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REDEEMABLE GROUND RENTS

THURSDAY, MARCH 7, 1963

U.S. SENATE,
CoMMIrTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to notice at 10:25 a.m., in room 2221,

New Senate Office Building, Senator harry F. Byrd (chairman)
presiding.

Present: Senators Byrd of Virginia, Douglas, Talmadge, Hartke,
Williams of Delaware and Morton.

Also present: Elizabeth B. Springer chief clerk,
The OJHAItMAN. The committee wil come to order.
The hearing this morning, is on the bill, H.R. 1597, relating to the

tax treatment of redeemable ground rents.
(The bill and accompanying report are as follows:)

[iI.R. 1597, 8Sth Cong., 1st sms

AN ACT Relating to the tax treatment of redeemable ground rents

Be it enacted by the Senate and llouse of Representatices of the United S tates of
America in Congress asseinblcd, That (a) section 103 of the Internal Revenue
Code of 1954 (relating to deduction for interest) is amended by redesignating
subsection (c) as subsection (d) and by Inserting after subsection (b) the following
new subsection:

"(0) R1EDEEMABLE GROUND RM's.-For purposes of this subtitle, any annual
or periodic rental under a redeemable grouondrent (excluding amounts in redemp-
tion thereof) shall be treated as interest on an indebtedness secured by a mort-

%jPart IV of subchapter 0 of chapter 1 of Stich Code (relating to special rules
for determining gain or loss on disposition of property) Is amended by redesignat-
Ing Section 1055 as section 1050 and by inserting after section 1054 the following
new section:

"SEC. 1055. REDEEMABLE GROUND RENTS.
"(a) CIIARAOTFr.-For purposes of this subtitle-

"(1) a redeemable ground rent shall be treated as being in the nature of
a mortgage, and

"(2) real property held subject to liabilities under a redeemable ground
rent shall be treated as held subject to liabilities under a mortgage.

"(b) APPLICATION o SU18EToN (a).-
"(1) IN OaNERAL.-Subsection (a) shall take effect on the day after the

date of the enactment of this section and shall apply with respect to taxable
years ending after such date of enactinent.

"(2) BASIS OF 1IOLDuR.-In determining the basis of real property held
subject to liabilities under a redeemable ground rent, subsection (a) shall
apply whether such real property was acquired before or after the enactment
of tlits section.

'(3) BASIS OF RESERVED REDEtIABLE GROUND Ilnrr.-In the case of a
redeemable ground rent reserved or created on or before the date of the
enactment of this section in connection with a transfer of the right to hold
real property subject to liabilities under such ground rent, the basis of such
ground rent after such date in the hands of the person who reserved or
created the ground rent shall be the amount taken into account in respect of
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such ground rent for Federal Income tax purposes as consideration for the
disposition of such real property. If no such amount was taken into account,
such basis shall be determined as If this section had not been enacted.

"(c) CRoss ItnrsNC.-
"For treatment ofrentals under redeemable ground rents asn Interest, see section 168W)."

(e) Section 103(d) of such Code (as; redesignated by subsection (a) of this
section) is atnendd?4'by adding tit the-endtlterdof the'followii ighew paragraph:

"(5) For Ireatmentof redeemable ground rents and real property hrld subject to liabltlties un-
dor redeemable ground rents, see seetlon 1055." -

(d) Tie table of sections for part IV of subehapter 0 of chapter 1 of such Code
Is aniendcd1 by striking but o c t f er f o

"o 1053. Cross relerencs"

and inserting in' lieu tliereof the following:
" "e. 105&' RodoemAblo ground wInts.
"Boo. 105 Cross references."

Snc. 2. The nnendments made i)y subsection (a) of the first section of this
Act Shall take effect ns of January 1, 1962, and shall apply with respect to taxable
years ending on or after such date. The aniendinents made by subsection (b)
of the first section of this Act shall take effect on the day after the date of the
eaactinent of this Act and shall apply with respect to tnxablo years ending after
such (late of enactment.

Passed the House of Iteprewentatives February 26, 1903.
Attest:

RALPt It. ltonTuRrs, Clerk.

Tte C.AuTM -AN. Tie Chair recognizes Senator BIealI.

STATEMENT OF HON. J. GLENN BEALL, A U.S. SENATOR FROM
THE STATE OF MARYLAND

Senator BEALL. 'Thank you very much, 1\r. Chairman, for letting
us come in.

I wish to thank you for scheduling early hearings on the ground rent
bills. This is a matter whlmli should be rieolved prior to April 15, the
last day for filing 1962 tax returns.

I appear to support enticement, of 8. 878, which i cosponsored with
my colleague, Senator Brewster. .11. 1597, Which passed the House
auid is also before the committee, was introduced in a form identical
to S. 878. The House commiittee, however, amended the bill prior to
passalg. I urge this committee to reject the House amendments.

.S. 878 states that annual or periodic payments, with respect to a
redeemnable ground rent., shall be treated, iith respect to the payer,
as interest. T"rhis bill wouhl in effect., sot aside the Treasury Depart-
ment, regulations which wouid have denied home purchasers the right
to deduct ground rent payments.

'rhvo questionss are presented by the House bill:
First, How shall we treat, for tax purposes, tle buyer of a home sub-

ject to a redeemable ground rent? and
Second, R-ow shall we treat the seller of real property subject to

redeemable ground rent.?
I concur with the reasoning of the House Ways and Means Com-

mittee insofar as it applies to homo purchasers. That committee, in
its report, states as follows:

Your committee believes without regard to the formal legal theory involved,
that the result. obtained under the court decisions, in practice, is the wrong result.
It sees no reason why the home buyers in Maryland should receive smaller deduc-
tions for tax purposes, wvith respect to payments made on their homes than is
true of taxpayers elsewhere with respect to similar payments made on their homes.
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As to the seller, I believe the House amendment is without legal
basis.

The House bill adopts the fiction that the ground rent transaction
is a mortgage. Such is not the case. I am even more concerned that
the House bill establishes a tax liability where there is no taxable
event.

It seems to me that the House amendment rejects the sound legal
thinking expressed in the Simmers & Wdsh cases to impose uniformly
on the State of Maryland. With all due respect, I believe this
approach is discriminatory.

Mr. Chairman, I shall leave the development of the legal arguments
t!o the representative of 'the Maryland homebuilders. I'should add,
however, that I full endorse the position of the Maryland hoi1o-
builders.

Mr. Chairman, ground rents have provided a beneficial system to
Maryland homebuilders and purchasers for almost 200 years. This
system should be preserved. I urge the committee to approve S. 878
without amendment.. The CHAIMAN. Thank you very much, Senator Beall. We hope
we will have you before the committee again soon.

Our next witness is Senator Brewster, of Maryland.
Senator, take a seat. We are. very happy to have you with us.

STATEMENT OF SENATOR DANIEL B. BREWSTER, A U.S. SENATOR
FROM THE STATE OF MARYLAND

Senator BnEWSTER. I am happy to he here, Mr. Chairman.
I sincerely appreciate, the op portunity to appear before this comi-

mittee to present may views on the legislation which is before you,
and which keenly affects many hundreds of thousands of homeowners
in Maryland.

Maryland's ground rent system dates back to 1772, and was
designed to help the average citizen to buy a home without paying
for the land. The effect, of the ground rent is to reduce tile down-
payment and the mortgage installments. This system has enabled
those who live in metropolitan areas in Maryland! to become one of
the largest per capita holneowning groups in the entire United Sktes.
From its earliest (lays, the Maryland ground rents system has been
tailored to meet the financing needs of the average Maryland home
buyer. It has represented a sound investment in1 and, and a system
of securing a loan, the interest upon which is paid in the form of an
annual ground rent of 6 percent.

There are hundreds of thousands of citizens in Maryland who. have
purchased their hoifies with the clear understanding that ground rents
would be deductible for income tax purposes. Tro change this rcila-
tior will mean that these Maryland h omeowners will not be permitted
to take deductions of up to $200 per year on their Federal income
taxes. There is no doubt that many of these homeowners cannot
afford the additional burden. To exact this penalty from the thou-
sands of owners in Maryland who are already bound to long-term
ground rent payments is m just,. There is no reason why home buyers
in Maryland, and also in other States, should receive smaller deduc-
tions for tax purposes with respect to payments made on their homes
than is true of homeowners in other States.'
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' Because relief to the homeowners of the same type permitted in
other States is desired, it does not follow that we should require the
drastic change which would result if ground rents are treated for all
purposes as sales subject to a mortgage. This is what the Treasury
Department seeks in the amendment made to I.R. 1597, in the
House Ways and Means Committeo.. The legislation, as introduced by Congressman Friedel, and S. 878,
introduced by Senator Beall and myself, is intended to correct the
inequity of the recent Treasury Department ruling with respect to
the payer of the ground rent, but is not intended to alter in any way
the status of the builder or the seller respecting tax liabilities for
ground rents, which was established in te decisions in the Simmers &
WesIA Homes cases. The amendment made to H.R. 1597 by the
House Ways and Means Committee, and urged here today by repre-
sentatives of the Treasury Department, would change the rule estab-
lished by Judge Sopor in these two decisions.

We do not wish to upset long established real estate practice in
Maryland. Nor do we wish to cause damage to homebuilders and to
persons who hold ground rents as investments at the same time that
we bring relief to the homeowners.

Let me make it clear that the legislation which Senator Beall and I
have introduced, and which was introduced by Congressman Friedel
in the House, is not an effort, to provide Marylanders, either home-
owners or homebuilders, with any new tax deductions. In the case of
the homeowner, it is simply intended to bring about a return to an
arrangement which has been acceptable to the Treasury Department
since 1927. In the case of the homebuilder, no tax is lost either.
The builder or seller. will be required to pay his tax, under income or
capital gains provisions of the Revenue Code, at such time as the
ground rent in question is either sol or redeemed, and the valuo of
the ground rent actually realized. To require the builder to pay this
tax at an earlier time, based on a theoretical increase in value at a
future time does not seem to me proper.

I sincerely appreciate the cooperation of this committee in its
scheduling of early hearings on this important matter, and thank you
for this opJportunity to present my views.

Mr. Chairman, I thank you and the other members of the coi-
mittee for allowing me to testify on this subject this morning.

The CHAIRMAN. We are certainly glad to have you, Senator
Brewster, and we hope you will come again soon.

The next witness is Congressman Friedel from the Seventh District
of Maryland.

Will you take a seat and proceed.

STATEMENT OF HON. SAMUEL N. FRIEDEL, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MARYLAND

Congressman FRIEDL:L. I want to thank you for having such a
prompt hearing on my bill H.R. 1677. 1 mailed a letter to each
member of the committee explaining the ground rent rule. I won't
be repetitious and read it, but I would like to have it inserted in the
record.I (The material referred to is as follows:)
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CONGRESS or THmE UNITED STATES,
HOUSE OF REPRESENTATIVES,

Washington, D.C., February *7, 1968.
DEAR SENATOR: On February 20, the House passed my bill, H.R. 1597, to

amend the Internal Revenue Act to insure that ground rents paid in the State
of Maryland will continue to be deductible for Income tax purposes. I will
appreciate early consideration of this measure by the Senate Finance Committee
and will be grateful for your support.

I realize that most people are not familiar with ground rent arrangements.
As a matter of fact, only five States in the country have such arrangements.
Therefore, I am taking this opportunity to give you some information concerning
this matter and I trust It will be helpful to you in considering my bill.

First, let me make it clear that my bill will not give the Maryland taxpayers
any new tax deductions, and ground rent is not a recent innovation. Maryland's
ground rent system goes back to 1772 and was designed to help the average
citizen to buy a home without paying for the land. in effect, this reduces the
downpayment and the mortgage Installments. This system has enabled those
who live in metropolitan areas of Maryland to become one of the largest, if not
the largest, per capita homeowning population in the entire United States.

From its earliest days, the Marylandground rent t.is re)resellted nothing m6dre
than a sound investment in land muchlike a mortgage. It has been tailored to
meet the financing needs of the average Maryland home buyer and is frequently
described and referred to as a connon and ordinary form of securing a loan of
money, tile interest, thereon being paid in the form of an annual ground rent of
6 percent.

Since ground rent is, in effect a mortgage, the Treasury Department has
permitted such paymi ts to he deducted for income tax purposes since 1027.
However, last year" the Internal Ieventiuc Service ruled that ground rents paid in
Maryland could no longer be deducted for income tax purposes. At this point
let i e stress that this new regulation affects only the citizens of Maryland.

Internal Revenue has stated that it was basiug its new regulation oil the U.S.
court of appeals decision in the cases of Coninissioner v. Simners &I. and 1Ielsh
Ilomes, inc. v. Comniissioner. I cannot see how the Internal Revenue Service
can support their l)osition either factually or legally, since the cases referred to
above did not involve the question of deduction of ground rent and taxes by the
purchaser. It is also interesting to note that Internal Uevenue did not take
their present positioii until 5 years after the Simmcra decision was rendered.

