
Seldin On Change
BETTING ON
INTLATION

by Maury Seldin, C.R.E.

that most real estate investors are still betting the
inflation rate will continue its upward trend or at
least fluctuate around current levels. And, of course,
it is common knowledge that investors are bettinB on
real estate as a hedge against inflation. Not as obvious
is the nature of the bet in terms of risk and reward.
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The Mouse That Roared, now a vintage movie, de-
picts how a tiny country is going to escape its eco-
nomic difficulties by declaring war on the United
States. The country plans to lose and then become
prosperous with U.S. aid. But someone asks in the
movie, "What happens il we win?"

lnflation Rate Continues Climb
No one has seen many "WlN" buttons lately - those
emblems of President Ford's "Whip lnf lation Now"
program which did not work. Neither did President
Carter's program, which relied heavily on the Federal
Reserve Board policy. Since October '1979 that policy
has been to observe the money supply as the salient
indicator for monetary control. This may be a step in
the right direction, but the road is long and hard.

tactors causing inflation include OPEC, the federal
deficit, and the lack of gains in productivity com-
bined with domestic wage pressures. lt is to be
hoped that President Reagan will be more ellective
in containing inflation. Until there is concrete evi-
dence, however, it should come as no great surprise

Cash Flow Early Eenelit
Thirty years ago, investors expected from 10 percent
to 12 oercenicash-on-cash, also called cash on the
down payment. The rate of inflation in the early'50s
was low, and although some investors who were
astute in location and properry selection expected
substantial appreciation, most investors looked to the
cash flow as ihe major benefit. Properties of lowest
qualitv would return the down payment through
iash flow in the first five years and those of better
quality in periods up to 10 years or longer. Measure-
ment of the payback period is a crude method for an
investment decision. Although users may have con-
sidered the tax shelter, it was viewed as an added
benef it that went along with the type of investment.

Some investors used criteria beyond cash flow. Aside
from tax shelter, the other benefit is proceeds of
sale, the importance of which varied considerably.
Combined measures of total benef it were not com-
monolace, however. The after-tax internal rate
of return was not a popular analytical tool. lt could
be estimated using tables and a desk calculator, but
such laborious work was obviously not worthwhile
to most investors because the results were of spe-
cious accuracy.

Borrowed Money As Later LeveraSe

As the inflation rate rose in the '60s and '70s, an inter-
esting phenomenon occurred. A new variety o( lev-
erage, commonplace in the financial community,
occurred for real estate investors. ln dealing with
securities and non-real estate investments, the finan-
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fer must consist solely of stock and other securities
issued by the corporation. lmmediately after the ex-
change, the tax payer-investo r must own at least 80
percent of the voting and 80 percent of the non-
voting stock of the corporation.T

After the transfer the corporation is in the same posi-
tion with respect to the property as the investor was
before the exchange. Because the corporation is in a
lower income tax bracket, less tax liability will be
incu rred.

Delayed incorporation can enhance the tax bene{it
associated with rehabilitation ol nonresidential in-
come property. A tax credit equaling 10 percent of
the cost of rehabilitating qualifying nonresidential
real estate is available.E lf an investor- re habilitator
claims the full credit and then disposes of property
within the ensuing seven years, a portion of the
credit must be repaid in the years of disposal.e

Transferring rehabilitated properly to a wholly-
owned or controlled corporation does not require
that the investment tax credil be repaid.r0 lnvestors

may benefit from holding title in their own name
during the rehabilitation period, and then transfer-
ring ownership to their investment corporation,
thereby offsetting the tax credit against their per-
sonal income tax liability and retaining income
from the property taxed at the lower corporate in-
come tax rates.

lncorporation does not need to be immediate
nor complete. Wherever tax planning objectives are
better served, only a portion of an investor's owner-
ship interest needs to be transferred to a corporate
e ntity.

For example, upon initial acquisition an investor
might choose to have land title vest in a corporation
and hold title to improvements in his own name,
thereby offsetting his personal income by depreci-
ation allowances and a reasonable land rental paid to
his corporation. Because corporate income is taxed
at lower rates, his personal tax reduction due to land
rental expense will more than offset the corporate
income tax on land rental income. One should be
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from other sources.

Because corporations are taxable entities and not
"tax conduits," their losses cannot be offset against
shareholder-investors' other taxable income. This
lack of "conduit" treatment leads many investors to
view the corporate entity as fatally flawed.

