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A, Introduction: Tax reform and public pgoals

In the last few months the demand for tax reform has suddenly
loomed into a towering force that will be served. Fixed postures of
either satisfaction or fatalism have become ludicrouc; old bastions
indefensible, Here we stand, bewlldered and unprepared as usual, as the
opportunity of a generation passes before us.

This paper is an effort to pull together a systematic outline
of one set of accumilated tax outrages, those bearing on land. I follow
press releases, and scholerly and treasury and commission and task force
releeses on the subject with'a growing impression of incompleteness, of a

_tendency to settle on one or two points as the major sbuses to be remedied.
These make it altogether too eesy, and seriously underestimate the diligence
and ingenuity of tax-avoiders, who have gone far towards converting the
income tax into essentislly a payroll tex, and who will not be put cquarely
in the income tax base with a few simple strokes. llothing less than a
thoroughgoing shekeup of the tax treatment of land income will avail. And
this is.exactly the time when such a project, hitherto a pipe dreem, may
be seriously entertained.

Distributive equity is one purpose; =allocative efficiency
another; employment and growth a third; international stending a fourth.
We are not Just interested in taxing property income, but in creating o
good incentive pattern that rerpects the market and harmonizes with a host
of public policics. Some major policies to be served are these:

1. Timely urban renewal.  "Timely" iuplies an optimum, neither
post- nor pre-mature.

2. Create employment opportunities, especially where needed most.
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3. Economize on capital. This ié anrera of sharply limited
disposable capital with urgent competing demands.
L, Couhter inflation. This means encouragement of invest-
ment with short pipelines to consumer markets and quick supply impact.
A counterpart of 3.
5. Contain urban sprawl. Agein consistent with 3, for sprawl
vastes capital.
6. Ample housing. This is vhere more capital should go, with
quick supply impact.
7. Encourage small business, combat concentratioﬁ of econonic
.. pover. _ -
8. Distributive equity. Most loopholes are tailored to the
needs of those with large net worth and are regressive,
9. Clean z2ir and water.
10, Decentralize detailed plannﬁng
-~ By local officials, subject to stete and national needs.
- By the market. Tax policy should if possible lubricate
sticky markets; and certainly not gum them up. It should mske then
respond to local planning povers.
11. Strengthen balance of payments. Consistent with 4, but
algo requires malintenance of competitive after-tax rates of return to

investors with migratory (non-land) assets.

B. Tax treatment of land

1. The income tax
Favors to investors in new capital goods, such as accelerated

depreciation, expensing, and the 7% investment credit, have positive macro-
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economic and balance-of-payments éffects aﬁd may be necessdry in gpite
of possible regressivity. TFavors to land, on the other hand, have no
macro-economic or allocative virtues to offset their distributive vices.
It is not that economic land supply is altogether "fixed"; but the growth
that occurs is not primarily a function of the private landowner as such.
Rather, public spending plus the spillover benefits from the enterprise
of neighboring land users enhance the potentizl service flow of land. It
is these, rather than the landowner as such, whose motivetion needs to be
the concern of the framers of functional institutions.
N It 12 possible to retein many tax sdvantages now essential
~ -to_motivate private investment in real estate, and still collect as much
or more taxes from real estate, by bearing_down on the loopholes spacific
to non~-functional land income, The followingbanalysis seeks to identify
theee.,

My explicit reference, unless otherwise noted, will be to
the Federal personal income tax. ¥Yost of my points, however, epply as
well to the Federal corporate tax, and the variéus state personal and
corporate taxes.

I begin with an outline, a sort of Mendeljev Periocdic Table
vhich may help us find new devices as well as order the old.

a. Covert write-off of undepreciated and appreciated lsnd vglue.
b, Exemptions
{. Imputed income
ii. Unrcalized eppreclation
111, Capital gains at death
iv. Bequests

v, Copital gains of exempt cwners
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C. Deferral of tex on realized appreciation
a. " Capitnl gains rate on appreciation, ordinary offaet on
Yosses and carrying costs,
Q. . Deferral of tox beyond date of sale
| i. Sale of residence
ii. Barter
iii. Installment sale
iv, Prorating of principle and interest
v. Profit participation by seller
vi. Condemnation
e, T Deferral of land-use income where there is intertemporal
dependence of income
i. Sacrificing early rents for higher later rents:
"implicit expensing" of capital investment.
1i. Explicit expensing of early operating losses to
appropriate position

1ii. Explicit expensing of cepitel cutleys by "farmers"

(8]

a. Covert write-off undepreclated and appreciated land value
Land is non-depreciable for tax purposes, in deference to

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

written off, its income would achieve complete tex exermption, as follows.