There are thousands of citizens in Maryland who have purchiatqed their homes
with the clear understanding that ground rents would be deductible for Income
tax purloses. To change this regulation now will mean that hundreds of thou-
sands of Maryland homeowners will have to pay up to $250 a year InI additional
taxes, and there Is no doubt that many of them cannot afford this burden. To
exact this penalty from the thousands of Innocent home buyers who are already
bound to long-term ground rent paymients is unjust.

I do not feel there is any justi cation for changing the traditional regulation
permitting ground rent deductions for income tax purposes. Therefore, Iwould
consider it a personal favor if you will support my bill, 11.11. 1597, to specifically
authorize sich deductions by law.

Thanking you in advance,"and with warw.st personal regards, I am,
sincerely, SAMIuE, N. FRIEDEL,

Member of Congress.

Congressman FRfEDEL. I also submit for the record a copy of a
letter that I received from Stanley S. Surrey on November 2, 1962,
in response to a letter I wrote on October 15 with respect to the
effective date of the Treasury regulation which prohibits the home-
owners from deducting their ground rent.

(The material referred to is as follows:)

95871-6-8--2
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TREASURY DEPARTMENT,
ASSISTANT SECRETARY,

lashington, November 2, 1962.Hon. SAMUZL N. FRIEDEL,

:Representatie in Congress,'Pot Office Building, Ballinore, Md.
DEAR M. FRIEDEL: Thank you for your letter of October 15, 1902, request.

ing a postponement of the effective date of the Treasury regulation dealing with
the tax treatment of Maryland ground rent payments. We regret that under
existing case law the Treasury has no authority to defer the effective date of the
regulation, which has already been promulgated. This is recognized by Mr.
Mills in his statement which you enclosed with your letter. Mr. Mills states
'that if the legislation can be enaeted-promptly, its application could be retroac-
tive. The assumption underlying this statement by Mr. Mills is that a change
In the Treasury regulation can be made only by legislation and can be made
effective for 1962 only by retroactive legislation. OtherwLse prompt enactment
would not be necessary.

The Treasury Department, however, will be very glad to cooperate with you
to press for the early enactment of legislation which will assure deductibility to
Maryland homeowners of their ground rent payments. This can be done by the
enactment of legislation similar to II.R. 8754"as it passed the House, applying
retroactively with respect to homeowners. We have every r.asoi to hope and
believe that this legislation can be passed before Apirl 15, 1903. In that case, in
accordance with Mr. Mills' pledge, it will take effect so that Maryland taxpayers
will be able to claim deductions on their 1962 tax returns before the filing date.
We believe you may want to advise your Maryland taxpayers, as a matter of
convenience, that they should not file their tax returns for 1062 before April 15
so that they will be in a position to take advantage of the congressional action
on this subject without having to file a refund claim.

Sincerely yours, STANLEY S. SURRE.

Congressman FaEDEL. I think this point is of interest. Ground
rent comes before a first mortgage, and it is one of the oldest arrange-
ments we have in Maryland. We have more individual homeowners
per capita than anywhere in the United States, because of the ground
rent law. I just recently noticed that California wants to adopt the
ground rent system because land is so expensive that they couldn't
finance it as a $20,000 loan. The land would cost around $20,000,
and under the ground rent system they could finance it much easier.

I want to thank you, Mr. Chairman, for the early hearing. And
I hope we can have my bill passed real soon, because of the tax
deadline of April 15.

Thank you very much.
The CHAIRMAN. Thank you very much, Congressman Friedel.
The next witness is Mr. Donald C. Lubick, tax legislative counsel

of the Treasury Department.

STATEMENT OF DONALD C. LUBICK, TAX LEGISLATIVE COUNSEL
TO THE TREASURY

ir. LUBICK. Mr. Chairman and niembers of the conimit tee, thank
you for the opportunity to appear in support of H.R. 1597.

This bill deals with the'tax treatment of redeemable ground rents.
It treats a redeemable ground "rent as essentially equivalent to a
mortgage. It thereby entitles a homeowner whose property is sub-
ject to a redeemable ground rent to an interest deduction in the same
manner as if his ground rent payments were interest payments on a
mortgage. Additionally it treats the seller .( property subject to a
redeemable ground rent as if he had sold the property and received
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as part of the sales price a motigage in face amount equal to the fair
market value of the redeemable ground rent.

The bill is necessary because of two recent court decisions which
,treat redeemable ground rents in the State of Maryland as leases
rather thin as mortgages.1
. These decisions are contrary to over 30 years of administrative
practice by the Treasury Department, in regulations and published
rulings, which equated Maryland ground rents to mortgages. 2

In order to understand the use of the ,Maryland ground rent as a
financing device for the purchase of residential real property, it will
'help to compare it with a purchase under traditional mortgage
financing.

In footnote 4 in my statement I have a tubular suiimmary of the
examples which I ant going to read now.

Suppose a real estate developer acquires a residential lot for $1,000
and builds a house on it at a cost. of $s,000. li a State other than
Maryland, he sells house and lot for $11,600. Ile conveys the prop-
erty outright to the buyer, or as lawyers put it., in "fee simnplo."
The buyer secures a conventional 25-year mortgage at 6 percent
with 25 percent, down. This requires a downpayment of $2,900 and
a mortgage of &,700. The buyer makes monthly paynients of $56.06
and the interest element in each monthly payment, is deductible under
section 163 of the Internal Revenue Coile of 1954.

The same transaction in Maryland might be financed in part by a
redeemable ground rent. In tlhat case the real estate developer would
create a lease of the lot, for 99 years, renewable forever, subject to an
annual ground rent, of say, $96. He would sell the house (subject to
the ground rent.) for $10,000.3

Under MIaryland law the homeowner may redeem the ground rent
and acquire outright ownership, that is, a fee simple, at any time
after 5 years upon payment of its capitalized value at 0 percent-
in this case $1,600. The ground rent worth $1,600 plus the $10,000
paid equal the $11,600 purchase price of outright ownership. By the
ground rent the tenant has, in effect., a permanent mortgage for
$1,600 at a 6-percent interest rate as to which he does not amortize
any principal but which lie can retire at any time after 5 years.

The purchaser thus acquires in legal terminology and form only an
interest as a tenant in the property. Since his tenancy is renewable
forever so long as the annual ground rent is paid, however, lie has the
equivalent of outright ownership. Further lie can redeem the ground
rent after 5 years for $1,600 and become in deed as well as fact, the
full outright owner.

To finance the $10,000 purchase price immediately payable for his
houso, however, suppose lie obtains the same 25-year conventional
6-percent mortgage as his brother outside Maryland, with a 25-percent
downpayment. The downpaynient for him is $2,500 instead of $2,900
and his mortgage is $7,500 instead of $8,700. He makes monthly
. I Eat ofJRulp IV. Summers, 23 T.C. 8W9, aft'd 231 F. 2d 909 (4th Cir. 195); It'd,? lomes, Inc., 32 T.O.
239 aflf'd 279 F. 2d931 (4th Cir. 1960).

S~reasury Regulation 118, e. 39.23 (b)-1 (b); T.i). 6223 (1957); O.C.M. 2042, VI-2 C.D. 182 (1921);
I.T. 26, XI -1 C.B. 103 I9' ).

'Actsially the leee wouhi beto a dummy ormtlon , whlch would amiln the lee to the h omeowner
to relieve him of ani peronal obligation to pay the ground rent after be susequently sold his home, but
this detail Is not material here.
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payments on the mortgage of $48.33 and his ground rent is $8 a
month.'

In effect he has financed the purchase of his home-for $2,500 down
with a $7,500 mortgage and a ground rent worth $1,600-a total of
$9,100 financing. His interest payments on the $7,500 mortgage are
deductible, but because of the recent cases his ground rents are not.
The court has characterized them as rentals under a lease so they
cannot qualify as interest on a house mortgage. Yet the redeemable
ground rent is in substance simply a financing device like a mortgage,
which in some cases permits a smaller downpayment.

The Treasury, as 1 have stated, had treated Maryland ground rents
as mortgages for over 30 years and allowed interest deductions to the
owner of property subject. to the redeemable Maryland ground rent.
It thus equalized the Maryland home purchaser with persons similarly
situated in other States whose financing is exclusively by means of
mortgages, be they first, second, or third. As a result of these court
decisions, the Treasury has had no alternative but to change its regu-
lations, effective for 1962, to conform to the court decisions. The
Treasury has joined Maryland homeowners last year and this to secure
legilation to restore the former situation.
H.R. 1597 would thus overrule the court decisions, restore time-

honored practice, treat the redeemable ground rent payments as
mortgage interest and allow the homeowner to deduct them in the
same manner. It would apply to the calendar year 1962 in accordance
with the statement of the chairman of the House Ways and Means
Committee last October 3 when it appeared that a similar bill, H.R.
8754, passed the House too near the close of the 87th Congress to
be reached for Senate action. Thus there is some urgency to secure
passage of this bill as soon as possible to enable Maryland homeowners
to file their 1962 returns by April 15, 1963, and claim the deduction
of their 1962 ground rents as they have done for all previous years.

It is easy to demonstrate that the redeemable Maryland ground
rent is in substance a mortgage arrangement and does not embody
the landlord-tenant relationship under a lease as that relationship is
customarily understood.

First of all it is used, represented, and justified as a financing
device to enable purchasers to acquire homes with lower downpay-
ments and lower monthly payments. Literature of Maryland lending
institutions expressly characterizes the ground rent as a home financ-
ing device.

SSee the following: TABULAR SUMMARY

Fee limpre purchae Ground rent jin4]aon
Purchase price ..................... $11,600.00 Cash pa yment ..................... $10,000.00

Value of$a ground rent ......... ,600 0

Total ........................ 11,00.00
Downpayment .................... Z,900. 00 Downpayment ...... ......... 2,00
Mortgge (6 percent, 25 years) . 8,700.00 Mortgage (6 percent, 25 years) ...... 7,6000

12 monthly payments pet year.... 672.72 12 monthlypyments per year 679.96

Total ...................... .72. .

Total ..................... 67& 96
,cougre loixal Record, Oct. 13, 1962, p. 22237: "This Is a problem that bas been unsettled for several

years. Itis my bope that legislator similar to H.R. 8754 as It pased the House thbs year can be enacted
by congress early neit year. If It can be enacted promptly we will be able to make its application to home-
owners retroactive. The application to sellers would, of course, be prospective."
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Second, the fact that the Maryland ground lease is usually per-
petual and, if the term exceeds 15 years, is by statute reedemable just
as a mortgage is dischargeable indicates that the true owner of the
property is the purchaser. He would not pay for the valuable house
if he were only a tenant for a fixed term; on the other hand the person
entitled to the ground rent has only a technical estate in the land
without the usual liabilities of a landlord for real estate taxes, for
maintenance of the property or in tort.

Third, if there is a default in payment of ground rents, Maryland
law provides protection similar to that on a mortgage foreclosure.
Even after the owner of the ground rent obligation takes over the
property, the ejected tenant may recover back his property within a
certain period of time by curing his defaults. This is a remedy typical
of a mortgagor, but not a tenant.

The highest Maryland Court has said that-in practical effect the relation
of the lessee to the property is that of owner of the land and improvements there-
on, subject to the payment of the annual rent and all taxes on the property.$

Thus, the economic realities of the situation are clear. The
redeemable ground rent is like a mortgage pure and simple, not like a
conventional lease. What the so-called tenant pays as ground rents
is interest on an indebtedness used to acquire his house. It should be
deductible as such.

If the Maryland ground rent is to be treated as a matter of economic
substance as a mortgage and not a lease, the homeowners should be
able to deduct their ground rent payments as interest on a mortgage.
This means, however, that the ground rent obligation should be
treated as a mortgage, as it is in economic substance, on the other side
of the transaction too. H.R. 1597 rightly provides that the sale of
property subject to a redeemable ground rent is to be treated as a
sale where the purchase price is partially paid by a mortgage obligation,.
Since this may change the tax effect on sellers who have already con-
summated transactions on a different basis, its application is pros-
pective only in this respect.

The consequences to the seller of property may be illustrated by
our earlier example of the lot and building which sold for $11,600
under traditional financing on the one hand or $10 000 plus a $96
redeemable ground rent (worth $1,600) under ground rent financing.
The seller had paid $1 000 for the lot and had built the house for $8,000.
His total profit was thus $2,600 in either case.

Under traditional financing, he would sell the property for $11,600
and be taxable on the $2,600 profit. Usually the buyer would pay
him the $2,900 down, and turn over to him the proceeds of his $8,700
mortgage; all done simultaneously with conveyance of fee simple title.
The seller could however, finance all or part of the purchase price,
through taking back a purchase-money mortgage himself. Suppose
the purchaser turned over $10,000 in cash to the seller, which he raised
from his own funds, or partly from his own funds and partly second
mortgage or other financing, and, in addition, gave the seller a 6-per-
cent purchase-money first mortgage for the $1,600 balance-thus
securing the $1,600 balance by a first lien on the property.

