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REDEEMABLE GROUND RENTS

THURSDAY, MARCH 7, 1863

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10:25 a.m,, in room 2221,
Ne\qd.Senate Office Building, Senator fIarry 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 CuairMaN. The committes will come to order.

The hearing this mominF, is on the bill, H.R. 1597, relating to the
tax treatment of redeemable ground rents.

(The bill and accompanying report are as follows:)

[IL.R. 1597, 88th Oong., 1st sess.]
AN ACT Relating to the tax treatment of redeemable ground rents

Be it enacted by the Senale and House of Represenlalives o{ the United Stales of
America tn Congress assembled, That (a) section 163 of the Internal Revenue
Code of 1954 (relating to deduction for interest) is amended b‘\; redesignating
subscction (¢) ns subsection (d) and by {userting after subsection (b) the following
new subscetion:

“(¢) RepeemaBLE GrRouNp RENTs.—For purposes of this subtitle, any annual
or periodic rental under a redeemable ground rent (excluding amounts in redemp-
tion thereof) shall be treated as interest on an indebtedness secured by a mort-

g4 0.

%b) Part 1V of subchapter O of chapter 1 of such Code (relating to special rules
for determining gain or loss on disposition of property) is amended by redesignat-
ing scctit?n 1055 as section 1050 and by inserting after section 1034 the following
new section:

“SEC. 1055. REDEEMABLE GROUND RENTS.

"(a) CnaracTER.—For purposes of this subtitle—

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

*(2) real property held sub{)ect to liabilities under a redcemable ground
rent shall be treated as held subjeet to liabilities under a mortgage.

"(b) APPLICATION OF SuBskcriON (8).—

“(1) INn oeNERAL—Subsecction (a) shall take effect on the day after the
date of the enactment of this scction and shall apply with respect to taxable
years ending after such date of enactinent.

“(2) Basis or HoLDER.—In determining the basis of real property held
subject to liabilities under a redeemable fround rent, subscetion (a) shall
n}w[: y whether such real property was acquired before or after the enactinent
of this section,

1(3) BASIS OF RESERVED REDEEMABLE GROUND RENT.~—In the case of a
redeemable ground rent reserved or created on or before the date of the
enactment of this section in conncetion with a transfer of the right to hold
real property subject to liabilitics 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 respeet of

1



2 REDEEMABLE GROUND RENTS

such %round rent for Federal incomo tax purposes as consideration for the
dis;;los tion 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 REFERENCE.—
“For treatment of rentals under redeemable ground rents as Intcrest, sce section 163(c)."’
(o) Section 163(d) of such Code (as redesignated hf' subsection (a) of this
scction) is amenddd by adding at the end'tHerdof tho'followirig new paragraph:

“(5) Forlreatmentofrcdeemable ground rents and real properiy held sabjeettollabllitles un.
der redocmable ground rents, sce section 1035, -

(d) The table of scetions for part 1V of subchapter O of chapter 1 of such Code
{s amended by striking out o o -
“8eo. 1085. Cross referenoes."
and inserting in' lieu thiercof the following:
* (e, 1058, Redoemiablo ground rents.
“So0. 1088, Cross reforonces.””

Skc. 2. The amendments made by subscction (a) of tho first section of this
Act shall take effect ns of January 1, 1962, and shall apply with respect to taxable
vears ending on or after such date. ‘The amendments made by subsection (b)
of tho first section of this Act shall take ctfect on the day after tho date of the
onactiont of this Aet and shall apply with respect to taxable yvears ending after
such date of enactment. . : :

Passed the House of Representatives February 26, 1963.

Attest:

Raveut R, Ronerrs, Clerk.

The Camax, The Chair recognizes Senator Beall.

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

Senntor Brarnu., Thank you very much, Mr. Chairman, for letting
us come in.

I wish to thank you for scheduling early hearings on the ground rent
bills. ‘This is n matter which should be resolved prior to April 15, the
Inst day for filing 1962 tax returns.

1 appear to support enactment of S. 878, which I cosponsored with
my co}{oaguo, Senator Brewster.  ILR. 1597, which passed the House
and is also before the committee, was introduced in a form identical
to S.878. The Iouse committee, however, amended the bill prior to
passago. I urge this committeo to reject the House amendments.

S. 878 states that annual or periodic Pn_\'monts, with respect to a
redeemable ground rent, shall be treated, with respect to the payer,
as interest, This bill would, in effect, sot aside the I'reasury Depart-
ment regulations which would have denied homo purchasers the right
to deduct ground rent payments.

Two questions are presentcd by the House bill:

First, How shall we treat, for tax purposes, the buyer of a home sub-
ject to a redecmable ground rent? and )

Second, How shall wo treat the seller of real property subject to
redeetable ground rent?

I concur with the reasoning of the House Ways and Means Com-
mitteo insofar as it apl)lios to homo purchasers. That commiittee, in
its report, states as follows:

Your committce believes, without regard to the formal legal theory involved,
that the result obtained under the court deoisions, in practice, is the wrong result.
It sces no reason Why the home buyers in Maryland should receive smaller deduc-

tions for tax purposes, with respeot to payments made on their homes, than is
true of taxpayers clsewhere with respeot to similar payments made on thelr homes.
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As to the scller, I believe the House amendment is without legal

basis.

The House bill ndo!)ts the fiction that the ground rent transaction
is & 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 lefal
thinking expressed in tho Simmers & Welsh cases to impose uniformity-
on the State of Maryland. With all due respect, I beliove this
apﬁoach is discriminatory.

Mr. Chairman, I shall leave the development of the le.%(l arguments
to the representative of the Maryland homebuilders. I should add,
ll;opl’gver, that I full endorse tho position of the Maryland home-

uilders,

~ 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 CnamrmaN. Thank you very much, Senator Beall. We hope
we will have you hefore the committee again soon.

Our next witness is Senator Brewster, of Mnrf'lnnd.

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 BrewsTer. I am happy to be here, Mr. Chairman.

I sincerely appreciate the opportunity to appear before this com-
mittee to present may views on the legislation which is before you,
and which keenly affeets many hundreds of thousands of homeowners
in Maryland.

Maryland’s ground rent system dates back to 1772, and was
designed to hol&) the average citizen to buy a home without paying
for the land. The effeet of the ground rent is to reduce the down-
payment and the mortgage installments. This system has enabled
those who live in metropolitan areas in Maryland to become one of
tho lnrgest per capita homeowning groups in the entire United States.
From its earliest days, the Maryland ground rents system has been
tailored to meet the financing needs of the average Maryland home
buyer. 1t has represented a sound investment in land, and o system
of securing a loan, the interest upon which is paid in the form of an
annual ground rent of 6 percont.

Thero are hundreds of thousands of citizens in Maryland who have
purchased their homes with the clear understanding that ground rents
would he deductiblo for income tax purposes. ‘I'o change this regula-
tion will mean that these Maryland homeowners will not be permitted
to take deductions of up to $200 per year on their ¥ederal 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 unjust. ‘T'here 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 chango which would result if ground rents are treated for all

urposes as sales subject to a mortgage. This is what the Treasury

epartment seeks in the amendment made to H.R. 1597, in the
House Ways and Means Committeo.

" The legislation, as introduced by Congressmml 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 tho seller, respecting tax liabilities for

ound rents, which was established in the decisions in the Simmers &

elsh Homes cases. The amendment made to H.R. 1597 by the
House Ways and Means Committeo, and urged here today by repre-
sentatives of tho Treasury Dopartmont, would change the rulo estab-
lished by Judge Soper 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 homcbuilxers and to
persons who hold ground rents as investments at the same time that
we bring rclief to the homeowners.

Let me mako 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, cither home-
owners or homebuilders, with any now 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 Departiment
since 1927. In tho case of the Eomebuilder, no tax is lost ecither.
The builder or seller will be required to pay his tax, under income or
capital gains provisions of the Revenuo Code, at such time as the
ground rent in question is either sold or redeemed, and the value of
the ground rent nctually realized. To require the builder to pay this
tax at an earlier time, based on a theoretical increase in value at o
future time, does not seem to mo proper.