Iet t be the income tax rate. Vhen the tax payer writes off the asect,

he reduces his tax lisbility by that amoﬁnt, and his tex payments by t%

of that amount. How the Treasury has put up 3% of the value of the asset,

It elso receives E% of the income of the asset. Thus the Treasury simply
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receives a return on 1ts investment. As for the owner, he has now
invested only (1-t)% of the value; and he gets (1-t)% of the income.
On his equityi/ge wvould earn & tax-free income in perpetulty.

The way to write off land is to buy it with an old building
or orchard, ete., and allocate most of the cost to the capitai; which is
depreciable~--and if its remaining life is short, rapidly depreciaoble,
especially if the owner avolds repairs and maintenance. The IRS has no
well-organized defense against this, Harold Groves reports cases of tax-
payers even depreciating adjoining vacant lots! IRS invites taxpayers,
if challenged, to uvse the land:bullding allecation reported by the loca

-tax assessors as evidence supporting their allocation. In my recearch

I have found these allécations consistently understate the land component
by a very large foctor. IRS lets owners use very short tsx lives--10
years is about par--on slums and old farm bulldings.

Covert write~off of land is & factor above and beyond the
mltiple write-cff of buildings. This latter is a more or less intended
consequence of accelerated building depreciation which reduces book value
of the depreclable asset to below its remaining resale value. Land
depreciation occurs when the buyer of an old building allocates less value
to the lapnd then it had originally, even though it has not declined; or
allocates the same, even though it has risen,

There might scem to he rececapture of land write~-off when one

sells ond pays a tox on the excess of sale price over book value. Dut this

;/ I assume 1007 equity financing, for expository simplicity. Actuvally
the gamz is leverape, and the mortgaszed londowmer vho writes off land
could easily cnd up receiving income on no cquity at all.
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tax is twicé diluted. TFirst, it 1s deferréd until cale, whereas write;
off came earlier. Second, it 12 at capital gains rates: write-off was
from ordinary income., If the owner never sells there is never an cccasion
to recapture,.

But actuvally taxpayers cen do better by selling. For the
buyer starts writing off both land and dbulldinz 211 over ggein--ncver mind
how many times it was done before. Thus lend, vhich the law seys is not
supposed to be depreclated et all, 1s written off several times, The enly
proviso is that it must remain under an old btuilding.

Were it not for this device, the income tax might serve to
prenote urban and rural rencwal. Once the initial cost of a building
was corpletely written off, accelerated or not, its current cash flow
would be fully taxable.l/ Because it would be pure ground rent, a non-
deprecioting income source. Thus in the year after the last ellontle
write-off, the owner would suddenly face & nmuch higher tex bi11. If ks
wanted a tex shelter in real estate, he could get it only by actuvall:yr
bullding; not by redepreciating old capital. |

But under present practice the surest way to lose the
privilege of depreclating land is to clear it and erect a new bulldingz,
For then the IRS, seeing throuzh a glass darkly, Tinally perceives ihat
what you bought--1if you just bought--was not the depreciable buildinz tut
the non-depreclable site underneath 1t. It denies write-off. Bren
denolition cost ig non-deprecichble. Or, if there was no racent purchase,
they lct bne depreclate only the cost of buillding, not the land. The rnzt

effect: you can depreciate land co long as you do not improve 1it.

1/ Indeed, if a building underwent locaticnal obzolescence duz to lz:d
apprecciation, writz-off rhowld end bvefore the life originally ceatenznlauted,

o
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-

as coon as the "challenger" land value equalled the "defender" value of
land cuwn 0ld bullding.



Thus the tax law bianea owners of older buildings fo delny
rencval, to milk thg ;asﬁﬂdrop 9£ktnxﬂgh¢1te? out of oldﬂbui;d{pggrbcfore
reléaaing the land for new, It raises the "defender" value of land--the
capitalized value of the extant building--relative to the "challenger" or
reneval value of the cleared site in the best succeeding use. Thus it
increases the renewal gop (defender value less challenger value) that must
be met by subsidy. Renewal subsidies ere sosked up by 1aﬁd write-down,k
leaving less for the constructive employment-generating investment in

rebullding and actually supplylng housing.

b.b _ Exemptions
1. Exc¢mption of inmputed incowe

Durchle goods uvsed for the cwner's consumption yield
an income "in kind" that is not texed. The price of land is more affected
by this than is that of other cssets becouse the service {low from land is
100% income--no weering out.  The price of cpprecilating land is even move
affected. The untaxed service flow is suppleménted by an untexed grovwth
of voluve each year stemming from progressive increments to the tax-free
service flow. A depreclable dursble good, on the other hand, must be of
about LO years life befere the income flow equals the flow representing
recovery of capital.