The seller is taxable on his full $2,600 of profit, even though part of
the purchase price-$1,600-was received in the form of a mortgage
rather than cash, so long as the fair market value of the $1,600 mort-

I Moran v. ltammerde, 188 Md. W78, 381, 62 A. 2d 727, 728 (1947).
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gage was $1,600. This is because the mortgage is a property interest
with a;fair:' market value oandis the equivalahW'f cish. !t ouild be
sold at an'y time f6r $1,600. The' 9dih has 'Meb r6ilizbd t e Wa o
if the SeUer hid'taken his'foll $11,600'in'cash, r in' harketable tock',
o r $ 11,60 0 w o rth o f typ e writer . " : .. : . . ' "

There is 66e exception' to' this: if the seller elects the installment
method bf acc'uhting. In"that 'case, 'if. his"dopymdnt- rec6ived'
in the year of sale do not exceed 30 percent of'th to al'pr6hase p'Ice
he can defer tax on the gain attrib'nt able to the instalhiiot'pobligi--
tion--iucluding indebtedness secured by a 'mdrtgage-'intil'co lctd.
But, in thig case, he 'received tre 'thn '30 percentn of the" price at the
time of sal6;' so, the full amount of gain is taxabe6 bn' sale.

The rule that gtifn realized includes th6'value of 'd mortgage on
property 'sold is' traditional; and h'ad governed 'real estate tra:isactibris
in every State since the first income tax. '

Under ground rent financing, the seller is in the same situation.
He has gotten $10,000 in casi and he 'has a 6-percent obligation
worth $1,600, which is a first lien on the property-exactly the same
as a mortgage in economic effect. The ground rent is as salable as a
mortgage, or, if anything, more so. On June' 30, 1962, the savings
and loan industry in Maryland alone held $14,650,000 of ground rents
acquired as such investments. One savings and loan institution
says: z

From the point of view of the individual investor ground rents offer an ideal
field for investment. They afford a large measure oti security, a- good "yield" on
the money invested, and ave a ready market if the owner desires to dispose
of them. I

Thus, H.R. 1597 properly provides the t a redeemable ground rent
is to be treated as a mortgage. When a developer sells a house for
$10,000 'subject to a $96 ground' rent worth $1,600, he has realized
$11,600, and is taxable on his' profit the same as-if he'had received
$10:000, in cAsh and taken a' mortgage for $1,600, As far as, the
Internal Revenue Service was able to maintain, uniformly, this was
the practice before the Simmers case; it is still the practice in Penn-
sylvania, where the technicalities Of the ground rent used, to finance
take a somewhat different' form. 'This treadtmtktis theonly way to
treat developefs'in all States the sam'6, regardlesss' 'of" the technical
method' f fiiiinDing employed. It recognize 'tha substaice of'the
transaction. 'The fadt that , reliance on' techheal'inteflpi'etatons; by"
Maryland courts of Maryland real property law in nontax situations
persuaded the court " that it should follow th Maryland characteriza-
tion of a grfthd rebt as a lease and should not I preclude the proper
result from' being reached in tax legislation.-
. If a redeemable ground rent 'obligation is a mortgage so that the
homeowner 'can' deduct his rental payments as interest then' it is i
bnortgage for all purposes. The real estate developer argued in" the
Simmers case that'the ground rent there was a'lease, and'therefore
there was no' taX on its value until sold or redeemed. If it is & lease,
the rent is 'not deductible as interest by the' tenant. It cannot be
played both ways. The true economic reality-the 'basis'of the' use
in comnmerce'of the redeemable ground rentr-ls as a mortgage. H.R.
1597 rightly treats it as suth,'i 'ac.ordanco'with'longstaidin.practice
in the administration of our'revenue laws.' This will permit all takx

'"Tbe Maryland around 'Rent distem," Wyman lark Feders)i Savings &,Loan Assoiation- -5s )l-
more, 1962). "' '
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payer in Maryland living in their houses the pportunit tq continue
W take Aeducions Which would otherwise be ] for the first "tim.
The bill should be reported by''this committee in the form passed
by the House. y  p

There is no basis for treating statutorily redeemable ground rents.
as a leas6 for one purpose and a mortage for -another. The consequent:
whipsawing of the Teasury would give an unwarranted*preferenceo
one method of financing over all others which are in sibstance the
same. Developers in Maryland should not be preferred over those
in the other 49 States.

Unless MR. 1697 is passed in the form of the House bill, there will'.
be a strong tax impetus to encourage a change in State laws on property
in favor 0dt-h, statutoily redeemable ground xent syatiem simply as .a
method of tax avoidance for builders. The tax laws ought not to be
used to influence the States in determining the shape of their laws of
real property.

Thank you, Mr. Chairman for the opportunity to present the views
of the Treasury on H.R. i597. I I

The CHAIRMAN. Thank you, Mr. Lubick. Do I understand y6ur
position to be that, under this bill, a ground rent will be treated.
exactly the same, as a mortgage? - j

Mr. LUBiCK. Mr. Chairman, that would be true if it were a re-
deemable ground rent, one which by statute the occupier of the prop-
erty has a right to pay off and get a fee simple ownership by'paying-
for example, the capitalized valuelof his ground rent, yes! not a. groUnd'
rent where you don't have a right of redem tion, however: ,

The CHAIRMAN. In other words, the builder's basis would be that
what he paid for the land, plus the cost of the house, and the selling.
price will be the value of the ground rentobtained, plus cash and all
other considerations?

Mr." LUWBIK. Yes sir.
The CHARMAN. And under this bill the'builders in Maryland would'

beitreated exactly as the builders in the other States?
Mr. LuBICK. Yes4 where the builders in the, other States took bapk,-

puicha6s money mortgages.
The CHAIRMAN. Thus this bill would bring back the law as it was

before the, ruling in the Simmers case in 4956?
Mr. LuBICK: Yes, Sir.
The CHAiRMAN. Any questions? Senator Brewster, would you

care to ask' any questions?
Seiator BEWsTEi. No.
Ttihq C"iA'MAN .' Congresman Friedel?
Cntressman FRiEDEI. No.
The CHAIRMAe4. Senator Morton?
Senator MoxToN. It We had Pu this 6 percent floor in it when we,

got 'the,6r messg ' from the President a few days ago, 'this'thing Wui
be academic, wouldn't it?

Mr, Lunrocx, I don't think so, Senator Morton; beca se ino My-
and:to day, the. homeowner can deduc th einterest.on hs mortgage.
in the illustration I gave, in footnote 4, he is paying interest on amortgage of $7,500. -Now if the Congress should pass the 5 perczot'

fl0oe,iw ld realize Mia"la h6iiedwners iore'thni it w14dthose in olier, bta t 6; because they would have a.smaller amount 'of
interest to eat up the percent floor.befor the total abtneut 'all be-
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comes deductible along with their taxes and casualty losses, and medi-
cal eipensesand charitable contributions.

So that while the enactment of the 5 percent floor would not make
it academic, it would in effect, if this bill is not passed, put the Mary-
land homeowner in a much more adverse situation than those in the
other 49 States.

Senator MORTON. Yes, assuming that his interest would exceed the
5 percent, or his deductions would exceed the 5 percent. I can see
that.

I won't belabor that point, we will be dealing with that in August
or September.

Senator WILLIAMS. If yOU think you will get it in August or
Segptriber you are an optimist.

Se iator MORTON. Well, in October, then.
That is all.
The CHAIRMAN. Thank you very much.
The6 next witness is Mr. Charles Atwater, of the Home Builders

Association of Maryland.

STATEMENT OF CHARLES C. ATWATER, ATTORNEY, REPRESENT-
. ING HOME BUILDERS ASSOCIATION OF MARYLAND

Mr. ATWATER. Mr. Chairman and members of the committee, I
have filed a written statement which basically outlines the position
of the Home Builders Association of Maryland.

(The statement referred to is as follows:)

MEMORANDUM SUBMITTED ON BEHALF OF THE HOME BUILDERS ASSOCIATION
OF MARYLAND

Testimony will be presented by Charles C. W. Atwater. He is a member of the
bar of the State of Maryland, admitted to practice in 1941, and engaged in the

abtice of law as a member of the firm of Mylander & Atwater, 1213 Fidelity
building, Baltimore 1, Md. The practice of this firm Is primarily in the field of

litigated problems relating to real property law. The firm represents and handles
trial work for the Title Guarantee Co., the home office of which is located in
Baltimore, Md.
Original H.R. 1697 to amend section 168 of the Internal Revenue Code

The industry agrees with the purpose of H.R. 1597 as originally introduced
to permit Maryland homeowners to deduct annual ground rents in a manner simi-
lar to the'deduction of interest on a first mortgage. From the point of view of the
homeowner who holds a leasehold title to his home subject to a 99-year lease made
redeemable by statute, the payments are similar to Interest payments on the
amount of a lien. The capitalized value of the ground rent Is not literally a debt
because it does not have to be paid, but the rent itself is a charge on the land and
for nonpayment he can be dispossessed. The State legislature has relaxed the
common-law rule and gives him a right topurchase the fee title at a price based
upon the rent capitalized at 6 percent. Congress in the tax law should permit
him to deduct his payments so that he will be accorded similar economic and tax
treatment to that of homeowners In other States
Amended HR. 1697 to add new section 1055

The enactment of H.R. 1597, as amended, for the purposes set forth In the
report of the Committee on Ways ahd Means of the House of Representatives
is not advisable. The act as now written would result in harsh Inequities, would
violate established legal principles of real property law, tax law, and constitutional
law and would create uncertainty in tax law not only with reference to Maryland
gi._und rentsbut also with reference to leases in all parts of the United States.

*.Th6 Comlissioner argues for logical consistency andthatif the homeowner
is allowed the deduction of section 163, then the lease should be treated as a sale
and mortgage for all purposes. Simmer and Welsh should be reversed by legisla-
tion. The proposed amendment would add a new section 1055 to the Internal
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Revenue Code of 1954 so as to tax the execution of a lease of real property which
reserves an annual ground rent as if there had been a sale subject to a mortgage.
The section as drafted would require the treatment of all redeemable ground rent
leases as if they were conveyances of the fee simple title, In exchange for a pur-
chase money mortgage. This could have unforeseen tax effect throughout the
United States as well as in the State-of Maryland. It would create a legal fiction
contrary to the express holding of the U.S. Court of Appeals of the Fourth Circuit
in the Simmers and In the IWeWh cases. It would Impose a tax upon unrealized
appreciation in contrary to the basic concepts of the tax law and contrary to
the constitutional limitations of the power given Congress by the 16th amend-
ment to impose a tax on income. The result would be confusion, inequity, and
the imposition of an unconstitutional tax.

Necessity for definition of "redeemable ground rent"
There is no definition in the act of the term "redeemable ground rent." The

committee report states that it refers to Maryland ground rents. Even the
Court of Appeals of Maryland has stated that this term is so Indefinite that its
use in a contract of sale without definition makes the contract so indefinite that
it is not specifically enforceable (Ward v. Newbold, 116 Md. 689, 81 A-793, Ann.
Cas. 1913 A-919: Mforan v. Ifammerala, 188 Md. 378, 52 A 2d 727).

The only definition of "ground rents" in the Maryland law is contained in
section 270(k) of Article 81: Maryland Code (1957), which defines ground rents
for purposes of Maryland income tax. It includes the historical ground rent of
colonial days and rents made redeemable by sections 103, 104, and 108 of article
21. It should be noted the redeemable rents of sections 103, 104, and 108 are
not even referred to in the statutory definition as "ground" rents but only as
"rents."

Ground rent leases have been used in Maryland since colonial days, and are
based upon English common law. Attached for the information of the com-
mittee is a form of ground rent lease generally used by lawyers in Maryland.
Attention is called to the fact that this is a lease which provides for distraint
and for reentry for nonpayment of rent. This form is very little changed from
the original ground rent leases used by Thomas Fell while Maryland was a colony,
when houses were first built on Fell's Point in "Baltimore Town." I All such
leases were irredeemable; the estate of the lessee was and still is personal proprty;
the estate of the lessor was and still is a reversionary fee simple title, subject to
the rights of the tenant under the terms of the lease, all in accordance with basic
landlord and tenant law. The principles applicable thereto are well stated by
the Honorable Morris Soper, an eminent jurist trained in Maryland law, chief
judge of the U.S. Court of Appeals for the Fourth Circuit, in the Simmers case.

The first redemption statute was passed in 1884 and was applicable to leases
executed thereafter. A second statute was passed In 1888 changing the terms
for redemption. These two statutes are presently found in the Annotated Code
of Maryland, (1957 ed.), article 21, section 103. In 1900 the Legislature of
Maryland passed a new redemption statute which is still In effect, applicable to
leases created since that date, found in article 21, section 104. This statute
provides as follows:

"All rents reserved by leases or subleases of land hereafter made in this State
for a longer period than 16 years shall be redeemable at any time after expiration
of 5 years from date of such leases or subleases at the option of the tenant, after
a notice of I month to the landlord, for a sum of money equal to the capitalization
of the rent reserved at a rate not exceeding 6 percent."