Lack of "conduit" treatment is less serious when the
corporation has other taxable income to offset "arti-
ficial accounting losses." A corporation that acquires
property at staggered intervals will always have some
taxable income f rom more mature inveslmenls to use
to offset losses from recent acquisitions, thus bene-
fiting f rom depreciation deductions.

Special tax rules permit corporations to recompute as
many as three years of prior tax liability, offserting
profits of earlier years against current losses. Any re-
maininB current losses not of{set against profits of
earlier years may be carried over and offset against
future income for as many as seven years.2

Tax Advantages For Corporalions
Critics of the corporate organizational Iorm have
written vociferously about its income tax disadvan-
tages, but little has been said about offsetting tax
benefils. All entities suffer some relative disadvan-
tages under the lnternal Revenue Code, and no
single tax {actor should be considered by itsel{.
Rather, relative tax consequences in conjunction
with nontax consequences over the entire life ol an
estate-building plan should be considered.

The tax code Iavors corporations over noncorporate
taxpayers. Corporations are permitted to deduct
items that individuals must capitalize. Tax preference
items result in less additional tax for corporations
than for individuals. Corporations pay less tax than
individuals who have the same net taxable income.

Real estate developers are in a good position to
benefit from incorporation. Corporations are per-
mitted the option of reporting construction-period
property taxes and interim interest as a current-
ly deductible operating expense, or ol amortizing
these expenditures over a number ol years.r Non-
corporate taxpayers are denied this option, and must
amortize such outlays over periods ranging from four
to ten years.4

Certain available tax deductions dubbed "preference
items" may subiect the investor to additional tax lia-
bility. The surtax or add-on preference tax on preler-
ence items equals 15 percent o{ the amount that
preference items exceed a determinable statutory
exemption. This obviously reduces lhe tax savings
associated with deductions included in the definition
of tax preferences.5

Preference items include all depreciation deductions
on real estate, to the extent that the deductions ex-
ceed what would have resulted from using the
straight-line depreciation method. Consequently,

real estate investors who take advantage of allowable
accelerated depreciation methods may incur a pref-
erence tax obligation in addition to their regular in-
come tax liability.

Noncorporate taxpayers are allowed an add-on pref-
erence tax exemption that equals either $10,000 or
one-hall their regular income tax obligation, which-
ever is greater. Corporations may exempt either
$10,000 or 100 percent of their regular income tax
obligation, whichever is Sreater. Thus, the potential
maximum exemption Ior corporations is twice that of
noncorporate taxpayers.

Chiel among the advantages for corporate taxpayers
is lower marginal tax rates. Corporations pay a flat 17
percent on the first 525,000 of taxable income, after
which marginal rates move in sleps to a maximum o{
46 percent. Unmarried individuals are assessed at an
incremental rate exceeding 17 percent on income
above $4,400, and exceeding 50 percent on income
greater than $41,500. Compared with this 17 percent
for corporations, the average rate paid by single tax-
payers earning $25,000 is almost 25 percent.

Married taxpayers who file joint returns and those
quali{ying as heads of households fare a little better
than single taxpayers. Regardless ol filing status, mar-
ginal tax rates for individuals exceed those for cor-
porations at all levels of income above $7,600, as illus-
trated in the Figure.

lncorporation Provides Tar-Planning Opportunities
lnvestors creale a number of tax-planning opportu-
nities by incorporating. Delaying incorporation or
incorporating only a portion of a venture enables an
investor to enjoy the best of both corporate and
noncorporate tax environments. Multiple corpora-
tions may enhance tax-planning flexibility by provid-
ing opportunities to exploit investment tax credit
and accelerated depreciation rules, and they may
also facilitate property disposal.

Real estate investments that generate tax losses to
offset income from other sources present a situation
where immediate incorporation might be unwise. ll
the investor is in a higher income tax bracket than his
investment corporation, then a noncorporate entity
might be more appropriate.

Tax shelter from real estate is temporary. Annual
deductions from accelerated depreciation drop off
quickly after the first few years of ownership. The
portion of debt service that comprises tax-deduct-
ible interest expense declines more slowly.

When investments do begin to generate taxable
income, investors may bene{it from transferring
ownership to a wholly-owned or at least a controlled
corporation. lf properly structured, an exchange of
realty for securities ol a controlled or at least 80 per-
cent owned corporation is not a taxable event.s To
avoid income tax liability, consideration {or the trans-

cial community traditionally defined leverage as the
use of borrowed money to magnify gains or losses as
it related to total gains. No concern existed as to
whether the stock dividend produced enough in-
come to pay the interest on funds borrowed to ac-
quire stock. lf more money eventually was made on
the borrowed money than it cost in interest, then lhe
financial leverage was viewed as favorable.

