary taxable income, so long as one observes the elementary precantion
of realizing losses in yzars of no realized gains. If the joser lacks
taxeble income, he can often merge with a winner before realizing losses.
Both winner and loser are locked in while courting each other,

The cests of holding land-~interest and locel land taxes--
enjoy ordinary of'fset. S¢ dees covert depreciatien of land cost, where
that is accomplished. After-tax rates of reburn may be much higher than
before-tax rates of returmn.

e, Deferral of tax beyond dabte of sale.
3. Sale of residence
If it is & "residence” one sells, the tax iz deferrsd
so long as one buys ancother residence within a year, Uhder.larga ot
zoning, Tive or ten acres of grounds would probably cualify as part of the

"regidenes”, althowgh local administrative practice veries.
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ii. Deferral of tax by barter

If the grounds gualify as & "farm" one can barter it,
tax free, Tor a larger "like property”. The new owner has = higher basis-~
the appraised value at time of barter--snd can subdivide and sell off
without tax on the pre-barter increment. Or he ean hold Tor further
cppreciation, the tak on which he too can defer in the same msnner. Section
1031 of the Internal Revenue Code provides: "No gain or joss shall be
recognized 1f property held for productive use in irade or business or
for investment {not inecluding stock, ete.) is exchanged solely for property
of a 1like kind to be held either for productive use in trade or business
o» Tor investment.”  Thers is a good deal of "tailoring” of transactions
to £it the letter of 1031. An ingvestor thserintant is to buy a suburban
Farm for cash will first buy a rural farm, satisfactory to the prospective
seller, and then barter farms with him. Or he might buy other suburban
land for barter,

The other land of "like kird"” might also be a golf
course, dump, drive-in, airport, nursery, etec.

A network of brokers' clubs has developed to srrange
such bartering. Thus a ready zvenus is open to suburban land speculstiors
to defer income taxation of capital gains.

103 iz not an unmixed evil. Ii unlocks some locked-
in investors by letting them release thelr land o comwerce without tax
penalty on the transaction. On the other hand, 1% mekes land speculiating
more atiractive and brings in weore specclative money., inflating the general
level of land prices., The seller, too, is stili locked inte his "like

rroperty”, which mey be a rural farm--& big factor inflating farm land
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yrices~-but may also be another suburban farm.
iii. Deferral by installment szale

The affluent seller who is in no hurry for cash, or
whose Strong credit leds him monetize his i1liquid assets by banking them,
way defer tax on land sale by the installment device. He must be the
mortgagee. He must not take 8 down payment of more than 309 of the
seiling price.

An lmportant incidentsl benefit of this methed of sale
is that a large share of the interest on the deferred payments may be
Lreated as part of the contract price and receive capital gains rstes.
Only a b% rate must be treated as interest, at simple interest rates.
Hortgage interest rates today are about double that, at compound interest,
s¢ contract prices are inflated to reflect the buyer's benefit from borroving
at h% simple interest From the seller; and the seller takes his interest
sbove 4% at cepital gains rates.

| The longer the installiment period the greater the
differences between simple and compound interest. So sellers who can’
walt & very long time for cash can get capital gains treatment on all
compound interest sbove 29 or 3%, depending on the time involved. I
have not worked out details on this, but the possibilities of aefErﬁeﬁ
payment of inflated contraet prices are evident. Farm econcmists have
published a good deal on the subject.

| A variant of installment ssle is the "land contract®.

The seller, instead of conveying title and taking = mortgage, retains
title until payments are completed. It payments come in zlowly this is

not tos different from rental, but with the btax bepefit of capital gains
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vreatment for ail payments on principel representing taxable gains to ths
seller, and all interest payments above %% simple. Thus a zood desl of
crdinary rent income receives capital gains rates.

iv. Simple prorating of installment payments between
interest and principal

Whenever a debt is paid off in level installments, the
true proportion which is interest is z maximum in the first yesr, when the
unpaid balance is a maximum, and falls nearly $o zero in the last instaliment.
The neceasary sinking fund tables to f;nd the true proportion are the
common propariy of bankers, and no deep mystery. Simple prorating of °
level installiments between interest and principal therefore constituteés a
deferral of tax liability relative to an accurate sccounting--another
benefit from installment ssles.

v. Contract price contingent on buyer's profits: "profit
participation”