The committee's attention Is called to the fact that this covers leases for any
period longer thaq 15 years, and Is not restricted to 09-year leases. It has been
applied to a lease for 6 years with a right of renewal for 8 years and a further right
of renewal for 10 years, even though the initial term was less than 15 years
(Maryland Theatrical Corp. v. 21anayunk Trust Co. 157 Md. 602, 146A805).
The right of redemption under this statute was held applicable to commercial
leases as well as residential leases, and in 1922 the Maryland Legislature enacted
what is now section 108, article 21 of the Maryland Code to provide that the
redemption statutes would not apply to "leases or subleases of property leased
exclusively for business, commercial, manufacturing, mercantile, or Industrial
purposes, as distinguished from residential purposes, where the term of such
leases or subleases, Including all renewals provided fortherein, shall not exceed
99 years."

*. (See: Kasman, "Tbe Maryland Oround Rent-Mysterious But Beneficial," 6 Maryland LAw Review

9581-8 ..3---,
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It is, therefore, clear that even under the Maryland law it is necessary to define
the term "redeemable ground rent," at least with reference to the term of the lease
and whether it is for commercial or residential purposes. Even commercial leases

-if they exceed 99 years, with all renewal terms, are "redeemable ground rent"
leases.
1 The present statute could be applied to any commercial land lease. Modern
practice in the development of shopping centers and in the construction of apart-
ment houses and office buildings often includes a land lease. Obviously, Congress
does not intend to apply the provisions of H.R. 1597 to such commercial leases.

The redemption statute is equivalent to a covenant or right written into a lease
and a lease with an option to purchase would literally be a "redeemable" ground
rent lease. The effect of the proposed statute could be to tax all such leases con-
taining an option, wherever executed in the United States, as sales with mortgages
back. This would be a dangerous statute, and the unintended result could be the
entrapment of parties negotiating commercial transactions who have no knowledge
of the pendency of this bill, and if they did have knowledge, would not be interested
because of its apparent application only to Maryland residential ground rent leases.

The act applies to all leases executed after the time of enactment. This would
cause extreme hardship upon persons who have entered into contracts to execute
such leases. We have personal knowledge of one contract to execute a com-
mercial lease for $60,000 a year, which, because of renewal terms, under the
Maryland statute (art. 21, sec. 108) would be a redeemable ground lease. The
result of this statute would be that the execution of such lease would result in a
taxable gain of $1 million although the lessor only has a right to receive rent of
$60,000 a year. The tenant has the right, but is under no obligation, to pay the
sum of $1 million for the fee simple title. Whether he exercises that statutory
option to purchase (or redeem) or not, the proposed act would require the owner
to sell his property in order to pay the tax.

The act does not state whether or not a ground lease arrangement would be a
sale within the installment sale provisions of the Internal Revenue Code. Even
if sec. 453 of the Internal Revenue Code as to installment sales were applied, it
would be of no benefit to the builder who sells the leasehold estate during the
first year at a price well in excess of 30 percent of the total of the capitalized
value of the rent and the sale price of the leasehold.

New section 1055 begins "for the purposes of this subtitle," but the committee
report indicated that it will have the effect under section 543(a)7 of reclassifying
ground rents as interest rather than rents, for the purposes of the personal holding
company tax. This, again, could have unintended effects upon corporations
holding ground leases both within and without the State of Maryland.
The act imposes a tax upon unrealized gains

The basis for the decision by Judge Soper in the Simmers case was that the
transaction involved a lease and not a sale of the land. He held that the lessor,
on 'the construction of improvements upon the property leased by him, was not
taxable because "mere enhancement in value does not involve a taxablegain."
The real distinction from the lessor's point of view between a ground lease and a
sale with a mortgage was pointed out by Judge Soper in the Welsh case, "the
purchaser of the leasehold interest cannot be compelled to redeem the ground
rent, and hence the builder does not realize a taxable gain on the reserved ground
rent until it is sold or redeemed by the lessee."

The Welsh ease Involved factually a building corporation which purchased land
in fee simple and then, after creation of its rent and its building of houses, trans-
ferred the leasehold interest to the home buyer. Judge Soper adopted the rule 50
computation of the Tax Court upon the theory that when the bitilder leased the
property and sold the leasehold Interest, the total cost of land and improvements
should be allocated at the time of the execution of the lease to both the leasehold
estate and the reserved fee simple estate of the lessor.

Another quite common factual situation occurs when the building corporation
never has the fee simple title but only acquires the leasehold title before construct-
ing improvements. The only cost which can be allocated in this situation at the
time of the execution of the lease Is the land cost. The leasehold interest at that
point has no cost, and it acquires a basis as improvements are erected equal to
the cost of the construction of such improvements by the builder. The land-
owner who thus leases land to a builder has not realized any gain at the time of
the lease, does not realize any gain when the leasehold is sold by the builder, And
does not even receive the benefit of the enhancement in value of the leasehold
estate until the improvements are subsequently constructed. The reserved title
or ground rent is not even salable until the improvements are constructed.
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Realization of gain Is the taxable event under the income tax amendment of
the Constitution of the United States. The 16th amendment reads as follows:

"The Congress shall have power to lay and collect taxes on income, from what-
ever sources derived, without apportionment among the several States, and
without regard to any census or enumeration."

The Supreme Court gave this power a broad interpretation, but still limited it
to a tax upon Income as a gain which had been derived (Risher v. Afacomber, 252
U.S. 189).

The principle has long been established in income tax law that a landlord does
not realize any taxable gain when improvements are constructed by his tenant
upon the leased property. Thus, as pointed out by Judge Soper in the Simmers
and Welsh cases, "mere increment in value" is not a realized taxable gain.
The Maryland ground rent is not an artificial device

The committee report refers to the "redeemable ground rent device available
in Maryland." The Maryland ground rent lease was not a device created to
avoid income tax. It grew out of feudal theories of tenure and was adapted for
use in Maryland. The use by Thomas Fell was directly for the purpose of
making land owned by him income producing. It was leased to a builder at a
rent based upon a fair return upon the market value of the land, and the builder
then erected houses and sold the leasehold estate to the home buyer. The
economic advantage of this system in Maryland is that the homeowner has been
granted by statute the right to pay off the redemption price of the ground lease,
but can never be required to do so. lie therefore does not have to amortize the
capitalized value of his rent and is able to purchase a home out of less income
than would otherwise be required If he had executed a first mortgage, which would
require amortization of the mortgage debt.

This practice was thoroughly established long before the Income Tax Act of
1913. In fact, it had been so thoroughly established that the legislature on three
occasions had written redemption statutes so as to permit homeowners who
might wish to terminate the annual rent to redeem and buy in the outstanding
fee simple interest of the lessor.
Taxation of the interest of the ground rent owner under Simmers and Welsh does not

result in any tax loss
The method of taxation under Simmers and Welsh of the gain of the lessor is

to tax that gain when It is realized. Ground rents have been favored investments
under the trust rules of the State courts in Maryland for trustees, guardians and
other fiduciaries, also with financial institutions and other persons who wish a
stable, secure income. The market price of such rents depends upon the money
market because it is a fixed-return investment. Many of the life insurance
companies have invested heavily in ground rents because of this stable reutrn.
Large purchases are made from builders each year, and of course, the tax on the
gain realized from such sales is payable under present law by th builders.

In any event, the gain in value of the land does not escape taxation-the tax is
only postponed. The typical builder does not retain for any length of time the
ground rents created, and under Simmers and Welsh he Is taxed upon his realized
gain as soon as he sells the rents. The only effect of those decisions is to give
effect to the legal relationship of the parties and to permit the builder to postpone
paying all of the tax until he makes such a sale and realizes a profit.

Exact figures are not available but in the opinion of individuals in the business
of financing builders, a very small percentage of ground rents created by builders
are retained. The proposed section 1055 would therefore result in no new tax
and in very little anticipation of tax payment by the builders, but would affect
in a drastic manner the landowner who leases his land to a builder in order to
make the land income producing.
The arguments for logical consistency is not valid

The Internal Revenue Service has continued to argue 'since the decision in
Morris Lipsitz' 21 T.C. 917 (1954), regardless of 'he decisions in Simmers and
Welsh in the U.S. Court of Appeals for the Fourth 'Circuit, that when a leasehbld
estate is sold in Maryland' subject to the payment of a ground rent, that therQ has
been a sale of the land. This, as clearly explained by Judge Sper, just is iot true.
The fee simple title is retained by the owner, who executes a lease for a term of
years, renewable forever, for a specified annual rent. If at the'time of the'lease
the house has been built, then the total cost of land and improvements (under the
Welsh case) shall be allocated according to value to the leasehold estate sold arid
the fee title (or reversion, or ground rent) retained. The fee title owner thus has
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-a fixed aniAIo rental receivable as the Inoome from his land. The title law as to
this fee title owner has .nQt chAngfe, since the Maryland Court of Appeals con-
strued Fells Point-leases dated A772 In Myers v. Si'ack, 58 Md. 319 (1882), and

Sin-Banks v. flakie ,4 Md. 207 (1876).
The interest of the homeowner, however, has been changed greatly by statute.

Al leases since 1884 are now redeemable "at the option of the tenant" after 5 years.
l'From his point of view It is similar to a first mortgage without a due date which
he can pay but Is not required to pay. His monthly payments to the mortgagee
who financed his home consist of one-twelfth of the annual taxes, ground rent, and
insurance, plus the principal and interest on the amount borrowed. The ground
rent to hini is economically like a first mortgage in another State, except that the
principal doe not have to be amortized. Many homeowners, when money is
available at less than 6 percent, borrow money to buy the fee title.

The proposal to permit the deduction of ground rent by the payor so that it shall
be "treated as interest" for the purposes of section 103(a) of the Internal Revenue
Code, is simply a recognition by Congress of the inequity of this annual charge
not being interest and, therefore, putting him on a par with other taxpayers in
other States.

The argument that if this is done the ground rent leases should for all purposes
be treated as sales subject to a purchase-money mortgage, ignores the established
'legal rules of real property law which are still in effect as to the landlord who owns
the "ground rent." His rights have already been limited-not extended-by
Maryland statutes. He realizes no gain until and unless his tenant decides to
exercise his statutory option to purchase, and his position is precisely that of a
landowner who executes a lease containing an option to purchase to a tenant who
constructeimprovements on the leased land. The tax on the gain should be paid
when the gain is realized, not when there is merely an "unrealized increment in
value."

MARYLAND STATUTES REFERRED TO: ANNOTATED CODE OF MARYLAND (1957

Article 01: Section 103 EDITION)

All leases or subleases of land made in this State between the 8th day of April,
1884, and the 5th day of April, 1888, for a longer period than fifteen years shall
be redeemable at any time after the expiration of fifteen years, at the option of
the tenant, for a sum of money equal to the capitalization of the rent reserved
at the rate of six per centum In gold coin of the United States or its equivalent,
unless some other sum not exceeding four per cent capitalization of said rent in
said coin shall be specified in said lease, in which event said rent shall be redeemable
for the sum fixed in said lease or sublease. All rents reserved by leases or sub-
leases of land made in this State, after April 5th 1888, for a longer period than
fifteen years shall be redeemable at any time after the expiration of ten years
from the date of such lease or sublease, at the option of the tenant, after a notice
of six months to the landlord, for a sum of money equal to the capitalization of
the rent'reserved at a rate not to exceed six per centum.

* Article 21: Section 104AU rents reserved by leases or subleases of land hereafter made in this State,
for. a longer period than fifteen years shall be redeemable at any time after ex-
piration of five years from date of such leases oi subleases, at the option of the
tenant, after a notice of one month to the landlord, for a sum of money equal
to the capitalization of the rent reserved at a rate not exceeding six per centum.
Artie2 : Sedion 108

The provisions of Chapter 485 of the Acts of 1884 of the General Assembly of
Maryland, and the provisions of Chapter 895 of the Acts of 1888 of the GeneralAssembly of Maryland, and the 'provisions of Chapter 207 of the Acts of 1900 of
the General Assembly of Maryland, were not intended to apply and do not apply
to leases or subleases of property leased exclusively for business, commercial,
manufacturing, mercantile, or industrial purposes, as distinguished from residence, purposes where the term of such lease or subleases, including all renewals provided
for therein, shall not exceed ninety-nine years.
Article 81: Section 979 (W •

"Ground rents" meafis all rents reserved under ninety.oixe year leases o sub-les fperpetually renewable, and also rents which are redeemable at the option
of thd lessee., under the provisions of Sec. -103, 104, and 108 of Article 21.
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TOORTHBER with all lmproperneat, thereon made, lanes, deijs, ways, waters, easetwate, e~o*-
ments and advantages to whe " ground beloti or In anywise appertaiing.

To be hel by the said lessee

exlcutors, adminittrators and assigns, for the term of nfnety-nne years,

begng on day of the date of these present# he the said lusee

executors, administrators or assigns yielding and paying unto the said lessor

heirs or astgns,

the renI or yeMl. awn of dollars,
ad that In even and equal half-yearly Instalment*, acomnting from the

day of one thousand nine hundred and
over and above all deductions for tam and assessments of every kidd, levied or assessed, or hereafter
to be levied or assessed, on said demi ed premses, or the rent Issuing therefrom Provided, that if
the said rent shall be in arrear, In whole or 6% part, at any time, then It shall be awful for the said
lessor heirs or assigns, to make distress therefor.