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

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

The CuairManN., 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 Friepkr. I want to thank you for having such a
prompt hearing on my bill ILR. 1577. I mailed a lotter to cach
member of the committee explaining the ground rent rule. I won't
bo rogetitious and read it, but I would like to havo it inserted in the
record.

" (The material referred to is as follows:)
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CoNaRrEss OF THE UNITED STATES,
House OF REPRESENTATIVES,
Washington, D.C., February 27, 1968,

DEAR SENATOR: On February 26, tho House passed my bill, IL.R. 1597, ‘to
amond the Internal Revenue Act to insure that ground rents pald in the State
of Maryland will continue to be deductible for income tax purposes. I will
appreolate carly 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 n matter of fact, only five States in the country have such arrangements.
Therefore, I am taking this o {))orlunit»y to give you some informatfon concerning
this matter and I trust it will bo helpful to you In conslderini my bill,

First, let mo make it olear that my bill will not give the Maryland taxpayers
any now 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 cffeet, this reduces the
-downpayment and the mortgage Installments. This system has enabled those
who live in metropolitan arcas of Maryland to becomo ono of the largest, if not
the largest, per capita homecowning population in the entire United Statcs.

From its carlicst days, the Marylan %rouud rent Las represented nothing mére
than a sound investmont in land much like a mortﬁage. It has been tailored to
meet the financing needs of the average Maryland homo buyer and is frequently
described and referred to as a common and ordinary form of securing a loan of
xﬁnoney, ltho interest, thereon being paid in the form of an annual ground rent of

pereent.

Since c&roun(l rent is, In cffect, a mortgage, the Treasury Department has
yermitt such paymaonte to be deducted for incomo tax purposes sinco 1927,

Towever, last year the Internal Revenue Service ruled that ground rents paid in
Maryland could no longer be deducted for income tax purposes. At this point
lct me stress that this new rogulatlon affects only the citizens of Maryland.

Internal Rovenuo has stated that it was basing its new regulation on the U.S,
court of appeals decision in the cases of Commissioner v. Stmmers Est. and Welsh
Homes, Ine. v. Commissioner. 1 canoot see how the Interual Revenue Servico
can support their position 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 Revenue did not take
their present position until § years after the Simmers decision was rendered.

There are thousands of citizens in Maryland who have purchased their homes
with the clear understanding that ground rents would be deduetible for income
tax purposcs. 'To change this regulation now will mean that hundreds of thou-
sands of Maryland homeowners will have to pay up to $250 a year in additional
taxes, and thero i8 na doubt that many of them cannot afford this burden. To
oxact this penalty from the thousands of funocent home buyers who are already
bound to long-term ground rent payments is unjust.

I do not feel there s a(!(\( justifieation for changing the traditional regulation
permitting ground rent deductions for income tax purposes. Therefore, I would
consider it a personal favor if you will support my bill, H.RR. 1597, to specifically
authorize such deductions by law,

Thanking you in advance, and with warmost personal regards, I am,

Sincerely,
SamuEr N. FRiEDEL,
Member of Congress,

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

(The material referred to is as follows:)

95871—683-—3



6 REDEEMABLE GROUND RENTS

TREASURY DEPARTMENT,
ASSISTANT SECRETARY,
. ) ’ Washkinglon, November 2, 1962.
" Hon. SamueL N. FrIeDEL,
‘Representalive in Congress,
"Post Office Building, Ballimore, Md.

Dear Mg. Frieper: Thank you for your letter of October 16, 1962, request-
ing a postponement of the effective date of the Treasury regulation dealing with
the tax treatment of Maryland ground rent payments. Wo regret that under
existing casc law the Treasury has no authority to defer the effective date of the
regulation, which has alrcady been promulgated. This is recognized by Mr.
Mills in his statemént which you enclosed with your letter. Mr. Mills states
‘that if the legislation can be enacted promptly, its application could be retroac-
tive. The assumption underlying this statement by Mr. Mills is that a change
in tho Treasury regulation can be made only by legislation and can be made
‘effective for 1962 only by retroactive legislation. Otherwize 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 gaymonts. This can be done by the
enactment of legislation similar to H.R. 8754 as it passed the House, app! yin%
retroactively with respect to homeowners. We have cvery reason to hope anc
believe that this legislation can be passed before Apirl 15, 1963. In that case, in
accordance with Mr. Mills’ pledge, it will take effect so that Maryland taxpz:j)'ers
will be able to claim deductions on their 1962 tax returns before the filing date
We belicve you may want to advise your Maryland taxpayers, as a matter of
convenience, that thoy should not file their tax returns for 1962 before April 15
80 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,
StanLeEy S. SURREY.

Congressman Frieper. I think this point is of interest. Ground
‘rent, comes before a first mortgage, and 1t 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
: gmun'd 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 CuarrMan., Thank you very much, Congressman Friedel.

The next witness is Mr. Do‘nnld) C. Lubick, tax legislative counsel
of the Treasury Department.

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

Mr. Lusick. Mr, Chairman and members of the committee, 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 rént 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 .f property subject to a
redeemable ground rent as if he had sold the property and received
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as pm‘*t of the sales price a mortgage in fuce amount equal to the fair
market value of the redecimable 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 than as mortgages.! .

. 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.®

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 tabular summary of the
examples which I am 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 §8,000. In a State other than
Maryland, he sells house and lot for $11,600. IHe conveys tho prop-
erty outright to the buyer, or as lawyers put it, in “fee simplo.”
The buyer secures a conventional 25-year mortgage at 6 percent
with 25 percent down. ‘This requires a downpayment of $2,900 and
~a mortgago of $8,700. The buyer makes monthly payments of $56.06
and the interest element in cach monthly payment is deduetible under
section 163 of the Internal Revenue Code of 1954.

The samo transaction in Maryland might be financed in part by a
redeemable ground rent.  In that case the real estate developer would
create a leaso of tho lot for 99 years, rencwable forover, subject to an
.annual ground rent of say, $96. He would sell the house (subject to
the ground rent) for $10,000.3
- Under Maryland 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 nt 6 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 us to which ho does not amortize
any principal but which he can retire at any timeo after 5 years, ,

%‘he 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 Fround rent is paid, however, he has the
equivalent of outright ownership. Further he 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
house, however, suppose he obtains the same 25-year conventional
6-percent mortgagi‘e as his brother outside Maryland, with a 25-percent
downpayment. The downpayment for him is $2,500 instead of $2,900
and his mortgage is $7,500 instead of $8,700. He makes monthly
Wﬂ W. Summers, 23 T.C. 560, afl'd 231 F. 24909 (41h Cir. 1956); Weleh Homes, Inc., 33 T.C.

,uﬂgs F.

31 (ith Cir. 1960).
alion 118, sec, 39.23 (b)-1 (b); T.D. 6223 (1957); Q.C. M, 2042, VI1-2 C.B. 182 (1921);

3 Treasu
JT. 2679, N1[-1 C.B. 103 Wﬁ? .
¥ Actaally the lease wou 1o o dummy cor| tion, which would assign the lease to the homeowner
1o relieve him of any personal obligation to pay the ground rent sfter be subscquently sold his home, but
this detall is not materisl here.
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paymﬁlzts 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 $7,5600 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 1n 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
legislation to restore the former situation.

.R. 15697 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 * 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 embod
the landlord-tenant relationship under a lease as that relationship is
customarily understood.

First of all, it is used, represented, and justified as & 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 finane-
ing device.

¢ 8eo the following:
TABULAR SUMMARY
Fee simple purchase Ground rend financing]
Purchase price....c.ceennnnaances $11, 600. 00 Cashpayment........cccoeeneeenn.
Value of $06 ground reat...._......
D yment 2,900.00 | Do e
OWDPAYINNL. ..o coueaeaencacacann . WDPAYMENt....cneeneeanoconnnan
Mortgage (6 percent, 25 years)...... 8,700.00 Mortgage (6 percent, 25 years)......
12 monthly payments per year..... 672.73 12 monthly payments pet year.....
Plus ground rent
Total.euanneeiicaancaaannes 612.72

5.Con fona]l Record, Oct. 13, 1063, p. 22237: ‘*This Is a problem that has been unsettled for severa)
e feis my‘}xope that legislation similar to H.R. 8754 as it passed the House this year can be enacted

y Coungress early nest year. If it can be enacted promptly we will be able to make its application to home-
owners retroactive, © application to sellers would, of course, be prospective.”
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Second, the fact that the Maryland ground lease is usuall{ per-
petual and, if the term exceeds 15 years, i8 by statute reedemable just
as a mortga?e 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. Thisis a remedy typical
of a mortgagor, but not a tenant.