The availebility of land thet builders might use is
reduced in urban fringes by the hiéh propensity of the affluent to "recide"
ovey consliderable acreege., Teamed with lerpe-lot zoning {(vhich holds
down assessed values end preperty taxes), cxpensing of taxes end interest,
expensing of "conscrvation' investments, capital gains on breeding stock,

indefinite deferral of tax on sale of "reaidence,” and a host of favors to
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deferred lond incrcments (a1 to be treated later), this cxemption of
of the "mink and manure" set that surrounds every city. lNearer in, the
imputed 4income of elderly widows is likewise enhanced by its exemption
from taxation.l/

It 18 true, of cowrse, that buyers of new homes on
this same land would alco enjoy the exemption of imputed land income,
partially neutralizing the bias. But there is normally a tax bracket
differentiel-~appreciating suburban land gravitates to the strongest ‘

hands. Higher prices mean higher credit barriers 2ll around, screening

.. ont the poor, Where the new use is sn epartment there is no offset at

allg/«-that is, there is a total and unmitipated bias against renters, &
factor hitting low-income people with differential severity because of
their low net worth, Finally, opén space ag & consumer good is clearly
8 superior one--indced, throuzhout history it has been the vitirote lnmwy,
the highest mark of stastus--and ite tax exenmtion is worth much more to
these who have risen farthest above subsistcncé. Those who would normally
consune more open space anyvay do co tax free vhile they contemplete with
supplemental pleasure the untaxed appreclation of their net worth.
ii. Ixemption of unrealized oppreciaticn

The form of inceox2 known as capital gains is not

taxed until realized by eale [Bisner v. Macowber (1020) 252 U.S. 189,

Y
4o 8. ct. 189].

}/ It is evident that tox reform nust come to girips with varileties of
institutionalized sentimentality, HHowever, couslider that 1t is only the
vidow of nzans who can afford to value her Teelings alcove the pecuniary
blandishments of hopefiuld bullders; and a hipgh proportion of the naticnzl
wealth 15 controlled by lonzevous widows. If we wilsh to subsidize wideovs
let us help the ncedy through the welfare system; not the propertied
through the tax system.

g/ There ecre other offoets, through fast write-off of income property,
not treated here.



-(1..

If the land is never sold, there i8 no tax, Sbme
- landovners therefore prefer to lease ripe land rather than gcell-~prouminent
examplea are the Irvine Ranch of Oranze County, California, and the Big
Five of Oahu., Others prefer to buy many years in advaﬁce of their own
anticipated needs, even very conjectural ones, Vhen and if the necds
materialize, they have on tap needed land, now of high velue, acquired =zt
& low value, The diffcerence is tax-exempt income, The motive is
strengthened by, and mutually strengthens, the motive to acgquire advance
rescrves of a raw materisl vhose supply is Jeopardized by the absence of
. 8 vigorous free market, The combination magnifies the ares of idle
- --rescrves vhich individunls and firms {ind it advantageous to hold. Thus
it ralses the holdout bricc of land.
111, Capital gains at death
Capital gains taxes on sypreciated assets are forgiven
at death. There are death texes to pay instead, but these would also be
due on vhatever agcet was substituted for apprecisted land, It is there-
fore folly for individuals to sell appreciatediland during a period of
several. years before death, Elderly owners in their declininz years
are cbvicusly belew average in enterprise, so their land is often just
held off the market, "locked-in".
iv. Beguests
Eleemosynary bequestes of appreciated land enjoy
exemption from,capital gains taxy yet they are fully deduwetidble at
appraisedrvalue, and their carryinz cests are expensible. Thus the
texpayer can deduct a velue vhich he has accumulated tax ree, in eddition

to enjoying the prestige ond satinfaction of supporting his favorite
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church, college, tract soclety, or foundation. This aodds to the motives
to hold land for eppreciation, The same is true for the factitious

book capitel gmin created by having written off land {(or having depreciated
buildings too fast).