AND provided also that, If the said rent shall be In arrear, in whole or In part, for sIrty days,
then It shall be lawful for the said lessor

heirs or assigns, to re-enftr upon the hereby demised premise, and hold the same, until all the errear-
age of rent there , and all expenses inetred by reasmn of such non-payment, shall be fully paid.

AND provided fuher, that If said rent "hll be in arrears for six months, then the said

lessor

heirs or assigns, may re-eater upon the premises hereby demised, ad hold the same as if this lease
had namve beei made.



REDEEMABLE GROUND' RENTS

And the said lessee
for h sel

admlnitrators and assigns, covenants with the said lessor
h

aforesaid rent, t" and assessment& when legally demandable.

AND the said lessor

for h set
covenant with the said lessee

heirs, executors,

heirs and "sis, to pay the

heirs, executors, admintstrators and assigns, do

and alwigs, that on payment by the said Lusee h
assigM, o sidrent, and perorance of alU coven~ants herein on
to be pald and performed, he the said lessor

hereby

exmto, administrators
heirs, executors. administrators and

Pat

heirs, exctr, d.strator and
assign, wil warrant the propVerty hereby leased fro mall claim ms thereon. und er or by said lessor
or any person claiming by from or under h

ALSO, ha4 at any tsne during this demin the oad letor
h heirs or assigns, "ho on

payment to them of Ten Dolrs as renewal fne, execute and deliver or cause to be
executed and delivered, to the said lese

executors, admiistroras or
aSigns at their request and cost a new lease *19th above described property for
another term of ninet Ine yer, to comments on the etpiration of this, object t, the same rent, and
with the sam covenant, so that the demise herby c.etfed my be renewable and renewed, from time
to time, foreyr.

Witness the hands and sals a the p ties hereto

TT:

STATE OF MARYLAND,
I Hereby Certify, that on this

thousand nine hundred and

...... ........ ....................I. ..... ................. ....... .......... (S M ).

. . ........... .... ............. I S M )

... ............ -............... ............ ............. [S M I]

............. ..................................... ........................ (S U L)]

, TO WIT:
day of in the year am

before me, the subscribe,
Of the State of Maryland, In Ad for

aforesaid personally appeared

and severally acnowledged the foregoLn Le e to

AS WITNES my hand and NotarWl Seal.

N42o Publie
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Mr. ATWATER. However, I would like to sup element that with an
oral statement, and emphasize some of the points that I think are
not obvious in this bill.

The bill, as originally introduced in the Senate and in the House,
was simply to permit the Maryland ground rent payer-the home-
owner-to deduct as interest the ground rent, which he had always
been permitted to deduct as interest, in a manner similar to a first-
mortgage interest deduction. The amendments by the Treasury
Department-or at the request of the Treasury Department---are so-
called in the interest of logical consistency. However, that is not
necessarily true. We favor the permitting of a deduction of the
ground rent to the homeowner because, from his piont of view-and
Emphasize "from his point of view"-it is very similar to a first
mortgage. He looks on it as a method of financing. It is like a
first mortgage, but with this essential difference: He has the right to
pay it by statute. But the owner of the ground rent never has the
right to require that the principal amount of that obligation, cap-
italized at 6 percent, be paid. So, we do have two different situa-
tions: the homeowner and-the owner of the ground rent.

Now when we say it is exactly like a mortgage, we are ignoring
what the lease instrument is. The Maryland ground rent lease-I
have attached a copy of the standard form granted by the Daily
Record Co., in Maryland--generally used in Maryland-which is
attached to the statement. The basis of that lease form'is very similar
to the ones used by Thomas Fell in-at least-1772 for the develop-
ment of Baltimore City. It was not a device for the advoidance of
income tax; it was a method for the development of the city. And the
method he used then is still used. He owned land and he wanted to
get a return. He decided that if houses were built on that land he
could get rental income. So, he leased the land in lots to a builder
and he inserted in his lease a covenant that the builder would build
houses on those lots. The lease was for 99 years, renewable forever.
That is the lease used in Maryland today, except that normally now
we do not insert the covenant. However, I have run across leases
executed in Maryland this year, by a landowner to a builder, which
included the covenant that Thomas Fell put in in 1772, requiring the
builder to build houses in order to secure the rental payments from the
land.

That is what the animal actually is. It is not a mysterious device;
it is a round lease started for the purpose of permitting a person to
buy and own a house on a leasehold estate. He has the security that,
as long AS he pays his annual ground rent-mwe will use the $96 figure
used by the Treasury Department-as long as. he pays that $98 he
has possession of that land and the buildings on it forever. But the

aegila tt in 1884'first ' passed the redemption statute in Maryland,
permitting the ground rent payer-the -homeowner--tA redeem, by
paying either the capitalized value fixed in the lease or 4 percnt---
not mi excess of 4 percent. So, an 1884 lease--one between 1884 and
1888-the redeemable ground rent may be a 4-percent capitalized
value-not even a 6-percent capitalized value-according to the trmof theilease. And, in 'this bill, I don't see how you could disting h
as to what is the value on the transfert, at 4 or 6 percent.

One difficulty with thin bill, is that it uses ,the phrase "redeemable
ground rent." There is no definition in the law of the State of Mary-
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land of redeemable ground rent. I do not know what that term is
and I have been practicing in the real property field for 22 years. And
our firm specializes a great deal in litigated real property matters. I
don't know what that term means. In the last two cases before the
court of appeals in Maryland, which are cited in our brief, in which
the contracts were subject to a ground rent to be created, the court of
appeals said the term is too indefinite to make the contract enforcible.
A redeemable ground rent would be any lease whereby the tenant
has the right to buy in the reversion. That is the right of redemption.
If you take it as a strict legal term that would be in any State in the
United States, not only Maryland, but any of tfie other 49 as well,
where a tenant has the right to buy in the reversion. A lease with
an option to purchase, that would be a redeemable ground rent, and
would be taxable in the same way as the Treasury says would apply
to Maryland ground rent in this case. That is one of7the dangers in
this case. The report says it applies only to Maryland ground rents.
But the law applies in all taxing jurisdictions in the United States.
The land-lease device is used in commercial transactions in many
States now. If those land leases contain an option to purchase, the
land-lease amount is a redeemable ground rent. And the owner of
the ground who leases it for commercial purposes is subject to realiz-
ing immediately the full gain on a capitalization at 6 percent of the
rent received.

To apply that to one case we have in the, office right now, we have
a commercial client who leased a valuable piece of commercial real
estate for $60,000. He made it on a 99-year lease. Under the
Maryland law a commercial lease for in excess of 99 years is redeem-
able. This with an option to renew in it in means that that lease is a
redeemable ground rent in Maryland. That is a contract now
pending. When that lease is executed, this landowner is going to
have a gain under the Treasury's theory of $1 million, the taxable
event they say is a $1 million gain the instant that lease is executed.
And that will be true anywhere in the United States where a lease
with an option to purchase is executed under this Treasury Depart-
ment amendment. It is dangerous. People in Maryland are familiar
with this; we can see the possible effects. But nobody outside of
Maryland has paid any attention to this bill, and it could have
incalculable effects in other States. That is one of the hidden dangers
in this bill.

As far as thephrase used in the Treasury Department's statement,
that the ground rent is a way of "avoiding" tax, no tax is loss. If
section 1055 as proposed is not passed, not one nickel of tax revenue
is loss to the Government. In some cases it is postponed for a few
years until the gain is actually realized.

Building is done in two ways. One, the builder buys the land in
fee simple, leases it, and because the lessee is liable on the convenant
personally, he leases it to a straw party. And then he conveys that
leasehold estate, which is exactly what it is, subject to the payment
of the rent to the home buyer.

Now, that was the situation in We/sh. And the rule 50 computa-
tion worked out by the tax court was adopted by Judge Soper in the
Wetsh decision. We say it is a fair method of taxing the gain realized

,at that' time by the builder. And that is the only, gain in that situa-
tion is the percentage allocation at the time the lease is executed of
total cost.
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Now, take the other situaton to which this would also apply, the
landowner like Thomas Fell, who leases land to a builder subject to
round rents. At that moment under the Treasury Department
eeision he realizes a taxable gain as a taxable event, the capitalized

value of those rents. The builder owns only the leasehold estate.
He builds the houses and sells them and he sells all the title he owns,
which is the leasehold estate, to the home buyer, who pays this ground
rent under it.

Now, how can that owner who-fall lie has done is lease the land to
someone who is going to build on it-be taxed on gain as if it were
realized at that time? We don't tax any other landlord who leases to
commercial tenants who are going to construct improvements on
them. And that is exactly the situation that this is, except that by
statute Maryland has given the homeowner who has this rental the
right to redeem it as if there were a clause in the leise giving him an
option to purchase.

So from the point, of view of the person living in the house who
owns the leasehold estate, it is similar for him to paying interest, and
he can pay off the principal. But from the ground owner's point of
view, the person who owns the land and leases it out, he can never
demand that capitalized value of the rent, the only thing lie has a
right to demand is the $96 a year. And unless he sells the very land
that lie has leased in order to get an income, he won't have the money
even to pay the tax on the gain which the Treasury Department
would tax him on.

Now, Judge Soper is an eminent jurist.. He has been a judge of
the Circuit Court for the Fourth Circuit for many, many years.
I don't know quite how long it has been, but he was appointed by
President Hoover. He was an eminent Maryland lawyer prior to
that time. He recently celebrated his 90th birthday and is one of
the most wide-awake alive men around today. His decisions in the
Simmers and in the Wldsh cases held that as a reality no gain had
been realized at the time the lease was executed. There was no
taxable event. The Treasury says for consistency we should impose
a tax even though no profit has been realized and even though it
may require the person who has leased his property, in order to get
an income, to sell that property, because you are taxing him on
unrealized profit. I haven't seen it argued in many a year that a
tax statute was unconstitutional. But the Macmber case which
originally interpreted the 16th amendment says that the Congress
-has the power to levy taxes on income, which means any realized
gain. In this case we have the decision of the highest Court, which
has interpreted -this transaction as being on unrealized gain. So we
.have for the first time, to my knowledge, an effort to tax an un-
realized gain which has a constitutional question as well as the
inequitable problem of imposing a tax before a gain is actually
realized.

The first mortgagee, on the logical consistency argument of . the
-Treasury, has the right on demand payment of the principal amount
of the mortgage in accordance with its terms. But the ground-rent
owner never can require payment of that.principal. It is not a debt
due to him all he has the right to do is collect the rent itself. That
is a'very sharp distinction between a mortgage and a ground rent
from the point of view of the ground-rent owner. .

'23
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The installment sales provisions were referred to as possibly apply-
ing to leasehold transactions of this kind. To do that we Will have
to redefine what a sale is in the installment sales provision, because -I
do not think-and while I am not a tax specialist, we do have to deal
in tax matters constantly in the real estate field--I do not think that
this would be an installment sale. Th' highest courts have said it is
not a sale; it is a lease. So to call it a sale on installments would be
violating the basic law of the State. It would be doing what the
Treasury Department says it doesn't want to do, which is to influence
the States in determining the shape of their real property law by a tax
law.

In the personal-holding-company section they say that the ground
rent Will be treated as interest under section 543(a)7, as interest on a
purchase obligation. But it is not interest on a purchase obligation;
there is no sale. So that the ground rent would be personal-holding-
com any income.

There are investments in many fields other than simply builders.
This tax would not only hit builders, it would hit anybody with a
lease, with an option to purchase, with a ground rent as an investment,
even though the tax on the gain is paid as soon as the ground rent is
sold, or as soon as that fee simple interest is disposed of. It is not lost,
it is only postponed, and under Wetsh, in the builder's case it is only
partially postponed at that.

So our position is that from the homeowner's point of view this is to
him exactly similar in economic effect to a first mortgage which he can
pay off. The system is so beneficial that the section added by the
Treasury Department, we feel, would do damage to a system which
has permitted home buyers in Maryland to purchase homes and has
permitted a landowner to develop income from his property in a way
that has created a city of homeowners to a high percentage. The
taxing act proposed by the Treasury Department, including the
amendment wi*l affect that in an inequitable way, and possibly an
unconstitutional way. And further, this statute will have an effect
throughout the other 49 States in ways that tax lawyers and real
estate lawyers in other States do not have the slightest conception of
yet.

Thank you, Mr. Chairman and members of the committee.
The CHAIRMAN. I want to clarify your position. You favor the

House bill as originally introduced by Congressman Friedel; is that
correct?

Mr. ATWATER. Yes. The House bill as originally introduced by
Congressman Friedel, and Senate bill S. 878 introduced by Senators
Beall and Brewster.

The CHAIRMAN. You oppose the amendment that was put on by
the Ways and Means Committee?

Mr. ATWATER. Yes sir; that is our position..
The bill as originally introduced would simply permit Maryland

homeowners the same privilege accorded homeowners in ever other
State to pay an interest on what to them is a financing method on
their house.