The highest Maryland Court has said that—in practical effcct 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.t

Thus, the economic reslities 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&%)e
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 obh}ation-.
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 round 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 Erogerty 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 simultane¢ously 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 mortg:sge for the $1,600 balance—thus
securing the $1,600 balance by a first lien on the propertﬁ'.

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

¢ Moran v. Hammersls, 183 Md, 378, 381, 52 A, 24 727, 728 (1047).
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gage was $1,600. ‘This is because the mortgage is a property interest
with a-fair market value and is the equivalandé of cash. 'It Would be
sold at any time for $1,600. ‘ The gdlh has beén redlized the same a8’
if the seller had taken his full $11,800 in’ cash, or in marketable stocks;’
or $11,600 worth of typewriters. - = - - - TR

There is 6né exception to'this: if the seller elects the installment
method ‘of accounting. In''that ‘case, if his'dowiipaymeént recédived’
in the year of sale do not exceéd 30 g‘ercent of the to&l‘ purchase Ei‘ice,‘
he can defer tax on the gain attributable to thé installiiént: obliga~
tions—including indebtednesd sécuréd by a’'mortgage—until ‘collécted.
Buit, in thid case, hio raceived inofe than'30 percent of the price at the
time of sale; so, the full amount of gain is taxable on'sale. * '

"The rule that gdin realized includes the value of a mortgage on
property sold is traditional, and has governed real estate transactions
in every State since the first income tax.” = oo a

Under ground ‘rent financing, the seller is in the same situation.
He has gotten $10,000 in ‘cash and heé has a 6-percent obligation
worth $1,600, which is a first lien on tlie 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
acquil;ed as such investments. One savings and loan 'institution
says:

From the point of view of the individual investor, ground rents offer an ideal
field for investment. They afford a large measure of security, a-good “yield” on
tlf:eurlnoney invested, and have a ready market if the owner desires to dispose
(o) cm. . . . .

Thus, H.R. 1597 properly provides that a redeemable ground rent
is to be treated as a mortgage. When a developer sells a house for
$10,000 'sub&ect to a $96 ground rent worth $1,600, he has realized
$11,600, and is taxable on his profit tho seme 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’ unifornily, this was
the practice before the Simmers case; it is'still the practice in Penn-
sylvania, where tlie technicalities of the ground rent’ used ‘to finarce
take & somewhat different form. - This tréatment is the 'only way to
treat developers in all States the samé, regardless of the teclinical
method of ‘finanéing employed. It recognizes the:substance of the
transaction. 'The fact that réliance on technital intefpretations; by
Maryland courts of Maryland real ‘Propert]y; law in siontax situations,
persuaded the court that it should follow the Maryland characteriza-
tion of a ground rent as a lease and shoild ‘not’ preclude the proper
result from' being reached in tax legislation. : e
-+ If & redeemab 5round'rent ‘obligation is a mortgage so that the
homeowner ‘can” déduct his rental payments as interest, then'it is &
ntortgage for all purposes. The real estate developer argued in' the
Simmers case that the ground rent theré 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 commerce of the redeemable ground rent-—-is a8 a mortgage. “H.R.
1597 rightly treats it as such, in accordance with longstanding practice
in the administration of our revenue laws.  This will permit all tax-
m;;% Maryisnd Ground Rent System,” Wymsn Park Federal Savings' & Loan Asséelation (Baiti-

poalld
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payers in Maryland living in their houses the o portunity v continue
to take deductions which would' otherwise be lost for the firat time,
The bill should be reported by 'this committes in the form passed
by the House. - S
There is no basis for treating statutorily redeemable ground rents
as a lease for one purpose and a mortgage for another. The consequent’
whipsawing of the Teasury would giye an unwarranted preference to
one method of financing over all others which are in substance the
same. Developers in Maryland should not be preferred over those .
in the other 49 States.. _ , o , o
Unless H.R. 1597 is passed in the form of the House bill, there will
be a strong tax impetus to encourage a change in State Jaws on property |
in’ favor of thé statutori y redeemable gt;gun’d rent system 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 proEerty. ‘ ‘ , o 4
Thank you, Mr. Chairman, for the opportunity to present the views
of the Treasury on H.R. 1597. ' ’ o
The CrarMaN. Thank you, Mr. Lubick. ‘Do I understand your
position to be that, under this. bill, a ground rent will be treated ..
exactly the same as a mortgage? T
Mr. Lusick. Mr. Chairman, that would be true if it were a re-
deemable ground rent, one which by statute the ocecu ier of the prop-
erty has a right to pay off and get a fee simple ownership by paymg— .
for example, the capitalized value of his ground rent, Yes; not a'ground
rent where you don’t have a right of redemption, however, o
The CrAIRMAN. In other words, the builder’s basis would be thst
what he paid for the land, plus the cost of the house, and the selling .
price will be the value of the ground rent.obtained, plus cash and a
other considerations? ‘
"Mr. Lusigk. Yes, sir. ‘ L _ .
The CHAIRMAN. And under this bill the'builders in Maryland would.
be treated exactly as the builders in the other States? 5 ,
Mr. Liysick. Yes, where the builders in the other States took back,
purchagse inoney mortgages. T
The CrarrMAN. Thus this bill unlgl_brin% back the law.as it was
before the ruling in the Simmers case in 1956
. LuBick.. Yes, sir. :
The - CHAIRMAN. Any questions? Senator Brewster, would you .
care to ask any questions? ' '
Seriator BREWSTER, No. . ‘
.The CaArrMAN. Congressman Fyiedel?
Contressman Frieper. No. -
The CuAirmMAN. Senator Morton? L
Senator MorToN. If we had Jiuﬁ this 6 percent floor in it when e
ﬁot"th'e Thessage from the President a foew days ago, this thing would,.
e academic, wouldn’t it? e, L
Mz, Luprck, I don’t think so, Senator. Morton; because, in Mary-
land today, the homeowner can deduct.the interest on his mortgage. -
In the illustration T %ve, in footnote 4, he 'is‘faying interest on a
mortgage of $7,600. - Now, if the Congress should pass the 5 percont”
floor, i ;ﬁv:‘duld,sn'ené!izq; Maryland Homeowners.more than. it would:
those in other Sfates; because they would -have

1

! a.smaller;:amount ‘of *
interost to eat up the & percent floor-before the total amount all be- °
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comes deductible along with their taxes and casualty losses, and medi-
cal expenses and 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 It)assed, put the Marﬁr-
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
5hpcrcent, 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 WiLriams. If you think you will get it in August or
Seg nber, you are an optimist.

ehator Morron. Well, in October, then.

That is all.

The CaAIRMAN. Thank you very much.

The next witness is Mr. Charles Atwater, of the Home Builders
Association of Maryland.

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

Mr. ArwaTeR. 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 SuBMITTEDP ON BEHALF OF THE HOME BUILDERS ASSOCIATION
oF MARYLAND

Testimony will be I&resented 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
%ra'etiee of law as a member of the firm of Mylander & Atwater, 1213 Fidelity

uilding, 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. 1597 to amend section 168 of the Internal Revenue Code

The industrv agrees with the purpose of H.R. 1597 as originally introduced
to permit Maryland homeowners to deduct annual ground rents in a4 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 & 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 to purchase the fee title at a price based
upon the rent capitalized at 6 percent. ngress in the tax law should permit
him to deduct his payments so that he will be accorded similar economic and tax
tréatment to that of homeowners in other States i

Amended H.R. 1697 to add new section 1056 _
The enactment of H.R. 15607, as amended, for the purposes set forth in the
report of the Committes on Ways and Means of the House of Representatives
is not advisable. ~The act as now written would result in harsh Inequitles, would
violate established legal princif)lea of real property law, tax law, and constitutional
law, and would ereate uncertaloty in tax law not only with reference to Maryland
ground rents, but also with reference to leases in all parts of {he United States.
‘Thé Commissioner argues for logioal consistency and that if the homeowner
is allowed the deduction of séction 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 propose¢ amendment would add a new section 1055 to the Internal
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Revenue Code of 1954 50 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 Welsh 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: Moran v, Hammersla, 188 Md. 378, 52 A 2d 727).