Another aspecet is the gift with life estate. Under
this arrangement, the taxpayer deducts the oppraised value at time of
bequest, but enjoys use of the home and grounds for life (no tox on the
imputed income either, of course). During this period he cannot sell
end the land is frozen,

v. Capital galns of exempt owners
—_ - - - Churches and otﬁer tox-~ciermpt ovmers are normally not
alloved exenption on business-type, profit-meking sctivities. The exception
is gain on lend salesa. The central city church that goes suburban tekes
its Tl sellirg price along with it.  Thus initiated, it is altogether
likely to celect a larpe site with anple grounds and parking space, with
one eye to future tex-free pmins.

Cemetery assoclations are e&pecially large land
specuwlators to benefit from this provision. Cemeteries in Milwaukee
County pre-empt more land than all industry--not a nepligible iten,

These spzculstors uvsually couple their income tax
exemption with exemption from local property tax., In addition, interest
on their bends is exempt froam income tox, an advantaze to them as they
borrow at very low interest rates,

c. Deferral of tax on realized appreciation
The most tronscendent of tux loopholes is the least well

understood. That 1s bLecause it entails no specific "gimmick" that mipht
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'serve as a handle to identify and popularize it, such as depletion
allowance, capital gains rates, accelernted write-off, or forgiveneszs
at death. Also, a rigorous demonstration that the loophole really is
a loophole involves the use of some mathematics,  However, the basic
reasoning may be readily grasped. |

Money in the bank doubles every 10 years at 7% compound
interest. It follows that present dollars are vorth more than future
dollars, and & great deal more than remote future dollars. For example,
at 7% one dollar today is 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 payment by an equal amount
is an investment that ylelds no interest.

Suppose & piece of unused fringe land is ripening toward
urbanization, the target date for sole at urban prices being certain.-
say 20 years hence, Or suppose a piece of wetlond is ripening toward
the higher use made possible by a federal flood-control dam. In a reasonably
free market it would eppreciate like a bank deposit, at compound interest.
Consider vhat compound intereat means: 1t means that the eppreciation
accrved in each ycar goes right back to work for the investor, ecarning
income for him in £ll future years. Accrued appreciation is therefore
income constructively received at the time of apprecistion, Just like
interest pald by a benk and credited to one's account. Note the timingr:
appreciation is income in the yeor acerucd, not the later year of
"realization" by sale.

Now conslder the contrast in time of tax liability between
benk dcposits end appreciating land. Interest 1s taxable each year as
it scerucs in your account. - Appreciation is not taxed until "realized"

by sele.  With each paceing year, the landowner defers taxes, not just
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on the valué accruing currently, but also on the value accrued in all
prior yeors. .. . _. . - . . b

The 16th Amendment authorizes taxation of "income from
vhatever source derived." The rcalization doctrine 18 not part of the
Amendment. It rests on the shaky case of Eisner v. Macomber (1920)%/
As & result of this decision and its implementation, appreciating land
affords a sovereign tax loophole. The landowner constructively receives
income at the time it goes to work earning more income for him. But he
is not taxed until much later., He has contrived to receive income ahd

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

-into cash by mortgaging appreciated lend, without tax lisbility--and deduct

the interest payments to boot.

Appreciating land is like a corporation that does not
distribute profits, to avoid texation of dividends, but plows them back
into capital snd lets the sharcholders realize the income at their tox
convenience in the form of apprecliated stock values at capital gains tax
rategs, This loophole for corporations has been recognized and somevhat
compensated by the double taxation inherent in the corporate income tex.
In the case of apprecisting land, however, there is no such compensating
device, There are rather a number of fortifying ioopholes, discussed
elsevhere.

- Holding land for apprecialicn, therefore, is much favoread.
The extraordinarily favorable tox treatment encourases sﬁeculators to buy
and hold land, and rctords their relcasing it to developers end bullders,

whese income 1g fully taxable at ordinery rates vwhen produced.,

1/ 252 u.,s. 189, ko 8. ct. 189
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The desire of landholders to defer taxes on gains 16
often colloquially described as the "locked-in" effect. - To show the
force of the locked-in effect and its tendency to defer sale, I ha&e
worked out a formula for computing the land speculator's rate of return
after taxes for differentholding periods, and from it constructed Table 1
showing hov after-tax rates of return increase with holding periodz.

"~ The formula is based on supposing unused fringe land's
selling price rises yearly at an assumed market rate of interest, i. A
tax rate, t, is applied to 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

~ isr.o-
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(1) o) = (141)° (1-t) +4

Using any set of interest tables, it 1s casy to give numerical
examples of how r rises with x, the year of sale. Table 1 is8 such an

example.