The CHAIRMAN. Is one of your main objections that the owner can
never demand redemption? 1 1

Mr. ATWATER. The ground rent owner as opposed to. the home-
owner, the person who has the right to receive the rent, can never
require that the capitalized value be paid. If there is a ground rent

:24
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of $06, to capitalize that value at.6 percent, which iswhat would be
taxed under the Treasury amendment, the ground rent can never
demand anything more than $96. . .

The CIMIRMAN. It is a very complicated.subject, and it has been
before the committee for a long time. .1 think Senator Butler intro--
duced a similar bill.

Mr. ATWATER. Yes, there was a bill introduced by Senator Butler
when he Was a member of this body.

The CHAIRMAN. I just want to get it clear exactly what you want
done. You favor the House bill as originally introduced?

Mr. ATWATER. We favor the House bill as introduced by Congress-
man Friedel.

The CHAIRMAN. But you oppose the amendment?
Mr. ATWATER. We oppose the amendment on both equitable and

legal principles, and because we feel it is dangerous.
The CHAIRMAN. Your remarks today were directed in opposition

to the amendment?
Mr. ATWATER. Yes, we are very strongly in opposition to the

amendment.
The CHAIRMAN. Because we are considering the House bill, you

know, we are not considering the Senate bill.I Mr. ATWATER. Yes, this is the House- bill as amended that is now
before this committee, I understand, yes, sir.

The CHAIRMAN. Thank you very much.
Any questions?
Senator MORTON. Senator Brewster, is your position similar to the

position of the Witness?
Senator BREWSTER. Senator Beall's position and my position-

would be precisely the same as Mr. Atwater's. We favor the House
bill as originally introduced butwe oppose the Treasury's amendment.

Senator MORTON. And the effect of this amendment, Mr. Atwater,
is that it has no effect on the homeowner; I mean both the bill as
amended and the bill as originally introduced take care of the $96
or whatever it is that permits him to deduct that from his gross income
for figuring his income tax?

Mr. ATWATER. Yes Senator, that is correct.
Senator MORTON. But where the amendment hits and what you

are against is that the owner of the land has to take a gain even
though it is not realized?

Mr. ATWATER. Exactly.
Senator MORTON. And that is the effect of the amendment which

the Committee on Ways and Means, at the'request of the Treasury-
Department, I believe, put into the original Friedel bill;' is that
correct?

Mr. ATWATER. That is correct sir. They say that instead of this
being a lease it is a sale, an absolute sale with 'mortgage back.-

senator MORTON. But the measure as originally introduced as Well
as the measure as amended does give the necessary. relief to th6 home-
owner ii'permitting hini to expense this ifitert item?

Mr. ATWATE, R.es Sir.
Senator MORTON. Rather than to treat it; as rent?
Mr. -A'rATER. Extly.
The CIAIRMAN. Have you given: consideratibih to a modification 6f"

the House amendment? Y 91
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Mr. A,&Tp. Soto. ,avent't.figured a wytp,, really ,modifyMr. A evtO 1c e r or, soWe of the
goigto ete oltoy c4 Voigress to; treat gr~up~d reint. ease ap sales

gifi it Webadopted; this bill is ha improper one to
pass,4 an4 r quiree fti~er st l on that amei dment, be 9azs o there

is" i6 deflnitio i in thls 6f a r ' eno able' grouIn d'rent, an h ,ay
land dlaw" ha .no deofimt~on,, A r~deiptiooi is'hli llr puchiasebya2 tihan'dfthe.rersy o i0r93 rtVof ie 4 laiidl ord, t e ats any-
thing whicibyc ntiaet ir st4e"gtve theg i nafnt the right'to b4uy.
thibrevA'sii initdeiit' ifth 1iffi~lod would heb a rdeemable groundlease. The effect of that is far outside of an impror oigt
of redemption. ypandap stratuttory rih

The Ct£h . L would like t0 ask Senator Brewster a question.Have yoeu conferred With'tlf e r sury Department n an effort
tO modify th Hre aii'ndiont. ta an

Songtor I3RBWBTER. Mr. Chairman, we have asked the TreasuryDepartn nt to withdraw from theirposition and strike thcir amed-
lents, and they have refused to doit,. Wo argue.. Mr. Ca irman,
thft"tli6 %rlginal bill goes to a very smple proposition, purely and
sTnlY, it gives tax relief to the little fellow that pays the 896 a year.
AMid We don't ovdn'Want' to got int the wide question the Treasury.
Department wants to pt us in x d reconstructk Maryland's law.
But they have been adamant, as I understand it, if their adherence to
the amendment a proposed.

PTh dMBRiEN. You air opposed to it in toto, the House amend-

m ent?~ -,.Setiatr MnfOnT0. The amendment is a new bill.
Thsi Cinidt. Senator Douglas, doyou have any questions? .
SenatorDioLAs. Mr. Chairman, I rgret t6at I was delayed n

conly ir. Thive s is raomuewhat unaliar f subject duo to the fa ct
th at'the Maryand situation as I" understand' it, aitpproximates the
English situation muh moretan~i any other situation This differ-eTe i tha,.tinder the EngliSh' system, interest pa ents on homes

are deductible, but payments of rents are nt; s ttrue?
Mr. ATWATER. That is true.a n o .
Satir DOuoSAn. n what you have here is asituation in which

theselenatime leases Were er s similar to the English system; isn't'
that true?

Mr. ATWATEsR. They started to go back to the English sytem-
or possibly 'the trish and leases are about the closest we could get.Senator Douo s. They are essentially 00-year leases. Ad the
question then comes up; are they payments of rent or payments of
intorcst? .,:Mr.-ATw4.an, That is the question. And in Maryland before the
actof 1884i they were ely rent. The tenant could nev erbuy i' the
rovpdi'on,:. Ahda ay of t those old rent' arrangements are sitl' in
B-atlnibre City.l SOmtie of the department' tore downtown still han;
them.Then in 1884 the statutep osecd the legiature aE gi any new
created rents after that de any ar ew let ses fr99 years.tAr tenant
woud have the riht o ,purcp aseth ladlord's ntfrest, his reyersion,
o .Mirially attR Thatized value'to he flxed in tildandt bi e cesf :
of 4 percent. And finally in 1000 it was amended to its present form,
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whereby, any lease for more t, a 1 eaiM, the tenant has the right

tpay thC4 ,itP liAlp vuat ,6i'&eWf th'e ani6unt 'of the ground
leiSO., It wta*W f6164d tha plid O co fi inerclal prOperty a~ wlla,
residential, and they hdtpssa nninnwhich WsnON ,iecL
tion'108,'to Wryd W"ta -f r. a redoemalefeature oft mn'ia
leases, any coffmercial. lease for niqo& thin 9'9 ybAis shall ho kedeeth'
ale WO 6.preAs diffe'renht' -fro'n a 15-yeAr termi for anona-'

Sbfhkco 16e6sec of) tloe'Wtue 1~ to gv6 h'tn
th6 r"ght6 r-' i, Wlcl Whc,6s lin in the 'o9itim '*hereb' he capt
paY. owl. he oblighltion, butli'ever his tW. So from h1 p6iAofie it,

nowi is ypry qiilzt irLn-f g. u rmtelsser's poit
of view 'the lw is tkJphangM, he has no addi tidnal. rights to what
hel had unidp canmol 1 w

Did I iinsiier W6e 4'est,16n?
Senator Douoh~s, You inereased my, perp~lexity. ,
The CIR'1MAN4. - w~1d lik& to as k one m 01re question.
This legslation"'Appliea t6 Maryland '6il?
Mr. ATWATER. No, sir. Thle 'term of this statute sim-ply sayrs

"redeemable ground rent "1it doesn't say "W~ryland ground renf."
The CHAIRMIAN. I understand it doesn't say "'Maryla Ind, groiindrent." But from"' a practical standll ti ple oMrlid

doesn't it, chiefly? Thro miay be some instances in Hawaii-
-Mr. ATw A'rER, I, understand that Califohiia and flawvAji have a

number of :heninow.Ac' i o a attepre"ednJ
able ground 'refit"' iued. in hibl shall be in tepretd to mei6an A
ground rent- redeem bl'by l'tUt&6 as defined in the Mhrylanid statu-
tory law, then you do restrict it to Maryad Bttfyo leve
undefined, it could apply 'to any'lease with' an optitiil to purchaf~ife in
any other State.

And thti hr a h ager is in this second amie'dn6~ tor
in this ameindtnezit,' Tlhe dahiger has 'ot 66cciiii~d 'tS p'1eo6I li theirState otilde of 'Mary ~ taytin hs apt), oljo lh
But ' a ttt can't apply only to Marylan, aiAt has to a apply, toA th
whole counftry. "

'The CAiIVAN. The *Cha~ir fully understondsl'hat. But from a
practleal standpoint it alisprinipally to Marylnd, doesn't, it?
Form istance I as chairman h4ve received no complaint or expression
of, proval fr om any State other thain Mi3li

M .ATW6TER. Th a t' wolId be4 t O' th Ingsp. O 0ne, the Marylalnd
grund rent system is the basis for this bill, so that Marylanders are
fafillar 06th~IC And the "cnimittee'ipt~~frp~p'fclyt
Mar'_lAidgufan f6

TfeqHIRIN I am not. against Maryland asking for relief -Ia
just, asking as 'a mtt r of informati6iVwhother tis la*k "wld not
appl entirely to M~iryland.I ;

'Mr. A'w~n . Aq a mitter of fact,,its application would be prima-
rilyjWM , I , d. Ita egfft in 'bther States, We -d6 no t knew,'.

10e CHAT 114A." lWouldl ItI6 1'iioue 'abibndi66 'stisf Yyou, toamend the Xl0s m~dun id~ "hl pl nyte~on
renits 6f iegideiitill pt3Mrt VI~ atri cesf15 yeas as 6 to which
th6 ' wnx, of the' 16 sehiold ha ' 'stAtutr riht t6 re'deemi the' grolIfid
reiithb panintot the's8tated 'vale anidlt* &urghonrhr
of thielain" ? I am . informed Iiy t. Eubi&1ktliatheTicasuiy w0010

age oit.
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Mr. ATWATER, That would cure some Of the lack of definition. r
would like to really think about the effects of that just a little bit before
I gave it'my full approval.IThe CHAIRMAN. I realize that Maryland has a different situationwith respect to redeemable ground rents; but my experience has been
that when legislation of this- character is opposed by the Treasury
Department, it nearly always is vetoed by the President. I have: no
idea what he will 46 in this instance, but I know that in many other
cases where the ai plleation is more or less to one State, if the Treasury-
opposes the bill, the °President will veto it. And if we can we should
pass a bill in the form that the Treasury will approve. I understand
from Mr. Lubick that' he thinks that this language I just read win
remove some of the objections to the Ways and Means Committee
amendment.

We will have another difficulty ingoing to conference. If the Ways
and Means Committee members insist upon this amendment, then it
is doubtful that we can enact legislation.

Do I make myself clear?
Mr. ATWATER. Yes.
I would never pronounce an opinion as to what the President might,

do on this.
The CHAIRMAN. I am not giving an opinion. But I would like you

to take this suggested modification of the amendment of the Ways
and Means Committee and see if agreement can be Worked out.

Mr. ATWATER. That wouldn't solve the problem that this is a tax
on unrealized gain.

The CHAIRMAN. I would like Senator Brewster or Congressman
Friedel to comment on that.

Congressman FRIEDEL. Senator, when I originally introduced the
bill, I introduced the bill to protect individual homeowners, the ones
which we describe as payers of the $96 ground rent. The Treasury
Department would not recommend' the passage of that bill unless the
bill was amended. And 250,000 individual homeowners will be
affected if we don't pass this bill, they will not be able to deduct
that as interest. On the other hand, you are speaking of home-
builders. I am sorry, I have sympathy for you, but I am not going
to sacrifice 250,000 homeowners for that.

And besides, this is something that applies to the people of all
States.

Mr. ATWATER. Congressman, I don't want to sacrifice the home-
owners either. I think they should have the right to make this
deduction.

Congessman FRIEDEL. If we don't pass this billwe won't be able
to get it.

Mr. ATWATER. But as to the practical method of how the Senate
or the House could work together, or how a conference committee
could work, this is not within my experience at all; so that I would
hesitate to say. I would hope that there would be some method of
giving the homeowner this relief from a tax which really does treat
him differently from homeowners in 6ther States" but which still willnot so basically affect the Marylandlaw and the established prin-
ciples which Judge Sp er review d so- thoroughly in th6 immer8 andWelt4 caes. 'The e of taxing this gain is going to'require im
mediate sale of ground rents in many, many cases whereby peoPle
otherwise would hold them as investments. And if they are required
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to realize the gain as soon as they execute the lease, they are going to
have to sell in order to pay the tax. Now, that is just basically
inequitable, that the man.hasn't made the money yet hasn't realized
his profit, but is taxed on it, so that he has to sell in Order to pay it.

The CHAIRMIAN. The Chair is anxious to get quick action. We are
supposed to take this bill up in executive session next week. If some
modification can be approved by the Treasury, I think we will stand
a much better chance of getting the legislation finally enacted. That
is the proposal that is made by the Treasury. There is no 'necessity
of giving an answer this morning.