The only definition of “ground rents’” in the Maryland law is contained in
section 279(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
Bot 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.” ! All such
leases were irredeemable; the estate of the lessee was and still is personal property;
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.8. 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 15 years shall be redeemable at any time after expiration
of b years from date of such leases or subleases, at the option of the tenant, after
a notice of 1 month to the landlord, for a sum of money equal to the capitalization
of the rent reserved at a rate not exceeding 6 })ercent.”

. The committee’s attention is called to the fact that this covers leases for any
period longer tha% 15 years, and is not restricted to 99-year leases. It has been
a})plied 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. Manayunk Trust Co., 167 Md. 602, 146A805).

. The right of redemption under this statute was held aPpllcable to commercial
leases as well as residential leages, 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 appi to ‘‘leases or subleases of property leased
exclusively for business, commercial, manufacturing, mercantile, or industrial

urposes, as distin%uished from residential pu?oses, where the term of such

ge;ses or,gubleases, ncluding all renewals provided for therein, shall not exceed
years. . .

1 )’ (Soe: Kaufman, ‘The Maryland Ground Rent—Mysterious But Bepeﬁcm," 8 Maryland Law Review

95871—63——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

- ‘lif they exceed 99 years, with all renewal terms, aro ‘“‘redeemable ground rent”
eages.

- p 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” groun(f
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 unintendea 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 Marzland 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 scll his property in order to gay 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 eftect 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 smposes a laz upon unrealized gains

The basis for the decision by Judge Soper in the Simmers case was that the
iransaction involved a lease and not & 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 taxable®gain.”
‘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 case involved factually & building corporation which purchased land
in fee simple and then, after creation of its rent and Its building of houses, trans-
ferred the leaschold interest to the home buyer. Judge Soper adopted the rule 50
computation of the Tax Court upon the theory that when the builder leased the
propertgeand 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 feo simple estate of the lessor.

Another quite common factusl situation occurs when the building corporation
never has the fee simple title but only acquires the leasehold title before construct-
ing improvements. he only cost which can be allocated in this situation at the
time of the execution of the lcase is the land cost. The leasehold interest at that

oint 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 ephancement 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 {s 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
tl? g tlagg ;1pon income as a gain which had been derived (Eisher v. Macomber, 252

The ?rlnclple has long been established in income tax law that a landlord does
not realize any taxable gain when improvements are constructed b{ his tenant
upon the leased property. Thus, as pointed out by Judge Soper in the Stmmers
and Welsh cases, ‘‘mere increment fn value" is not a realized taxable gain.

The Maryland ground rent is nol 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
avold 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 & 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. He 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
reglgire amortization of the mortgage debt.

his practice was thoroughly established long before the Income Tax Act of
1913. Infact, 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,

Tazation of the interest of the ground rent owner under Simmers and Welsh does not
result in any laz 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 trustecs, guardiansl 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 faw by the builders.

In any event, the gain in value of the land does not escape taxation—the tax is
only postponed. The t;(ripical 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. o

xact 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 b{ 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 ) C ‘ :
. _ The Internal Revenue Service has continued to ar%ue' since the decision in
Morris Liﬁsilz 21 T.C. 917 (1954), regardless of ‘the decisions in Simmers and
Welsh in the U.S. Court of Ag eals for the Fourth Circuit, that when a leasehold
_estate is sold in Maryland, su ﬁact to the payment of a ground rent, that there has
been a sale of the land. ’I‘hls, as clearly explained by Judge Sgper, just is not, 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 adcording to value to the leasehold estate sold and
the fee title (or reversion, or ground rent) retained. = The fee title owner thus has
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‘a fixed annual rental receivable as the income from his land. The title law as to
this fee title owner has not .ohanged, since the Maryland Court of Appeals con-
.strued Fells Point leases dated 1772 in Myers v. Siljacks, 58 Md. 319 &882), and
"in-Banks v. Haskss, 46 Md. 207 (1876).
The interest of the homeowner, however, has been changed greatly by statute.
All leases since 1884 are now redeemable “‘at the option of the tenant'’ after 5 years.
: 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 consigt of one-twelfth of the annual taxes, ground rent, and
insurance, plus the prigg{fml and Interest on the amount borrowed. The ground
rent to m%; is economically like a firat mortgage in another State, except that the
principal does not have to be amortized. any 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 163(a) of the Internal Revenue
Code, i8 simply a recognition by Congress of the inequity of this annual charge

: ngﬁ, beé:‘.]g té:terest and, therefore, putting him on a par with other taxpayers in
other 2
The argument that, if this is done, the ground rent leases should for all purposes
be treated as sales sul')jeet toa purchase-money mortgage, ignores the established
‘legal rules of real property law which are still in effect as to the landiord 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 leage containing an option to purchase to a tenant who
constructs improvements on the leased land. The tax on the gain should be pald
wl;ep ’t;he gain is realized, not when there is merely an ‘““unrealized increment in
value.

MARYLAND STATUTES REFERRED TO: ANNOTATED CoODE OF MARYLAND (1957

EpiTION)
Article 81: Section 103
All leages or subleases of land made in this State between the 8th day of A%ril
-1884, and the 5th day of April, 1888, for a longer period than fifteen years, 8 all
be redeemable at any time after the expiration of fifteen years, at the opt'lon 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 leagle 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 104
‘All 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 or 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.

Article 21: Seclion 108 .

The provisions of Chapter 485 of the Aots of 1884 of the Gencral Assembly of
Maryland, and the provisions of Chapter 395 of the Acts of 1888 of the General
Assembly of Maryland, and the provisions of Chapter 207 of the Acts of 1900 of
the (eneral Assembly of Maryland, were not intended to ,a%ply and do not ap 3
to leases or subleasés .of property leased excelusively for business, commercf ,
manufacturing, mercantile, or industrial purposes, as distinguished from residence
_purposes, where the term of such lease or subleases, including all renewals provided
. ‘or.therefn',_ shall not exceed ninety-nine years. :
- Asticle 81: Section 879 (k)
_*“Ground reats' means all rents reserved under ninety-uinie year leases ot sub-
?lae'u‘es, ‘lperpetuall renewabte’, and also rents whioh are redeemable, at the option
:of the lessee, under the provisions of See. 103, 104, and 108 of Article 21.
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LRAIE FOR NINZTI-XINE YRARS—CODS CITT OB COTNTT-M

This Lease, sode thte doy of
n the year one thousand nine hundred and between
of of the first part, and
of
of the port

WITNESSETH, That the sald

in consideration of the rent hereinsfter expressed (o be paid, do lease unto the said

executors, administrators and assigns, all that lot of ground end
premises, situate, lying and being in the oforesaid, end descrided
as follows, to wit: Beginning for the same
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TOGETHER with all improvements, thereon made, lanas, alleys, woys, waters, easements, emolu-
ments end advantages to the sald ground beloaging or in anywise cppertaining.

To be held by the sid lessee

, administrators and assigns, for the term of ninety-nine years,
beginning on the day of the date of these presents  he the said lessee
executors, admi; ators or astigas, ylelding end paying unto the sald lessor

heirs or assigns,

the rent or yearly sum of dollars,
and that in even and equal half-yearly instalments, accounting from the
day of one thousand nine hundred and

over and above all deductions for taxes and assessments of every kind, levied or assessed, or hereafter
to be levied or assessed, on said demised premises, or the rent {ssuing therefrom. Provided, that if
the said rent shall be in arrear, in whole or in part, at any time, then {t shall be lawful for the said
lessor heirs or assigne, to make distress therefor.