Table 1
After-tax rate of return (r) to land speculator for different
holding periods when the rate of appreciation before tax (i)
is constant at 8%, tax rate (t) is 50%, and scquisition cost
of $1 is deductible in year of sale (x).
Based on the equations

(1+r)* = (1+1)° (2-t) +t = 1.08° * 1/2 + 1/2

% 1.08" (1+r)* r
1 1.080 1.04 ' 040

5 1.469 1.24 043
10 2.159 1.58 Lou7
15 3.172 2.09 .050
20 4,661 2.83 .053
25 6.848 3.92 .056
50 L6.902 23.95 . 065
100 2195,798 1100.40 072
00 - - .080

The speculator who sells in one year beers the full cffective tax
rate-~-his rate of retwrn is halved, as the nominal tax rate of 507 con-
templates. The speculator who sells in 20 ycars bears less than 3/h
of the nominal tox rate. The old setiler who walted 50 years bears
less than half,



A heuristic proof of the generality of this result is
possible by rearranging the form of Equation (1)
(1A) (14r)* [1-t(1+r )] = (1+1)" (1-t)

() = (1) 1t
1-t (1)

As x grows very large, (1+r5x —> 0, o the fraction on the right
side —> 1, and x —> 1
A rigorous proof 1s availeble on request. It is for the
mathematiclans. Most readers will find 1t more drawn out than the
resldual doubt warrants, and less helpful quantitatively than Table 1,
} ' It is easy to prove ripgorously, howvever, that a tax has
gno l&é&ed-wn effect-~i intertemporslly neutral-~if its bose is the yearly
.;increment of valuz., It even makes sense: the tax cennot be deferred ow
;gchanged by deferring sale; therefore it has no effect on time of sale.
| Assunming as before that value grows et compound interest,
the valuc at the end of any year X is (1+i)x; the accrusl of value is
il(l+i)x—l; and the tox is t.i.(1+i)x-l. r, the after tox rate of
return, is now that discount rete which makes the present value of selling

price less tax costs equsl the cost of §1.

-1t $(1+1).t x-
(@) 9= 1+r %]Jrgd T ﬂ("’j

fj
T
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(1+i(i-t) 7"

1/2

100

Growth of taxpayer realized cash after taxes under different tax

assumptions:
(1+1)"
(1+1)* (1-t)
(1+3)" (i-t) + ¢

[1+i(i-t))"

no tax
gross tax, no deduction of cost
income tax on gain when realized

neutral tax

Years
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Under this tax, r 1s reduced below i by the full tax rate (t) impartially
for all holding periods (x). There is no bias--no locked-in effect, no
partial tax excemption, no encouraécment to land speculation.

The difference between this tax on accrued income, which is
intertemporally neutral, and the cash-basis tax pollicy now employed, gives
an idea of how the Elsner v. Mscomber rule bisces investors to buy and hold
appreciating land.

It is of some policy interest to note that the local property
tax based on capital value tends to operate like this neutral tzx, Because
each takes a fixed percentage of the capital value each yezar. |
- At the same timz that investors seek to defer tax liabilities
they seek to advance deductions., The land speculator receives favorable
treatment in this particwlar also. For he- deducts his holdinz costs as
he spends the money--i.e,, he "expenses" loecal land taves, and interest on

borrovwed noncy, even though the increment of land value vhich they finance

. will not be taxable for many years to ceme, 1f ever. He may slso succeed

~in writing off part of the initisl cost of lund, if he buys land under an

f old orchard or bulldinz and allocates too little of this cost to the land.

He may write this off through depreciation. In the alternative, he nmight
demolich the building midway in his holdinz peried and cleim a loss. It
is not hard to imagine how an ingenious toxpayer may become & non-taxpayar
by combining these devices., By reducing hils real cost bacsis end deferring
his tax he may end up with a rote of return affer taxes higher than the
rate before taxes.

d. Cepital gains rate on income, ordinary offcet on losses,

and carrying costa,
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The sale of land for a gain, if the seller has avoided
"dealer" classification, qualifies for cepital gains rates, This of
course encourages tax avoiders in high brackets to buy and hold arpreciating
land. The uncertainty about how to avoid "dealer" classification causes
all landowners to avold rapid sales, development, large sales, consistent
selling, etc. The result is more land tied up. One must be either a
passive investor, or use the land in a business other than resl estate, a
business such as a golf course, farm, nursery, drive-in, parking lot, Junk
yard, or whet have you, One 1s encouraged to hold land in these lower
uses and defer allocating it to its highest use,
- e e oo . Losses on land sales (up to $1,000) are deductible froz
ordinary texable inceme, so long as one observes the elementary precauticn
~ of realizing losses in years of no realized gains. If the loser lzcks

texable income, he can often merge with a winner before realizing los

1]
L]

€

Both winner end loser are lecked in while courting each other.