Mr. ATWATER. I would be interested to give this a little consid-
eration as to how this would affect it and whether this would cure at
least some of the problems. Of course, the basic problem is one that
can't be cured as long as the purpose is in the law.
Tie CHAIRMAN. You know, in a matter of legislation we never get

all that we want; I have found that out. There has to be a com-
promise, and a compromise of principles sometimes.

Mr. ATWATER. Of course, the Treasury Department has been
fighting this since the Tax Court decision that required a similar-
they have been questioning this ground rent system.

The CHAIRMAN. Do you think the modification of the Ways and
Means Committee is a long step toward solving the problem?

Mr. ATWATER. This would make it more definite-well, for a term
in excess of 15 years. The Maryland law actually is in 1 case whereby
there was a lease for 2 years and 50 options for renewal, which would
carry it beyond 15 years, and they said that was a redeemable ground
rent under Maryland law.

The CHAIRMAN. Congressman Friedel said that you had different
interests to look after. He has to look after the homeowner.

Mr. ATWATER. I can appreciate that, I know that that is some-
thing that is justifiable as Congressman Friedel's interest in this.
But by the same token, I don't think that logical consistency requires
on the other side of the coin, that the owner of the ground rent should
have his entire method of taxiDg changed and be required to pay a
tax before lie has actually realized a gain. He is going to pay the tax
sometime, lie is not going to get out of it, as soon as he realized the
gain he is going to pay it.

The CHAIRMAN. The Chair is' merely trying to be helpful, "and,
of course, in the final analysis, the Chair will'give special considera-
tion to the views expressed by the two Senators from Maryland,
since this is a bill that ap lies in the- main to the State of Maryland.

So I would like to ask te two Senators to consider that suggestion
and try to work 6ut some agreement and let the Chair know -hether
you want final action taken on the bill next week, or whether you
need additional timefor final negotiations with the Treasury in the
hope of getting agreement.

Senator BREWSTER. I will so advise the Chairman.
The CHAIRMAN. IS that satisfactory to you?
Congressman FRIEDE. Yes, sir.
Senator DOUGLAS. May I ask the witness a question.
The CHAIRMAN. Yes, sir.
Senator DoUGLAS. I ani trying to understatd this. Do I under-

stand y6u to agree that the payment of the ground rent by the
tenant should be charged as an expense and should not be subject
to taxation; do you agree with that?



'30 6DEZJABfE OR0kD R6TT8

Mr. ATW4TAI. -I agre that that deducion is a proper one, the
prmitting 6f that dedutib n.,8eniator DoveLAs, Now, do I'understand you to besaying in ffect
tliat the gou6d rent received by tho owner hri6 ld notbe charged
.as income to'him bdt that h"o hiuld only be. taxed'on aiy increase
in value on the Anal sale of the property? Have I misunderstood
,you?

Mr. ArwATER. Of cb!6urs6, 116 'round rent payinent 'wouldle
rcnome to th0 person who rec 4ies them, 'there is no question bt.h filt
they would be income in any event.

Senator DoUcLAs. Then what are you eontanding?
Mr. ATiWATER. The question I have is that if the owier leases his

]find for $906 a year-to take a similo case, say $60 a year which,
capitalized at 0 percent Would be $1,000--when he exteutes that lease
't $60 a year under that aniondeinnt, tho proposed section 1055, he
would relizo a gain of $1,0160, or at least he would realize a gain
,equal to a sale price Of $1,000, so that if his lhid costs were $600, as
soon as he executes the lease for a $00-a-year rent, he would have to
pick up a gain onl the difference between his land cost. and the 'capital-
ized value of that rent. So that lie would in tlieory be taxable upon
a gain based upon a sile at $1,000, whereas actually he can never
require thht tenant to pay him the thousand dollars; all lie can require
is t'hat tile tenant pay the $60 a year.e

So to' pay the tax oi his gain, the olY thing lie coild do, if lie doesn't
have'other assets out of which to pay it, would be to sell it and realize
his $1,000, and at that point pay the tax. But this would tax hiim
before lie realizes that $1,000. And that is Where we feel it is basically
iiietiiit able. He is taxable, 'of course, on the incmeof $60 a year,
that is Ordinary income.

Senator DOUGLAS. If he sold at $1t'600, the differnco between the
$000 afid the $1,000 would be a capital gain would it not?

Mr. ATWA*TER. If lie is in the buildig business, it is going to be
Ordinary incomo.,

As a matter of fact, there isadther problem'hero. ,'Agreat many
.oftithesmslier builders can't hold on to-I would say the ntiajority
of builders' do not even keep their rents, they croate the rents aid
then sell them to private investors aoihvestinezots, to insurance
comnpanies-I know at, ono time the irisuiance comnpanies were very
interested in'these because they wereo'god,Asafe 1 percent jitivestnientq
"and as soon as the builder created ,te Maryland ground rents an4
,built the houses, the builders would sell the feits to the insurance
,company. Of course, as soon as the builder sells if for a $Io000,
,he has relized his gain and he Paysh' is tax. Bimt Our objection is
'that unless he does sell it we donit think he fis realized the $1,600
anid doesn't haveto pay a tax onit.

The CHAiMtAN. Thank you very much.
Mr. ATWATF1* Thank yoiu. I appreciaito this opportunity for full

presentation.
The CHA IMA,. I would like to ask 8.nhitor Douglas to take iho

Chair.
(Senator Douglas now presidig) ',S Itor DouoLs. The -ext itnes is Mr. Williaiii 4. , Jr.,

Rea l Estate Board of Greater Baltimnore,
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STATEMENT -_F qduXM, B. G6UY,' J, PRMIDEPIt (OF Tk'9 *RUL
ESAE BARDQ b iREATER',BO496ikb ; COPIIDB

tEftilk. DEKKEdRJR.. CO 1UNSEL
'Mr. _du'Y. Mr.'Chlrzrni and g( ftWd'n ii~iiapiB; rGY.