If the comtract price is contingent on the buyer's
profit from the land, the seller need not prorate early'payments'between
interest and recovery. He treets all paymenie as non-taxabdle recovery of
principsl until he has recﬁqére& his fril basis; and only then does he
bvegin to pay taxes on his cash rzcelpis.

vii.Condemnation

If land is condemn=d, as for highways or urban renewal,
the tax on gains is deferred if the unwilling seller reinvests in like'
property within a year. If a lessor is forced to convey title o his
lessee under something like the "Maryland land law,” now law in Hawsii,

he receiwrzs the same privilege or betier.
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2. Paferra]l of income from land use, where thers is inter-
Tarporal dependance of income,
1. Secriflcing esrly rents for higher izter rents.

"Immlielt expensing” of Toregone income

There iz oiten an intertemporal dependsnce of land
rents. Saerificing early renits to g2t higher isber ones is a form of
investment, and basically quite legitimate., However, the income tax
biases landowpers tﬁward an excess of this kind of investment, becanse
the foregene early rent is plowed back without ever having been received
and taxed.

The effect is the same as though the eariy foregone
rent wers receivad in cash and then reinvested, and granted the valuable
tax privilege of being expensed. This is "implicit expensing”. Expeusing
of capital investments 1s tantamount to I00% exempticn from inceme tax.

An example of how implicit expensing csuses land %o
be unavailsbie to bullders is the following., As a district or neighborhocd
113z in, the early builders establish a pattern of use. The more of the
land is develcped, the mere certain become the specifics of the highest use
of the remaining undeveloped land. Thus cerdainty improves over time.
This hag always supplied a certain rationale for deferral of land development,

even before income bax rates were significant, But now the early fovegeons

rent--the investment in greater certainty--is expensidle: implicitly, a

that is. This encourages individuals to withhold land to achieve greater
certainty. Since the irdividuals gain of certainty is achieved by
imposing wncertainty on other landowners, thers i3 no net sccial gain to

Justify a subsidy to this kind of withheolding.
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Arpther fonilizy example is the effert of lorse
developers o abtract the highest pessible siratum of the market, at the
oxpense of some walling., Barly sales to wealthy buysrs are thought o

# not volume. Thus

N

cong up & subdivision and enhanes later sales prices,
a bias toward high pricing and slow sales resulis., The income tax
cxaggerates it.  The loss of potential income from idle land is "impiteitly
expensed”.  Implicit expensing is imwolved not merely In the year-to-yesr
wenagenent but ia the original decision to caber to higher tastes than the
broadest and most frustrated stratum of the mmrket can now afford.

A third examgie is the California zoning devies whereby
iarge landowners cen have their development density measured as a whole.
They can raise density in parts of their land if they keep the average
down te the reguired lavel. Their response, as describsd by Eichler and
Hopisn, iz to begin ab densities below the averege, building up zoning
“eredits” to apply later to apartments after the integrated development
has become esiablisked. The unreaped rents of ﬁhﬁ unused land, neanhbime,
are implicitly expensed.

A fourth exsample, of some generality, is vhers a large

wnér aveids subdividing, at = time when that would be optimal, in order
t o preserve z large tract intact for fubture interraied development,
if. BExplieit expensing of early overating losses to
2stablish position
it is possible in several ways to appropriate control

over terrilory by esiablishing an esrly position. An example is ths

o i E ot

h oan eariy

3

osltion in growling subwrban

o

tearritony, Here the bias 15 toward vrematurs development--but not of
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héusing, a3 a mude. How does this work?

Tt Wicksell, astute Swedlsh economist who anticipated
many of the 1deas that have stirred the world sinece his time, once cbserved:
"vecause of the local character of the firm and its market, . . . the largs
enberprise has an actual mopopoly simply becsuse it comes Tirst on the ascene,
and this monopoly may be 23 good as a moncpoly which is legally established.”
Competition by a second firm "would only lead to the ruin of both.”
{lectures, Voi, I, p. 131}

Now ceserve retailers establishing new positions sround
ever& growing city. - Whers there is voom for only one store, or shopping
cenler, or cnly a few gas stabtions, to be there first is to establish a
species of franchise over the trade ares, at least for several years. 7The
early losses are expensible; = the texable income is deferred, and might
even b2 taken as capital gain by sale of land,

Teday, it Is alse of value to establish a zoning
position. The more offensive g land use is to Its residential nelghbors,
vho will uvitimately dominate zoning, the more important for s fi?m to
establish an early history of noise, traffic, signs, smcke and other
neisances. Likewise, if tight future zening of scme monopoly value is
anticipated, it is good to establish one's Ffuture grandfatherhood today.