The costs of holding lend--interest snd local land tzxzs--
enjoy crdinary offset, So does covert depreciation of land cost, where
that is accompliched. After-tax rates of return may be much higher than
before-~tax rates of return.

e. Deferral of tax beyond date of gole.
i. Sale of residence
If it is a "residence" one sells, the tax ic deferred
80 long as one buys another residence within a year, Undex large lot
zoning, five or ten acres of grounds would probably qualify as part ¢ the |

"residence", although local administrative practice varies.
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11, Deferral of tax by barter
T T T I the grounds qualify as a "farm” one can barter it,
tax free, for a larger "like property”. The new owner has & higher basig--
the appreaised volue at time of barter-~and can subdivide and sell off
without tax on the pre-barter increment., Or he can hold for further
apprecintion, the tax on which he too can defer in the saume manner, Section
1031 of the Internal Revcnue Code provides: "lNo gain or loss shall be
recognized if property held for productive use in trade or business or
for investment (not including stock, ete.,) is exchanged solely for property
- of o 1like kind to be held either for productive use in trode or business
‘or Tor investment.”  There is a good deal of "tailoring” of transactions
to it the letter of 1631. An investor whose intent is to buy a suburban
ferm for cash will first buy & 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 kind" might also be a golf
course, dump, drive-in, airport, nursery, ete.

A network of brokers' c¢lubs has developed to arronge
such bartering. Thus a ready avenue is open to suburban land speculetors
to defer incomz taxation of capital gains,

1031 is not an unmixed evil. It unlocks some locked-
in investors by letting them relcase their lund to commerce without tox
penalty on the transaction, On the othzy hand, it mokes land spcewlating
more attractlve and brings in mere speculaﬁive moncy, inflating th= gcncral.
level of land priccs.  The scller, too, 1s still locked into his "like

property", which may be a rural form--a big factor inflating form land



<20 -

prices--but may also be another suburban farm,
111, Doferral by installment cale

The affluent seller who is in no hurry for cash, or
vhose strong credit lets him monetize his i1lliquid aﬁsets by banking themn,
may defer ta# on land sale by the installment device. He must be the
mortgagee, He must not take & down payment of more than 30% of the
selling price.

An important incidental benefit of this method of sale
is that & large share of the interest on the deferred payments may be

treated as part of the contract price and recelve capital gains rates,

-Onty a-4% rate must be treated as interest, at simmle interest rates.

Mortgage interest rates today ere about double that, at compound interest,
so contract prices are inflated to reflect the buyer'é benefit frem borrowing
at 4% simple interest from the seller; and the seller takes his interest
obove U at copital pains rates.

The longer the installment period the greater the
differcnces between simple and compound interest. So sellers who can’
valt a very long time for cash can get capital gains treatment on all
corpound interest above 2% or 3%, depending on the time involved. I
have not worked out details on this, but the possibilitics of deferred
payment of inflated contract prices are evident. Farm economists have
published a good deal on the subject.

A variant of installment sale is the "land contract”.
The seller, instead of conveying title and taking a mortgage, retalns
title until payments are completed, If paynents ceme in slowly this is

not too diffcerent from rental, but with the tox benefit of capital gains
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treatment for all payments on principal representing taxable gainn to th
seller, and all interest payments sbove 49 simple. Thus a geed deal of
ordinary rent income recelves capital gains rates.

iv. Simple prorating of installment payments bet.ccen
interest and principal

Vhenever a debt is pald off in level installnents, the
true proportion which 1s interest is a maximum in the first year, when the
unpaid balance is a maximum, and {ells nearly to zero in the lazzt installment.
The necegesary sinking fund tebles to find the true proportion are the
common property of bankers, and no deep mystery. Simple prorziing of
-level- installments between interest and principal therefore constitutes a
deferral of tox lisbility relative to an accuraite accounting--anothcr
benefit from installment sales.

v. Contract price contingent on buyer's profitc: "profit
participzstion”