AND provided also that, {f the sald rent shall be in arrear, in whole or in part, for sixty days,
then (¢ shall be lawful for the said lessor

heirs or assigns, to re-enter upon the heredy demised premises, and hold the same, until all the arvear-
cges of rent thereon, and oll expenses incurred by reason of such non-payment, shall be fully patd.

AND provided further, that {f said rent shall be in arrears for six months, then the soid

lessor

heirs or assigns, may re-enter upon the premises heredy demised, and hold the seme as if this lease
had never been made.
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And the sald lessee

for h sel helrs, executors,
administrators and assigns, covenants with the said lessor
h heirs and assigns, to pay the
aforesaid rent, taxes and assessments when legally demandadle.
AND the said lessor
for h sel heirs, tors, administrators end assigns, do heredy
covenant with the sald lessee
h executors, administrators
and a.signs, that on payment by the said Lessee A heirs, executors, adminlstrators and
assigne, of sald rent, and performance of ell covenants hereinon port
to de pa'd and performed, he the said lessor

heirs, executors, administrators and
assigns, will warrant the property hereby leased from all claims thereon, under or by scid lessor
or any person claiming by, from or under h
ALSO, that at any time during this demise the said lessor
h heirs or assigns, shall on
poayment (o them of Ten Dollars as renewel fine, execute and deliver or cause to be
executed and delivered, to the said lessee

tors, administr s or

(]
assigns at thefr request and cost, a new ledse of the above descrided property for
another term of ninety-nine years, to commence on the expiration of this, subject tc the same rent, end
with the same covenants, 3o that the demise heredy created may be renewadle and renewed, from time
to time, forever. ‘

Witness the hands and seals of the parties hereto

Test:
(8zar)
{ [Szar}
- [Sear)
J [Szar)
STATE OF MARYLAND, » TOWIT:
1 Hereby Certify, that on this day of in the year one
thmtndn{nobundudud before me, the subscriber, '
. of the State of Maryland, in and for
. sforesald, personally appeared
and severally acknowledged the foregoing Lesse to act.

AS WITNESS my band and Notarial Seal.

Notary Publle
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Mr. ArwaTer. However, T would like to supplement 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
fround 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
ptat{'1 it by statute. But the owner of the ground rent never has the
right to require that the principal amount of that oblli'?ation, 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 exacggl like a mortgage, we are ignorin
what the lease instrument is. e Maryland ground rent lease—
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 landowneér to a builder, which
included the covenant that Thomas Fell put in in 1772, requiring the
})ui}ider 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 & ground lease started for the purpose of permitting a person to
buy and own a house on & leasehold estate. He has the security that,
as long as he pays his annual ground rent—we will use the $06 ﬁgmfe
used by the Treasury Department—as long as he Pa’ys that $96 he
has fossession of that land and the buildings on it forever, But the
legislature in 1884 first passed the redemption statute in Maryland,
permitting the ground rent payer—the homeowner—to redeem, by
paying either the capitalized value fixed in the lease or 4 percent—
not in 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 8-percent capitalized value—according to the terms
.of the'lease. And, in this bill, I don’t see how you could distinguish
a8 to what is the value on the transfer, at 4 or 6 percent. v

One difficulty with: this bill, is that it uses the thse “redeemable
ground rent.” ‘There is no definition in the law of the Staté 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. An
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 fgound 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 M arylan(i, but any of the 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 snlys would apply
to Maryland ground rent in this case. That is one of the 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. ‘Thiswith an option to renewin it in means that that lease is a
redeemable ground rent in Maryland. That is a contract now
Eending. When that lease is executed, this landowner is going to

ave 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 the phrase 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

ersonally, he leases it to a straw party. And then he conveys that
easehold estate, which is exactly what it is, subject to the payment
of the rent to the home buyer.
. Now, that was the situation in Welsh. And the rule 50 computa-
. tion worked out by the tax court was adopted by Judge Soper in the
Welsh decision. V%e 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-
tioni 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 apgl.y, the
landowner like Thomas Fell, who leases land to a builder subject to

round rents. At that moment under the Treasury Department

ecision 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—all he 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? Wae 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 lease giving him an
option to purchase. :

So from the point of view of the person living in the house who
owns the leaschold 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 he has a
right to demand is the $96 a year. And unless he sells the very land
that he has leased in order to get an income, ho 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 ono of
the most wide-awake, alive men around today. His decisions in the
Simmers and in the Welsh 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 Macomber caso which
criginally interpreted the 16th amendment says that the Congress
" has the power to levy taxes on income, which means any realized
ain. In this case we have the decision of the highest Court, which
as 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. »
- 'Tho 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 4 debt
due to him, all he has the right to do is collect the rent itself.- That
is a very sfmrp distinction between a mortgage and a ground rent
* from the point of view of the ground-rent owner. C

1
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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, bécause 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. The highest courts have said it is
not & 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
1t,he States in determining the shape of their real property law by a tax
aw.

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

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 Welsh, 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 exact %similar in economic effect to a first mortgage which he can

ay off. The system is so beneficial that the section added by the
li‘reasury 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 p:gﬁosed by the Treasury Department, inclu in% the
amendment, will 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

et. ‘
y Thank you, Mr. Chairman and members of the committee.

The CHAIRMAN. I want to clarify your position. You favor the
House ‘})ill as originally introduced by Congressman Friedel; is that
correct :

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

The CaairMaN. 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 every other
State to pay an interest on what to them is & financing method on
their house. . . , o

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

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

'
]

i
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of $96, to capitalize that value at 6 percent, which is'what would be
taxed under the Treasu.tg amendment, the ground rent can never
demand anything more than $96. -~

The CHAIRMAN. It is a very compliéated subject, and it has been
before the committee for a long time. .I think Senator Butler intro--
dirced a ‘similar bill, o ,

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

The CaAtrRMAN. I just want to get it clear exactly what you want
done. You favor the House bill as oriﬁlinally' introduced? - -

Mr. ArwaTer. We'favor the House bill as introduced by Congress-
man Friedel. . V ‘

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.

he CHAIRMAN. Your remarks today were directed in opposition

to the amendment? ‘

Mr., ArwaTER. Yes, we are very strongly in opposition to the
amendment. ‘

The CraIRMAN. Because we are considering the House bill, you
know, we are not considering the Senate bill. :

Mr. ATwaTER. Yes, this 13 the House bill as amended that is now
before this committee, I understand, yes, sir.

The CuairmMan. Thank you very much.

Any questions? ‘

Senator MoRrTON. 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, but we 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. ArwaTER. Yes, Senator, that is correct. A

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. Exact{r. . -

‘Senator MorToN. And that is the effect of the amendment which
the Committee on Ways and Means, at the request of the Treasury -
Depart;nent, I believe, put into the original Friedel bill; is that
correct? . - ) o

Mr. Arwater. That is correct, sir. They say that instead of this
being a lease it is a sale, an abs_oiute sale with & mortgage back——

Senator MorTon. But the measure as originally introduced as well
a8 the ineasure as ameénded does give the necessary relief to thée home- -
owner in 'permitting him to éxpense this interest item?- =~ = -

Mr. ATwATER. Yes, sir. o _

Senator MorToN. Rather than to treat it 'as rent?

Mr. -ArwATER. Exactly,. ‘ oL .
-The CuArmaN. Have you given consideratiofr to a modification 6f~
the House amendment? *~ e

i
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Mr. ATWATEB. Sgp,a,cg‘r I haven't figured a wpy, to really modify.
tfis, spubiidient. o CISAATY 1t evon, mULh Toss Toiove somé of the
t 'ligé‘I‘égﬁnk‘ Wei'lé‘in"e‘ ‘1§3abl‘e.' Asgt'{)lill. ﬁ?;(lfﬂpth% Pplic‘y',' if (1blis
going: to he the policy of Congress to treat. ground rent léases as sales
abd Shortgngds i tin poliey Should be udopted, whih T foel wpuld
be a mistake, but'i ‘it weré adopted, this bill 15 an 'img;'ope’.r one to
pass, and, roquires, further, study on that amendment, becayso there
18 110" defihition in' this of 'a redéemable ground rent, and the Mary-
land law hag no definition, A rédemption is li_t_arqlky & purchase by
a ‘tehant of ‘the reversionary iriferest, of tho Jajidlord, So that any-
thing which by contract, dr, statute gave the tenant the ‘ri%ht to buy
tho revérsioridry intérest of the landlord would be & redéemable ground
lease. The effect of that is far outside of Maryland’s statutory right
of,xedgmpiion._ e ] o

"The CHATRMAN, I would liko:tp ask Senator Brewstor a question.