Thué,. aresas best suited for resideniial vee are
subject te premsture invasion by commerce, a higher use. The "floating
value” that results, diffused over wide areas, inflates values sbove the
residential level, without, however, raising them anough to stop the

commeredal demand, This drives residential builders farther out, where

high density residential use establiishes a floating valuve over sress bhest



G5~

suited for low density--and 82 on and on in 2 sucecasslion of centriffegil
chocx ‘*aaves,

The appropriative doctrine of water law is a grand
vehicle for expensing land acguisition. Under the doctrine, control of
water is establiished by prior use: "first in time, Pirst in right.” The
country is full of water sources currently submarginal bub motentially reni-
vielding. The only way Lo secure the Tuture renbts is to develop the water
noW, before a rival., The doctrine is pernicious enovgh witheut tax con-
siderations, but on toy of everything else, early operating losses are
expensible. They actually should not even be deprecisble, for they are
the price pald to zecquire Iand,

The natural resource fi=lid cverfldws with iel
examples, wherever s rule of capiure appiies. Expensing of exploration
sutlays and intangible drilling costs are ameng the largest of these,

Cne of the greatest urban land speculations ir history
is the eur{gif rane for.gaaoline station sites by the largest collection
of corpeorate wealth in the world, the international major oil companies and
the sevéral lesser ones, loaded with untaxed cash £rom depletion allowances.
The early losses are expensible; the tax lisbility of income is deferred,
and the land vaiue Increment is never taxed so long as there is no sale,

The accumlated econcomic power behind the oil companies is impossible for
home buyers and builders and most other retailers to match., Not stoveing
with siatlon sites, some companies have gone into land speculation as a
major enterovrise, The tax relations between their retail outlets and

their other land would meks an interesting sbudy. leantime, the home

buyer ond small retaller know they must overcome the most sowerful corpetitioun
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in the qusst for Yand., The "impliclt expensing® of early Porsgone ronts,
nd the eupliclt expensing of operating losses of prematurs retail sutleis,
add Lo the power of the competition.

A subtle form of expensing is that resulting from pay-
as-you-go municipal financing of capital improvements., The property tax-
payer expenses his taxes; the money is used for public capital improvements
of the most durable kind, whose payeff is in erhanced service flow to land.

131, Bxplicit expensing of capital ocutiays by "farmers”

While the homesite seeker is pressed from above by
the higher use of commerce, he is grownd agsinst the nether milistone of
"farming”, which also enjoys exirsordinary privileges. "Farmers” may
expense many capital invesiments in soil and water “conservation.” The
gentleman farmer and his horsey femily, who thus sink money in farms,
have become proverbialj the proverd is now documented by & recent U.S.D.A.
study, based on 1963 tax returns, showing that most wealthy taxpayers who
cun farms report farming lesses. Of 3.2 million individuals who File iax
returps incleding farm inceme, 66,000 reported combined farm snd non-farm
incomes over $25,000, Of this top group two-thirds reported farm losses!
Thelr alleged tax losses arxe only current, They sre expensed Prom
ordinery income, usually wurban, to be recouped later ab capital gains
rates by sale of a greatly lmproved farm., Improved for what? ot for
sale to lower income home buyers a3 a ruls. geil and water conservation
are likely to hold the land in agriculture wuntil the tax-motivated famm
improvenents have besn used for farming. |

The cost of establishing orchards also is expensable,

and the uvarealized rent of the land used for an orchard's early raorsexry
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The combined resuit of factors a. through . is that the income

why landewners in hizgh brackets hold out for higher prices than can be wet
by low-income workers whose wages are fully taxabla.éf It helps expliain
the paradox of high and rising land prices In the Tace of a vast surplus
of vecant and underutilized land, and the twin paradex that islands of
hyperintensive, high-density land use, appreooriste to hizh land values,
arise in cceans of empty space with vwhich they have little complementary
linkage, It helps explain vwhy the land masrket is nob nearly as responsive
to consurer demands as a markelt has to be to be funetional in a complex

modarn sconcmy.

2] More than fuily taxable when you consider that the base is the gross
wage before withholding waze taxes,
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