of Baltimore, 'Vrcsident of the Real Estate oard of Gieater Biltignloir,'inc 'an organization of icarly 2,000 inembers deoted to th'04fimrestsofalreal estate owners anid homoownes'in the O hrBlihir

~~~&ie~~~~~~ Wnp~ fm p aric st~~ the vigorous support .9f
my orgiimisiti6n, and, P feclp, of' many fthdusinds of honcowners intho'Greater Baltim-ore area, to WIR. 1697, uner thie pr' Ai, 'p '6fwhich Mary land ground rent payntAents w ill otuo u o be dutIbas interest for Federal income tax purposes iWhere, 'as is the" usual case
'in'Mryhuid,'the'ground re~n't is redeemable "at the option of the lesase-
hobld 6wner.

While ground rents exist in other ,cities anid states the rno,*,exten-
give use'of ground rents in'the financing of tlje'salof roil ette n'particislarly residential real estate, has b'eI' Inl tlhe Greater Bl~atiiiore
Area. It has been said that the Fact that Baltimor-e Jias always bden acity of homeowners, rather than' renters, is due in large' measure to theMarylanid 'ground rent system. This is because the effect of theground rent syS'tenflhas been, to bring many siiiall individual inv'%estois
into. participation in'the filnancling of residential purchases, throughuse of the ground rent, whereas 'i other plac Ies the horne-finanlcing
field is occupied ahngst. enlt4irely by mortgages l0"iidliiw ilnstitu tious.g'We have been unable to discover any r~Ibe fgrstindct
'the number of ground 'rents existing in Maryland, or in Baltirqorelbut it is'safe to say, I feel, that by iarth majority of the hozines-ix
;the Greater Ballimore area, with 4.pojpi~1ation of over a million andthlree-quarters, are Isubject to grudrent s.

Since' 1927, these. housands of homeow6in'ers 'in Marylanid, andmany homeowners in other State~s, WhaVe 'ben "ormitted -under
Treasury, Deap'rtmen * t u tioSJ to deduct :4 bie sf, edr-
ifcome ax ptirpss th aniouint wihtehAve '~ad agojnd

rent. Now, after this iong-*ontinued and vel-estabfished ad minis-trative it&Oi~rtati 'n -of 't lw hais pl& a sasive 1role inencoragmi amulltftude of Marylanidhome 6yera to purchase their'h6thes subject to grud rents, "the AnternaI RevenueO Srvico has
ehti Iged the rules of 'the Igame by de'nying th deductibility, for inemei'!
tax purposes, of 4such ground rent paynients.

It ilght be contended that'these humieo~hbrs haVe Imt' 0 'JAth~rostli n eying upon th oas itrrtti6n of the' b
Treasury Deparitment, since, unddr Marylanid law, th6y 'will fl4V
haV 61 the right t6 'redeem the m6imnd rents to? AMrk hirpo~te
dri sub ject. Siagt)6ildinen, 'M~uidstreib thfatnMiny of these
1io&06fOwers a6re people- of 1l -ine6in -witlh6ht ifiy saubktAutAl
fnancial re46rve, who will be unable tq oittn ith6 $16500, $0,O00b 'o)$3060) 'in Ithe lumifp suIm' nees sary iii 6der ftb 66ft a redetnhpti6fi 6f

Moreover, the amefindqd reuain'f~eItra vnu6'Seri6e.&u14 hot be ihore discrimi"aOir, in rthat is impact bcause 6f highly
techi~i ~e~naIs to be feilt'ofili "by A)1, rsiw as fthe Stte 'of

Ma4'lJ& d. 'Hoi6t~ r 4ih n-m"l'ari Yho Y ~ y'rd i~it-_



REDEEMABLE GROUND RENTS

and that's what it is called in Pennsylvania, as I understand it, "ground
rent"-these homeowners in Pennsylvania who pay ground rent
'will continue to be ableto deduct their payments as interest while
homeowners in Maryland who pay ground rent will not be able to so
deduct their payments, because it is said to be technically rent and
and not interest.

Perhaps the le al staff of the Internal Revenue Service, and others
skilled in the field of la* and statutory construction, understand
clearly the technical legal distinctions underlying this anomalous
situation; but, gentlemen, no one will ever be able to explain to the
people-the small, homeowning, citizens of Maryland-the legal
subtleties which permit a 'Pennsylvania homeowner to deduct his
ground rent payments for income tax purposes but which deny this
privilege 6to Marylanders.

To he average citizen of Maryland, the situation as it now exists
under the Treasury Department's amended regulation is clearly
discriminatory and grossly unfair.

The passage of the bill under consideration today by this Committee,
however, would correct the inequities resulting from the Treasury
'Department's action.

I am not a lawyer and, therefore, I would not have the temerity to
attempt to discuss with you the legal technicalities which are said to
underlie the Treasury Department s recent change in its regulations.

However, Marylanders always have understood that a ground rent
is to be regarded as a mortgage, and that ground rent payments are,
in practical effect, payments of interest. Actually, the amount of the
ground rent on any given property depends entirely upon the whim of
the person creating the ground rent. The amount of the ground rent
depends upon how much money the person creating it wishes-in
effect-to "lend" at 6 percent interest. It is my understanding that
the Maryland Court of Appeals-the highest court in the State of
Maryland-has said in its opinions more han once that a redeemable
Maryland ground rent-and Iquote:
has most of the essential features of, and is practically nothing more than, a
mortgage to secure a principal sum, the interest of which is placed in the form of an
annual rent (Posner v. Baylees, 69 Md. 56, 60).

Moreover, the Internal Revenue Service itself, for more than 30
years, permitted the deduction of Maryland ground rent payments,
where the rent Was redeemable, because of the realization that such
payments were, to all practical intents and purposes, payments of
interest on a loan.

Because of this realization that a Maryland ground rent in'practical
effect is nothing more than a mortgage, the Internal Revenue Service,
back in 1956, attempted to persuade the United States Cou'rt ' of Ap-
peals for the Fourth Circuit, in the Simmers case, that a builder
should be charged with a realized gain at the time he creates a ground
rent, just as though the ground rent Were a mortgage. The United
States Court of ApAls-or' at least two judges of the three-judge
court--held at that ti4e, in1056,' that the Maryland ground rent wasnot, technically a 'o igage, 'and that the builder's gain, therefore,
was not realized until the rent was sold or redeemed.

More recently; ini the WesA case, in 1960,- I anq informed, the' In-
ternal Revenue Service gained a substantial-although not complete-
-victory in the same courtunder a theory of gain computation, ap-
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proved by the court, which reduced considerably the amount of gain
which a builder could postpone under 'the1Simmer8 case. But the
court again refused to permit the Tftern4l'ReVenue Service to tax the
full amount of the gain at the tim-e of the creation of the ground rent,
the court holding again-as it did ii the"Simmers'case-that, techni-
cally, a Maryland ground rent is not a mortgage.
I n eight point out in passing that the courts have never held that

homeowners may not deduct their ground rent payments for Federal
income tax purposes.

But, because of these decisions in 1056 and 1960 in cases involving
builders, the Internal Revenue Service ruled that, effective January 1,
1962, it would no longer permit Maryland homeowners to deduct
ground rent payments for Federal income tax purposes. 'Pennsyl-'
vania homeowners may continue, however, to deduct their ground
rent payments, because of highly technical and finely drawn legal
distinctions in the State laws.

Unless the bill under consideration today by this committee is
enacted, most homeowners in the Greater Baltimore area will lose
income tax deductions in amounts ranging from $60 to $200 a year,
and more. This is a very serious thing to a great many people in
Maryland-people who have relied on an interpretation of the law
which has been in effect for many years-and I respectfully urge that
this long-continued and basically fair interpretation of the law should
be continued. The passage of H.R. 1597 would accomplish this.

At the request of the Internal Revenue Service, as I understand
it, provisions have been included in H.R. 1597 which would have the
effect of nullifying the decisions in the Simmers and Wdsh cases.
These provisions would require a builder or a developer to treat a
ground rent created by him as a mortgage, and the entire amount of
any gain would be taxable to such builder or developer immediately.
Under the Welsh case, the taxation of a portion of the gain may now
be deferred until the ground rent is sold or' redeemed. I have been
told that the Internal Revenue Service insists that such provisions be
included in any bill permitting the deduction of ground rent payments
by homeowners.

Whether such provisions are required for the purposes of legal
consistency, I am not prepared to say. It has been brought to my
attention that some of these provisions are likely to work a hardship
upon some builders and developers in Maryland.

Nevertheless, I am convinced that a harsh and unfair situation
is about to be imposed upon many thousands of Maryland home-
owners unless that portion of the bill is promptly enacted which
permits the deduction of ground rent payments for income tax
purposes.

Because of what I regard as the great and immediate necessity
for this aspect of the bill, I respectfully urge' that 'thiscommittee .
approve H.R. 1597 in its present form in time for the Maryland
homeowner to take the deductions on his 1962 tax return.

Now, the amendment that was recently proposed, several minutes
ago here by the Treasury Department, to meet the objections of the
homebuilders, I feel on the advice of my counsel, who is here to explain
that particular aspect of it, is unnecessary. We feel that the important
thing about this bill is to get the deduction for the homeowners.
And we do not feel this amendment is necessary. And also we are
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worried and concerned about the possibility of the bill 4ot passing
ifit gets any amendment a ' l.

It I'may; I Will let. Mr. lnry Dekker of Baltimore, explain this
particular p0in, and alsc on the matter of defiition'of ground rents.

Senator DOUGLAS. Tlank ' .very Juch.
M r. D ekker. ' " ' . ! "

Mr. DEKKER. Mr. Chairman I have known Mr. Atwater for a great
many years, and Iliave th(e 9ighest'res ed for hi's legal ability. I do
not necessarily' tak6 issue wth- hh, but I am not sure thatI under-
stood clearly what he said, and perhaps the committee d'id not iindor-
stand clearly ihat he said. "BUt t1hesubstanc6 of his discussion'ws
that the term "redeemable grouM rent" needed' a 'pioro precise
d~finitibn in- the act. H6' based thigh opinion upon the fact that the
Court of Appeals of MarylAnd supposedly said that. it, the highest
court in the State of 'Maryland n did hot know what a redeemable
ground rent was..

Well, it is true that the court said something like this, but in a
pecuiliar context. The cases (o Which Mi. 'Atwater referred were
cases involving contracts of sale, involving suits for specific perform-
ance of a contract of sale, where a property wA§ sold, let us say, subject
to a $96 ground rent. An effort was made bv the seller to onforco
this* contract. And it is true tlat the court, of appeals said, "We do
not know what a $96 grouifid-rent is." Under Maryland law it might
be a 16-year lease, it might be a 40-year lease or it might be a per-
petually renewable 99-year lease. We do not know what the parties
had' in mind. But. for the purposes of this act, certainly anyone in
Maryland would know what a renewable ground rent is. It is any
lease for residential purposes of more than 15 years or a commercial
lease for more than 99 years. I could iot feel that the act needs any
more precise definition. And I think the Treasury Dopairtment was
caught unaware by Mfr. Atwater's remarks, and under those circum-
stances proposed this amendnient, which I do not feel is necessary.

Senator DOUGLAS. On residential property, the Treasury Depart-
ment is proposing the same definitikn that you propose, is it not-
namely, hat redeemable ground rent apply to the ground rents of
residential property for a termi in excess of 16 years? Wasn't that
your definition?

Mr. DEKKER. This is the definition that is established by statute
in the State of Maryland. 'This is what a redeemable ground rent is.

Senator DOUGLAS. What is your objection to including this lan-
guage, the fear that this will get caught in conference?

Mr. DEKKR. Yes, sir. And we feel it is unnecessary.
If you will refer to the appendix to Mr. Atwater's statement, you

will see the applicmble Miiyland statutes which doilne "redeemable
ground rent."

Senator DOUGLAS. Thank you.
Mr. DEKKE R. Thank you, Mr. Chairman.
Senator DOUGLAS. Mr. Walter C. Mylander.
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STATEMENT OF WALTER C. MYLANDER, JR., HOME BUILDERS OF,
HOWAW D COUNTY, MD.

Mr. MYLANDER. Mr. Chairman, thank you very much for the
opportunity' to' appear. .

I haV6, io prepared sta cement.
My posltlon"is precisely like that of Mr. Atwater. I am heartily

in favor of the 'Houso -bill a "offered. And I ag'ee with all of the
withesses who seem to be in accord in their opinion that from the
standpoint'6f th6 lmbowfier, th payment of Maryland ground rent
is i61ujstantially eiquWalent, from his point of view, to intereston bbr-
rowed ioney, and that' it should therefore be made deductible as it
always has been.

I am strongly against, however, the Treasury amendment being the
inclusion of section 1055. Ilthe presentformf the bill my objection
is substantially that any l6gislat.ion,' whether tax legislation or sub-
stantive laW, which unwittingly or ufhintefitionally goes beyond its
original purpose i nto unexplored fields, is undesirable, if not actually
dangerous. I

Now, the intention, the original intention of the Treasury in pro-
posing its Ainehdment was to overcome the rule of the Simmers and
the Wekh cases. The language used to accomplish this was broad.
We must recognize the fact that the Welsh and FSimmers situation is
only a smtll phrt of the field that is covered by this proposed amend-
ment, whether or not it is modified'in accordance with the suggestion
which was circulated here today.

The lVelsh situation factuably-ltho Simmers also--was that an
owner of a parcel of land, who wtis a builder, built houses upon it, and
then created the ground rent as a financing device and sold the lease-
holds subject to these reserved ground rents.

Judge Soper in both cases said that as to the value of the retained
land, no taxable event o'cdurred. In Simmers the builder was taxed
only on tho difference between the cost of his improvements and the
sale price of the leasehold which incorporated or included the improve-
ments. In WVelsh, th6- cost basis of-the leasehold was apportioned
differently, butthat is not material to my ciimment on this bill.

But normally and historically ground rents wore not created by
builders, ground rents were created by landowners who wanted to
make their land productive, and so they leased it to others.

Mr. Atwater referred to Thomas Me1, who was one of the earliest
Marylanders to utilize the device generally. He owned a tract of
land at Fells Point in Baltimore Town. Instead of selling it to people
who wanted to build houses, he leased it to themn. He charged them
nothing for the leasehold; he just entered into an agreement in exactly
the same form that is used today, with only the most minor changes,
such as the use of-

Senator DouGLAs. May I ask a question, Mr. Mylander?
Mr. MYLANDER. Yes, indeed.
Senator DouoLAs. Take the builders whom you represent, when

they buy land, is that subject tO a leasehold, or do they buy it outright
and then impose a leasehold upon the people who buy the house from
then?

Mr. MYLANDER. Specifically with reference to my particular client
in Howard County, I can't answer you, Senator. I can say that at
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large, and throughout the State) both methods occur. An owner of
land will sometimes lease it to a builder or td an owner to build a
house on it. In other instances the builder will buy a tract in fee
simple and create and retain the rents himself. In other instances
he will create the ground rents before he builds. So that you might
have a situation where John Jones, builder, buys 10 acres of land and
creates 40 ground rents on the subdivided lots within those 10 acres.
Not until the next year or so does he build his houses and sell the
leaseholds. Does he realize a taxable event when he creates the rents
but sells nothing? Under this bill he does, under the Treasury
amendment he does. But more important than the technical, legal
objection to taxing an event in which no money is realized is the fact
that this language is broad, it says "redeemable ground rets."

Now, I sharply differ with Mr. Dekker. We do think we know
what Maryland ground rents are. Generally they are the 99--year
leases renewal forever, which under the act of 1900, are redeemable
at the rent capitalized at the rate of 6 percent. That is ture, but
this is a generic concept. Ground rents mean, can mean, many
things. And the Maryland court of appeals in Ward v. Newbold and
Moran against Hammersa, two Maryland cases-and I would like
to cite them, since the transcript contains reference to them-Ward
against Newbold (115 Md. 689); A oranr against Hammersa (188 Md.
378). Our court said that the term "ground rent" was not sufficiently
definite to permit specific performance of a contract which defined
what was sold by just that term.

Now, it is answered by Mr. Dekker that our redemption act, article
XXI, section 104 of the Maryland Code, provides that all residential
leases for more than 15 years are redeemable at the capitalization of
the rent reserved at 6 percent, and that all leases whether residential
or not are redeemable if the term is for more than 99 years.

Now that is not a definition of a ground rent which the courts in
North Dakota or in Kansas or in California are going to adopt in
construing this amendment. A ground rent can be in Maryland any
lease for more than 15 years which is redeemable in the sense that the
lessee can buy out the reversion. We talked of redeemable ground
rents before our redemption statute. Some ground rents even before
1884 were redeemable by a clause of the lease, which provided that
they should be redeemable.
Now, the language which is used in this Treasury amendment would

clearly make any lease of the ground-any long-term lease of the
ground and improvements-with an option to purchase, come within
the scope of this tax act. The result,--and there is not any doubt
about this-the result is that every commercial lease made in Penn-
sylvania or made in New York or made in Massachusetts or any other
State, where the ground was leased and the lessee had an option to
purchase, would be involved by this Treasury amendment. The
mere signing of the lease wouldbe a taxable event giving rise to
liability for income tax based on the capitalization of the reserved
rental, even though that sum may never be received by the lessor.

Thousands of these exist with reference to shopping centers, with
reference to commercial institutions. And unwittingly, unintention-
ally, if this amendment is passed, it will give rise to questions, legal
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questions and tax questions, throughout the breadth of the country
that are not anticipated and not intended.

.Now, the additional amendment that is offered by the' Treasury
and which was circulated here today helps only one of my objections.
Itwould :eliminate the qdeAtion as to the commercial leases. But
it still would cover apartment houses., More important, however' it
would still leave taxable the mere -gigning of leases where no gain
was realized. And for the reasons expressed by Mr. Atwater, -this
would be unconstitutional, and it would be contrary to - all previoustaxolicy. " "

"fone is .taxed because he has created an. unrealized increihnih'e of
value, but he has no money with which t6! pay 'the tax, we are doing
great injustice to the tax structure.

Now, my conclusion is that House bill 1597 as originally offered
should be passed. Section 163 is proper and in accordance with
previous Treasury standards. The proposed section 1055 is danger-
ous, firstly because it fails to define "redeemable ground rent," sec-
ondly, because it unwittingly and unintentionally taxes many events
that occur within the framework of the system that we call Maryland
ground rents, even though no gain has been realized, and in some
cases will not be realized for a considerable length of time.

And thirdly, because it involves unwittingly and unintentionally,
situations in each of the other 49 States the people of which have no
idea that they are being subjected to the dangers that are inherent in
this Treasury amendment.

Thank you very much.
Senator DOUGLAS. Thank you very much.
May I ask a factual question. Is there a brisk market in the

purchase and sale of these ground rents?
Mr. MYLANDER. Senator, there is a ready market. It is no longer

as brisk as it once was. At 6ne time it could be said that any well-
secured ground rent, that is,- any rent reserved on a house where the
fee simple interest was 4 to 6 times the amount of the capitaliza-
tion of the rent, that such a rent could be sold almost across the
counter. There is a strong market for these creatures. The brokers
in Baltimore City will have a buyer to match a seller. A contract can
usually be made simply by a call to a broker's office.

A few years ago there was a brisk market. Today, while it is not as
brisk, there is still a steady market. There are ready buyers in the
person of the insurance companies, investment trusts, private trusts,
and private investors. The ground rent system is stated in a very
competent law review article in the Maryland Law Review by Frank
Kaufman to be beneficial. "Mysterious but Beneficial," is part of
the title. It is beneficial both to the leaseholder, that is, the home-
owner, and to the investor, that is, the reversion owner.

Senator DOUGLAS. Do I understand that one of the objections of
the homebuilders to section 10b5 is that it might hasten the process
of sale by the builder of the ground rent for a figure less than he might
realize if he held on to it for sometime.

Mr. MYLANDER. No; I think that is an extrapolation. It would
hasten the sale, but not at a less figure. I think if he were forced to
sell he could realize the current market price for it even if he had to
sell this week or next, to pay his tax bill.
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