_Have _you confetred with’the Treasury Department in an effort
to modify thé House amendinent. =~ '

_Sengtor BRewsTER. Mr. Chairman, we have asked the Txt*asu:(‘iy
Departmént to withdraw from their position and strike their aniend-
ments, and they have refused to do it. Wo argue, Mr. Chairman
that - thié ‘original bill goes to & very simple proposition, purely qnd,‘
simply, it gives tax relief to'the little follow that pays the $96 a year.
And wo don’t even want to get into the wide question the Treasury
Department wants to put us in and reconstriuct Maryland’s law.
But they have been adamant, as I understand it, in their adherence to
the amendment as proposed. ‘ , 4

‘Th? ‘CHAIRMAN. "You are opposed to it in toto, the House amend-
ment?z T ‘ :

“Sénator MorToN. The amendment is & new bill, o

The CitAIRMAN. Senator Douglas, do you have any:questions?

“Senator Dovgras.. Mr. Chairman, I regret that I was delayed in
coj;pip‘%l héhrf._ ~'This is a somewhat unfamiliar subject due to the fact .
that the Maryland situation, as I understand it, approximates the
English situation much' morg than any other situation, This differ-
ence is that, under thie English system, interest payments on homes
are deductible, but payments of rents are not; isn’t that true?

Mr. Arwater. That is true, .~ o '

Sénator Dougras. And what you have here is a situation in which_
these longtime leases were very similar to the English system; isn’t
that true? ‘ . _

.Mr. ATWATER, Tho( started to go back to the English system—
or possibly the Irish Iand leases are about the closest we could get.

Senator Douvaras. They are essentially 99-year leases. And the.
qnes'tio’x; then comes up; are they payments of rent or payments of
interest S , S o

i ,r.'AT}IvA'TsB, That is the question. And in Maryland before the .
act of 1884 they were clegrly rent. The tenant could never buy in the
reversion..  Ahd many of those old rent arrangements are ﬁfi_llllﬁin, .

| have

liﬁm nore City.  Some of the department stores downtown st

Then in 1884 the statute, passed the legislature as to any new
created rents after that date, any new leases for, 99 years, the tenant
would hava the right tg,,p};rnf;alsss..&her landlord’s interest, his reversion,
originally at the capita ized value to be fixed in the leage not in excess;
of 4 percent. And finally in 1900 it was amended to its present form,

\
!
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whereby any lease for more than 15 years, the tenant has the right
 pay thié cupitalized ,v:z;x_l;u§'a36f£;efée¥iq‘bf,the‘nméun,t of the grotnd
lease. It wds found that appliéd to commercial property ad well ds
residential, and they had to pass an amendinént, which i8 now sec-
tion 108, to provide thatas far as redesmable features of comméreial
leases, any commercial lease for more than 99 yedrs shall be redeem-
able a’;'ﬁi{ée‘rgeht, as idi‘fferei;tiét?'g; from a 15-year terni for a non-
coméicinl lease.  So’ the effect of those statutes i§ to give the ténant
the right to redeem, which placés hivi in the;?omtidn;wherep ‘hé can'
pay off the obligation, but never hds'to. So from hig'pbint of view it’
now is very, similar to a ﬁx;s‘t‘n‘gértﬁh‘ 6. But fron thé’ lessor’s point
of view the law is still unchangéd, he has no additional rights to what
he had under common lagy, ' . o
Did I answer ths question? ‘
Senator Dovoras, You increased my perplexity.

'Thé CratrMaAN. I would liké to ask one more question.
This legislation appliés t6 Marylandonly? . =
Mr. ArwaTer. No, sir. The term of this statute simply says
‘“‘redeemable ground rent,” it doesn’t say “Msdryland ground rent.”
The Cuarrman. I uncfemtrand it doesn’t say “Maryland. ground
rent.” But from' a practical standpoint it applies o Maryland,
doesn’t it, chiefly? There may be some instances in Hawaii—  ~
Mr. ArwatER, I understand that Califordia and Hawaii have a
number of them now. Actually it;ﬁ‘vbu gay that the’phrage “redeem-
able ground rent” ysed in this bill shall be interpreted to méan &
ground rent redeemabls by statuté as defined in the Maryland statu-
tory law, then you do restrict it to Maryland. Bt if you leave it
undefined, it could apply to any lease with'an option’ to purchaie in
any other State. B . ‘ o
“And that is whore I say the danger is in this second amendment,or
in this‘amendment,  The danger has not occurréd to peoplé'in other
States outside of 'Maryla*ﬁ‘d ‘they think this ,‘a‘pg)ies oiily to Matyland;
But a tax statute can’t ap’piy only to Maryland, it has to apply to thé
whole' country. - ¢ T
 The CaarMaN. The Chair fully understands that. But from a
ractical staridpoint it applies principally to Maryland, doesn’t,it?
or instance, I as chdiriman have received no complaint or expressions

\

of, {fprovglv rom any State other than Marylatd.

-~ Mr. ATwATER. That would be two thihgs. ' One, the Maryland
gr,qund rent system is the basis for this bill, so that Marylanders are
amiliar with’it.  And thie committee report roferred specifically to
Matyland grounid rénts. - - - Lo s e
., The CuairMaN. I am not against Maryland asking for relief; I am
_ in ioh' w oW w ot
just asking ds & mattér of information’ whother this law o,uid not
apg}v,enti,rely toMaryland. =~ - ]
- Mr, ArwATER. Ag s midtter of fact, its applicatién would be prima-
ril%'ht‘o Maryland. Its efféct in othier States we do'not kaow. =
ho CHAIRMAN. Would “this" Hougde ‘amendiiént ‘satisfy “you, to
amend the Hduse amendinent’and say “shall apply only the ground
rénts of residential Efbpetty;fglj & torm'in exceds of 15 yéars as to which
thé ownet of the léasehold hiad & stdtutory right to redeem the grofitid
refit by payrnient'of the stated value, and to recelve outright ownerslhii;
of the tgti "7 "1 am informéd by Mr. Lubick that the Tregsury woul
agregtoft. ~ - ' . 700 n ErameniTm

HIT 1 » . . : .
LA P R e T A
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- Mr. AtrwaTeR, That would cure some of the lack of definition. I
would like to really think about the effects of that just a little bit before
I gave it my full apf)r'oval. L .

_ The CHAIRMAN. T realize that Maryland has a different situation
with 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 do in this instance, but I know that in many other

cases where the ai)'lll)lipation is more or less to one State, if the Treasury
opposes the bill, the President will veto it. And if we can we should
})ass a bill in thé form that the Treasury will approve. I understand

rom Mr. Lubick that he thinks that this language I just read will
remove some of the objections to the Ways and Means Committee
amendment. A .

We will have another difficulty in going 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. o

The CHalrMAN, 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. Arwater. That wouldn’t solve the problem that this is & tax
on unrealized gain,

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

Congressman FriepeL. 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 260,000 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.

g And besides, this i something that applies to the people of all
tates.

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

Congressman Friepes. If we don’t pass this bill ' we won’t be able
to get it. ) :

Mr. ATwWATER. 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 mg' experience at all, so that I would
hesitate to say. I would hope that there would be some method of
Elvmg the homeowner this relief from a tax which really- does treat
him iﬁ'erentlﬁ from homeowners in dther States, but which atill will
not so basically affect the Maryland law and thqi_est,a_b ished prin-
ciples ‘which‘JudEe S,oﬁper reviewed so thoroughly in the Simmers and
H’;lsh cases. 'The effect of taxing this gain is going to require im-
mediate sale of %round 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 thé money yet, hasn't realized
his profit, but is taxed on it, so that he has to sell in order to pay it.

e CHAIRMAN. 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 g}vinf an answer this morning. ‘

r. 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
Teast some of the problems. Of course, the basic problem is one that
can’t bé cured as long as the purpose is in the law.