If the contract price is contingent on tlie buyer's
profit from the land, the seller need not prorate early payusnts betveen
interest and recovery. He treats sll payrents as non-texable recovery of
princip2l until he has récovered his full basis; eand only then does he
begin to pay taxes on his cash receipts.

vi.. Condemnation

If lend is condemned, as fcr highwvays or urban rencwal,
the tax on gains 1ig deferred if the unwilling scller reinvests in 1ike!
propzrty ﬁithin B year. If a lessor is forced to convey title to his
lessee under somethinz like the "Maryland land law," now lav in Hawaii,

he receives the seme privilege or better,
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f. Deferral of Income from land usé, ﬁﬁere there is inter-
tenporel dependance of income,
i. Sacrificing early rents for higher later rents.

"Implicit expensing” of feregone income

There is often an intertemporel dependence of land
rents. Sacrificing eaxly rents to get higher later ones is a form of
investment, and basically quite legitimate, However, the inceme tax
blases landowners toward an excess of this kind of investment, because

the foregone early rent 1s plowed back without ever having been received

_ and taxed.

S - - The effect is the same as thoush the early foregone

rent were received in cash and then reinvested, and granted the valusble

tax privilege of being expensed. This‘is "impliclt expensing”. Domensing T!
of cepital iuvestments is tantzmount to 1009 exemption from irccme tax,

Iin exarple of how inplicit expensing couses land to
be unaveilable to bullders is the following. As a district or neighborhood
£ills in, the early builders establich a pattern of use. The more of the
land is develoned, the more certain become the specifics of the hipghest use
of the remaining undeveloped land. Thus certainty improves over time.

Tnis hag always supplied a certain rationale for deferral of l=nd develenuent,
even before inceome tax rates were significant. But now the early forescne
rent--the investment in greater certainty--1s expensidble: imslicitly, g
that is. This encourages individuals to withhold land to achleve greater
certainty. Since the individuals goin of certalnty is achieved by

imposing uncertainty on other landowners, there is no net social gain to

Justify & subsidy to this kind of withholding,



Another femiliar example is the effort of large
developers to attract the highest possible stratum of the market, at the
expense of some walting, Early sales to wealthy buyers arc thought to
tone up & subdivision and enhance later cales prices, if not Qolume. Thus
8 bias toward high bricing and slow cales results. The income tax
exnggerates it. The loss of potential income from idle laend is "implicitly
expensed”.  TImplicit expensing is involved not merely in the year-to-ycer
management but in the original decision to cater to higher tactes than the
brosdest and most frustrated stratum of the market can now afford.

A third exarmple is the Califernia zoning device whereby
" "large landowrers can lave their development density measured as & vhole.
They can ralsc density in parts of their land if they keep the averase
down to the required level. Thaoir response, as described by Elchler and
Kaplan, is to begin at densitices below the average, buildiug up zoning
"eredits" to apply later to apartments after the intemrated dwvclopment
has become established.  The unrcaped rents of the unuscd lond, meantiue,
are implicit{ly expensed.

A fourth example, of some generalily, is vhere a lorge
owvner avoids subdividing, at e time vhen that would be optinnl, in order
t o preserve a large tract intact {for future integrated development.

11. Explicit expensing of early operctin~ losscs to
establish position |

It is possible in geveral ways to epproorilate control
over territory by estoblishing an early position. An cxnrle is the
effort of retailers to establish an early position in previrg suburban

territovy. Here the bilas is toiard premature develovisnt--bub not of
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housing, as a rule. How does this work?

| Knut Wicksell, astute Swedish economist vwho anticipated
many of the ideas that have stirred the world since his time, once obeserved:
"because of the local character of the firm and its market, . . . the large
enterprisé has an actual monopoly simply because it comes first on the scene,
and this monopoly may be as good as & monopoly which is legally establiched."
Competition by a second firm "would only lead to the ruin of both."
(Iectures, Vol. I, p. 131)

Now observe retallers establishing new positions arcund
every groving city. Where there 1s room for only one store, or shopping
“centaer; or only a fevw-gas stotlens, to be there first is to esﬁablish a
species of franchise over the trade srea, at least for several years. The
early losses are expens iblej the taxable income is deferred, and might
even be taken as caplital gain by sale of land.

Today, it is alsb of value to establish & zoning
position. The more offenslve a land use 1s to its residenticl neishvoers,
vho will vltimately dominate zoning, the more important for a firm to
establich an early history of noise, traffic, signs, smoke and other
nuisances.  Likewise, if tight future zoning of some monopoly velue is
enticipated, it is good to establish one's future érandfatherhood teday.