The Cra1rMAN. 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. ArwaTeR. Of course, the Treasury Department has been
fighting this since the Tax Court decision that required a similar—
they have been uestioning this ground rent system. _

he CrairMaN, Do i'ou think the modification ‘of the Ways and
Means Committee is a long step toward solvintgll;the problem?

Mr. ArwaTeR. 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 Cuarmax. Congressman Friedel said that you had different
interests t6 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 s ould
have his entire method of taxing changed and be required to pay a
tax before he has actually realized a gain. He is going to pay the tax
sometime, he is not going to get out of it, as soon as he realized the
gain he is going to I’JFy it. ) ‘ '

The CrA1rMAN. 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 applies in the main to the State of Maryland.

"So I would like to ask the two Senators to consider that suggestion
and try to work out some agreement and let the Chair know whether
you want final action taken on the bill next week, or whether you
need additional time for final negotiations with the Treasury in' the
hogg of getting agreement. ’ -

nator BREwsTER. . I will so advise the Chairman.

The CuarMAN, Is that satisfactory to you?

Congressman FriepgeL. Yes, sir.

Senator Douaras. May I ask the witness a question.

The CAIRMAN. Yes, sir, | - ]

Senator Doveras. I am trying to understand this. Do I under-
stand you to agrée that the payment of the ground rent by the
tenant should be charged as an 'ex_})ense and should not be subject
to taxation; do you agree with that

t



S0 REDEEMABLE GROUND ‘RENTS
. Mr.’xATw,yrﬁu. ‘T agree_that that deéduction is a proper one, the
permitting of that dedugtion. , o R
" Senator Doyanas, Now, do I understand you to be.saying in effect
that the ground rents received by the owner should not be charged
as income to him, but that he should only be_taxed on any increase
in v?alue on the final sale of the property? Have I misunderstood
ou? . e e : A e
y Mr. ATwATER. Of (:‘oul*s‘e',;‘thEo %‘round rent payment would be
income to the person who recéives them, there is no question but that
they would be income in any event. B
_Senator Douaras. Then what are you contending? ‘

Mr, AtwaTer. The question I have is that if the owner leases his
land for $906 a year—to take a sim(g)lc case, say $60 a year which,
capitalized at 6 percent would be $1,000—when he exécutes that lense
8t $60 a year under that amendemnt, the proposed section 1055, ho
would realizo o gain of $1,000, or at least he would realize a gain
equal to a sale price of $1,000, so that if his land costs were $600, as
soon as he executes the lease for a $60-a-year rent, he would have to

ick up a gain on the difference between his land cost and the c¢apital-
1zed value of that rent. So that he would in theory be taxable upon
a gain based upon a sale at $1,000, whereas actually he can never
reqluire that ténant to pay him the thousand dollars; all he can require
is that tho tonant pay the $60 a year. .

So to pay the tax ori his gain, the only thing he could do, if he 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 him
before he realizes that $1,000. And that is where we feel it is basically
inequitable. He is taxable, of course, on the income of $60 a year,
that is ordinary income. o o
. Senator Dovavas. If he sold at $1,000, the differénce between the
$600 and the $1,000 would be a capital gain, would it not?

.. Mr, AtwaTer. If he is in the building business, it is going to be
ordinary income, . . L o . ,

As a-x’mﬁ‘ﬁ»r of fact, there is another problem hero. , A great many
of .the smaller builders can’t hold on to—I would say the majority
of builders do not even keep their rents, they create the rents and
then scll them to private investors as investments, to insurance
gompanies—I know at ono time the insurance companies were very
interested in these because they wero'ﬁ‘ood , 8afe 6 percont ix\;vest.ment_q
and as soon as the builder created tlic Maryland groynd rents ,an_d
built the houses, the builders would sell the tents to the insurance
company. Of course, as soon as the builder sells if for a $1,000,
he has replized his gain and he pays his tax. DBut our objection is
that unless he does sell it wo don’t think he has realized the $1,000
and doesn’t have to pay a tax on it.

The CuairMaN.. Thank you very much. S

Mr. ATWATER. Thank you. T appreciate this opportunity for full
presentation, , ) . L
Cth_to CrairMaN. I would like to ask Senator Douglas to take the

air.

(Senator Douglas now presidipg,) .. .. - .

.. Senator Douaras. The next witness is Mr. William B. Guy, Jr,,
Real Estato Board of Greater Baltimore. ‘ ,

\ '
s
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ESTATR BOARD 'OF GREATER BAITIMORE; ACCOMPANIED BY

HENRY M. DEKKER, JR., COUNSEL .

‘M. Quy. Mr. Chairmian and gentlenten !I'aiifWiﬁili,m‘B; 'Gu‘y,Jr )
_of Baltimore, president of the Real Estate ﬂoard of Greater Baltimore,

Inc., an organization of ne‘ar{{ 2,000 members devoted to theinterests
‘of all real estate owners and homeowners in the Greatér Baltimore

g

area. . Locige 0 RIS IR
3 ’Fh’o’ putpose of my ti{)pearaiico is to voice tho vigorous support of
my orgdnization, dnd, 1 feel, of many tﬁougqndg of homeowners in
the Greater Baltiinore ares, to H.R. 1597, under, the ‘provisiong 'of
which Marylaiid'ground rent paynients will continue fo bo deductible
s interest for Federal income tax purposes where, as is tho ususl case
in Maryland, the ground rent is redeemable at the option of the lense-
hold éwner. C e e
.. While ground yonts exist in other citics and States, the mogt exten-
8ivo use of ground rents in the financing of tha sale of real estate, and
‘particlarly residential real estate, has been in the Greater Baltinore
.area. It has been said that tho fact that Baltimore has always béen a
city of homeowners, rather than renters, is due in large measure to the
Marylind ground rent system. This is because the effect of the
ground rent system has been to bring many small, individual investors
into. participation in the financing of residential 'gurclmses, through
use of the groiind rent, whoreas in other places the home-financing
field is occupied almost eiitirely by mortga%e leriding institutions. .
., We have been unable to discover any reliable figures to indicate
.the number of ground rents existin in Maryland, or in Baltiraore;
but it is 'safe to say, I feol, that by far the majority of the homes in
-the Greater Ballimore area, with a apopglation of over a million and
three-quarters, are subject to groun rents. , , _ .
Since 1927, these thousands of homeowners in Maryland, and
many homeowners jn other States, have béen permitted _under
‘Treasury Department, .Tegulati.dns; to_deduct as interest, for Federsl
income_tax purposes, thie amounts which thiey have paid as grojind
rent. Now, after this long-continued and well-established adminis-
trative, intetpretation of the law has playéd a persuasive role in
enicoyraging a multitude of Maryland homé buyers to purchase their
‘hdmes subject to.‘_g‘no‘un‘d rents, the Intérnal Revenue Sérvice hds
¢hanged the rules of the game by denying thé dedudctibility, for income
tax purposes, of such gmund‘ rent pagmont‘g.m o i
1t niight be contended that theso homeéownors have not ‘reiudieg.d
thefr position in relyitig upon the past intorpretation of the law by the
Treasury Dopartment, since, undeér Maryland law, they will now
havé the right t6 redoem the ground rents 'to \hich their properties
are subject. But, gdiitlemen, ya iriust rérhember that many of thege
fhomeéw‘ﬁ,e“mh are people' of low iné¢oino, - without any substafitidl
financial resérve, who will be unable m;bﬁtain; thie $1,500, $2,000, or
1$3,000 in the lamp sum neécessary in order to éffect a redstaption of
theirgloundrents, 0 T o
. Moreover, the amended regulation ‘of the 'fgtpljgél Rovenuo Service
‘¢ould not bo 1nore discriminatory, in that its impacet, bocause of highly
technichl ‘reasons, Is to be felt only by 'thé residénts bf tlie State of
Marfland. ‘Hoiéowners ih Penhsylvaliia who pay grouiid’ rént—

1
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‘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 able to deduct their gayment,s a3 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 leglal staff of the Internal Rovenue Service, and others
gkilled in the field of law 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 to Marylanders.