Thus. arcas best sulted for residential use are
subjeet to premature invasion by commerce, a higher use. The "floating
value" that results, diffused over vide areas, inflates velues above the
residential level, without, however, raising them enouzh to stop the
commercial demand., This drives residential builders farther out, wvhere

high density residential use establishes a floating value over areas best

-
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sulted for low density--and 80 on and on in & succession éf centfifugal
—-shock waves.

The sappropriative doctrine of water law is a greand
vehicle for cxpensing land acquisition. Under the doctrine, control of
vater is established by prior use: "first in time, first in right." The
country is full of vater sources currently submarginal but potentially rent-
yielding. The only way to secure the future rents is to develop the water
nov, before é rival. - The doctrine is pernicious enouvgh without tox con-
siderations, but on top of everything else, carly oporating losses are
expensible. They ectually should not even bz deprceisble, for they are

_“thg-p?ice paid to acquire land.

The natural resource ficld overflows with parallel
examplecs, wherever & rule of captwre applies.  Expensing of explorction
outlays and intangible drilling costs are among the lavpest of there,

One of the greatest urban land speculations in history
is the C“f?EEt re.2e for gasoline station sites by the largest collection
of corporate wealth in the world, the international major oil cempanles and
the several lesser ones, loaded with untaxed cash from depletion sllovences.
The early lossés are expenéible; the tax liability of income 1s deferred,
and the land value Increment is never taxed so long as there iz no sale.
The accumulated econonic power behind the oil companies 1s Impossidle for
home buyers and builders and most other retailers to match. Yot storming
vith statlon sites; sone cempanics have gone inte land speewlation es a
major enterprice. The tax relaticns between their retoil outlets end
thelr other land would make an interesting study. lMeantime, the home

buyer ond small retailer know they must overcome the most powerful conmpztiticn
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in the quest for land. The "imblicit expensiné" of early forcgoﬁc rents,
and the explicit expensing of operating losses of premature retail outlets,
add to the power of the competltion.

A subtle form of expensing 1s that resuliing from pay-
as-you-go municipal financing of copitel improvements. The property tax-
payer expenses his texes; the money is used for public capital improvements
of the most durable kind, whose paoyoff is In enhanced service flow to land.

144, Explicit expensing of copital outlays by "farmers"

While the homesite seeker is pressed from above by
the hipgher use of commerce, he is pground against the nether millstone of
- "farming', vhich aldso _enjoys extraordinary privileges., "Farmers" may
expense rany capital investments in soil and water "conservation." The
gentleman farmer and his horaey family, who thus sink money in faras,
have beeeme proverbialy the proverdb 1s now docwsented by & recent U,S.D.A.
study, based on 1953 tax returns, showing that most wealthy taxpaycers who
own forms »epsrt farming losses., Of 3.2 nmillien individuals vho file tax
returns including farm incene, 66,000 reportcd comdbined form and non-farn
incomes over $25,000. 0f this top group tvo-thirds reported farm lozses!
Their #lleged tax losses are only current. They are expensed fren
ordinary income, usually urban, to be recouped later at cspital gains
rates Ly sale of a greatly irproved farm, Improved for what? liot for
sale to lower incose home buyers as a rule. o1l and water conservation
ara 1ikely to hold the land in sgriculture until the tax.motivated farn
improvements have been used for forming.

The cost of cstablishing orchards also is expensable,

and the unrcalized rent of the lond used for an orchord's early nursery
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years enjoys implicit expensing. The competitive strength of herticultiure
-against housing is thus enhanced.

s o9 va Bv an 2 o o on

The combined reswlt of factors a. through £. is that the incere
imputable to land is largely exempt from income taxes., This helps_explain
vhy landowners in high brackets hold out for higher prices than can be met
by low-income workers whose wages are fully taxable.l/ It helps explein
the paradox of high and rising land prices in the face of a vast surplus

of vacant and underutilized land, and the twin paradox that islandsz cf

~ hyperintensive, high-density land use, appropriate to high land values,

““arise in ocedns of crpby space with which they have little complerentary

linkape. It helps cxplain why the land msrket is not neorly as responsive
to consumer demends as a market has to be to be functional in a coozlox

modern econonmy.

1/ More then fully toxable when you consider that thic base is the gross
wage before withholding wage teaxes.