To tho average citizen of Maryland, the situation as it now oxists
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.

T am not a lawyer and, theréfore, 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 chanﬁe 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 than once that a redeemable
Maryland ground rent—and I quote: ‘
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. Bayless, §9 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. o .

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 Court 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 Appeals—or at least two judges of the three-judge
court—held at that time, in 1056, that the Maryland ground rent was
not, technically, a mloi'tgage,"and that the builder’s gain, therefore,
.was not realized until the rent was sold or redeemed. o

More recently, in the Welsh case, in 1960, I am informed, the In-
ternal Revenue Service gained a substantial—although not complete—
victory in the same court under a theory of gain computation, ap-
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proved by the ¢ourt, which reduced considerably the amount of gain
which a ‘builder could postpone under the Simmers.case. But the
court again refused to permit the Internal Revenue Service to tax the
full amount of the gain at the time of the creation of the ground rent,
the court holding again—as it did in the Stmmers case—that, techni-
cally, a Maryland ground rent is not a mortgage.

I might 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 1956 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, howeéver, 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, inost homeowners in the Greater Baltimore area will losé
income tax deductions in amounts ranging from $60 to $200 a year,
and more. This is a very serious thing to a great many Feop e in
Maryland—people who have relied on an interpretation of the law
which has been in effect for many years—and I respectfully urgs that
this long-continued and basicall%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. 1697 which would have the
effect of nullifying the decisions in the Simmers and Welsh cases.
These provisions would require a builder or a developer to treat a
ground rent created by him as & 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 %‘ound 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 Freat, and immediate necessity
for this aspect of the bill, I respect.
approve H.R. 1697 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 meot 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

ully urge that this comimittee < - *
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worried and concerned about the possibility of the bill not passing
if'it gets any amendment at sll. ‘ ‘ ‘ “

If T'may, T will let Mr. Henry Dekker, of Baltimore, explain this
particular point, and also on the matter of definition of ground rents.

* Senator Douaras. Thank you very much. '

Mr. Dekker. s Ct

Mr. DEkER. Mr. Chairman, I have known Mr. Atwater for a great
many years, and I have the jigilqgt. respeét for his legal abilit{. 1do
not necessarily faké issue with' him, but I am not sure that I under-
stood clearly what he said, and perhaps the commiittee did not under-
stand clearly what he said. * But the'substance of his discussion was
that the term "redee_%able ground rent” needed a more precise
definition in"the act. Hé based this opinion upon‘the fact that the
Court of Appeals of Maryland supposedly said that it, the highest
court in the State of Maryland, did not know what a rédeemable
ground renht was. o ' '

Well, it is true that the court said something like this, but in a
peculiar context. The cases fo which Mr. Atiwater referred were
cases involving contracts of sale, involving suits’ for specific perform-
ance of a contract of sale, where a propeérty was sold, let us say, subject
to a $06 ground vent. An effort was made by the seller to onforce
this contract. And it is true that the court of appeals said, “We do
not know what a $96 ground 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-
ﬁetually renewable 99-year lease. We do not imoxv what the parties

ad in mind. But for the purposes of this act, certainly anyone in
Maryland would know what a renewable ground rent is. 1t is any
lease for residential purposes of more than 15 years or a commercial
lease for more than 99 years. I could not feel that the act needs any
more precise definition. And I think the Treasury Department was
caught unaware by Mr. Atwater’s remarks, and under those circum-
stances proBosed this amendment, which I do not feel is necessary.

Senator Doucras. On residential property, the Treasury Dopart-
ment is proposing the same definition that you propose, is it not;
namely, that redeemable ground rent apply to the ground rents of
residential property for a term in excess of 15 years? Wasn’t that
your definition? ‘ ‘

"Mr. DexkeR. This is the definition that is established by statute
in the State of Maryland. "This is what a redeemablé ground rent is.

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

r. DEKKER. Yes, sir. And we feel it is unnecessary.

If you will réfer to the appendix to Mr. Atwater’s statement, you
will see the applicsgble Maryland statutes whith define “redcomable
ground rent.” '

Senator Douaras. Thank you.

Mr. Dexker. Thank you, Mr. Chairman,

Senator Douaras. Mr. Walter C. Mylander.
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STATEMENT OF WALTER O. MYLANDER, JR., HOME BUILDERS OF

. D

' HOWARD COUNTY, MD, |

Mr. MYLANDER. Mr. Chairman, thank you very much for the

opi)ortunit.y’td appear. St
‘have 1o prepared statemeont.

My position‘is precisely like that of Mr. Atwater. I am heartily
in favor of the Houso bill as offered. And I agree with all of the
withesses who seem to be in accord in théir opinion that from the
standpoint ‘of thda liomeowner, the payment 6f Miryland ground rent
is substantially éiﬁlit’aléx’it-, from his point of view, to interest on bor-
rowed monoy, 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 1056. In the present form of the bill my objection
is substantially that any legislation, whethér tax legislation or sub-
stantive laiwv, which unwittingly or uiiinteritvionallg' goes beyond its
original purpose into unexplored fields, is undesirable, if not actually
dangerous. - ‘ '

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

The Welsh situation factually—the Simmers slso—was that an
owner of a parcel of latid, who was a builder, built houses upon it, and
then created tho 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 océurred. In Simmers the builder was taxed
only on tho differenco between the cost of his improvements and the
sale price of the leaschold which incorporated or included the improve-
ments. In Welsh, thio cost basis of the leaschold was n‘m)ortioned
differently, bit that is not matérial to my comment on this bill.

‘But normally and historieally ground rents weére not created by
builders, ground rents were created by landowners who wanted to
make their land productivo, and so they leased it to 6thers. ‘

Mr. Atwater referred to Thomas Fell, who was one of the ecarliest
Marylanders to utilize tho dovice 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 thém. He charged them
nothing for tho leasehold, he just entered into an agreemeont in exactly
the samo forin that is used today, with only the most minor changes,
such as the use of—

Senator Doveras, May I ask a question, Mr. Mylander?

Mr. MyrLanber. Yes, indeed.

Senator Douaras. Take the builders wyhom you represent, when
they buy land, is that subject to6 a l¢asehold, or do they buy it outright
alxlxd t‘]?mn imposo a leaschold upon the people who buy the house from
them

Mr. Myranper. Specifically with reference to my particular client
in Howard County, 1 can’t answer you, Senator. I can say that at
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large, and throughout the State, both methods occur. An owneér of
land will sometimes lease it to a builder or to 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 imgort-anb 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 rep?s.”

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 Hammersla, two Maryland cases—and I would like
to cite them, since the transcript contains reference to them—Ward
against Newbold (116 Md. 689); Moran against Hammersla (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 goin§I 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.

ow, the langua%e 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 would be a taxable event Fiving 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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qlllxestions 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.
It would ‘eliininate the question as to-the commercial leases. But
it still would ¢over apartment houses.. Moré important, howevér, it
would still leave taxable the mere signing 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 previous

tax fpoli(‘;'y. .
If one is taxed because he has created an unrealized incremetit’of

value, but he has no money with which to! pay the tax, we are doing

great injustice to the tax structure. E ‘ '

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-
ond’ly, 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 Douaras. 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. 1t is no longer
as brisk as it once was. At 6rne time it could be said that any well-
secured ground rent, that is, any rent reserved on a house where the
feo simple interest was 4 to 6 times the amount of the capitaliza-
tion of the rent, that such a rent could be sold almost acrosc the
counter. There is a strong market for these creatures. The brokers
in Baltimore City will have a bllllyer to match a seller. A contract can
usually be made simply by a call to a broker’s office.

A fow 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 & ve
competent law review article in the Maryland Law Review by Fran
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 Douaras. Do I understand that one of the objections of
the homebuilders to section 1055 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. MyranpeR. No; I think that is an sxtrapolation. 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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