Real estate investors used a dilferent concept of lev-
erage. To them the garden variety of leverage was the
use of borrowed money to magnify cash-on-cash
which lit into the "get your equity out fast" ap-
proach. This worked because the annual constants
were lower than the overall capitalization rate or the
ratio of debt-free cash flow to purchase price. Thus,
the more borrowed, the higher the ratio of cash {low
to down payment. For example, a $60,000 loan at 8
percent interest with an annual constant o{ 9 percent
has monthly payments of $450 or annual payments of
$5,400. ll the property has a $100,000 price with
$10,000 net operating income or debt-free cash flow,
the overall cap rate is 10 percent. Under these cir-
cumstances, a $40,000 down payment would get
$4,600 cash flow or 11.5 percent. A $30,000 down
payment would get a higher cash-on-cash return; the
$70,000 loan would take $6,300 a year and the $3,700
balance on $30,000 would provide a 12.3 percent
cash-on-cash return.

Because institutional lenders generally lend only up
to 70 percent or 80 percent of the purchase price,
some buyers would get sellers to carry back financ-
ing so the down payment could be low and still get
cash flow. lf payments on the second were interest
only or otherwise low, the cash-on-cash, that is, cash
on the down payment would be further increased.
Cenerally, the payment on the second was l percent
per month ol the original unpaid balance including
interest. Thus, the annual constant of 12 percent huri
the cash f low but was most suitable for investors who
considered the leverage to encompass the benefits of
proceeds of sale. They controlled more property wirh
less money and were betting on appreciation.

Focus Now On Appreciation
Currently, the concept of leverage among real estate
investors focuses on appreciation as well as cash flow.
The rising inflation rate has caused a situation in
which borrowing money generally hurts the cash-on-
cash return. The increase in the rate of inflation has
led to an increase in mortgage interesl rates. These
rates were the lender's protection, which did not
work out well for the lender. Thus, the annual con-
stants rose by amounts commensurate with rising
interest rates.

While inflation was pushing up interest rates, it was
also pushing up rents and expenses, resulting in in-
creasing debt-free cash flow. This rising income
stream, sold at higher prices, means lower capitaliza-
tion rates. lnvestors will pay more for a rising income

stream than for one holding level. The result is prices
that are high when compared to current income. ln
other words, it means the overall cap rate was low.

When the annual constant exceeded the overall cao
rate, borrowinB began to hurt the cash-on-cash
return. Borrowers would gladly give up the cash flow
as long.as they are paid for it in appreciarion supple-
mented with tax shelter. This leverage is unfavorable
if evaluated only on a cash basis. lt may be called
"leverage unfavorable to cash flow," which may still
magnify gains but diminish the ratio of cash flow ro
the down payment.

The current market has many property sales in which
there is no cash flow. Some use only an amortizing
first mortgage, while others have secondary financ-
ing. In some cases there is a negative cash flow and
the investor has to count on tax savings from tax
shelter to offset some or allof the negative cash flow.
Some investors are even using "gimmick" financing
to capture the appreciation with a low down pay-
ment and in order not to have too large a nega-
tive cash flow. For example, the seller may carry bick
a mortgage at -12 percent bur pay only 9 percent
of the interest in cash. The other 3 percent accrues
so that the mortgage debt increases during the life
ol the loan.

lnvestors are betting on inflation; some accept a low
cash flow, while others take a negative cash flow,
using what was described earlier as leverage unfavor-
able to cash flow. The final rares of return on the
investment are sensitive to proceeds of sale, especial-
ly if "gimmick" financing causes mortgage debt to
increase rather than amortize.

Rales Subiet To Constant Change
Proceeds of sale are frequently forecast by extrapo-
lating or projecting a rate of appreciation. Although
convenient for mathematical analysis, this treatment
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bears little relationship to reality. Changes in value
occur at differing rates over time because income
expectations and capitalization rates constantly shift.
lnflation accounts for some of the changes; others
occur because of changes in income-producing abil-
ity of the real estate.

The change in rental income from non-inflation-
related causes is based upon changes in the pro-
ductivity of the real estate: the location may Bet
better; the demand for the type of space may in-
crease sharply; the supply of competitive space may
be choked off by sewer moratoria or restrictive zon-
ing. That is the stuff of which big profit is made. Yet
most of the high-powered mathematical analyses
used in calculating rates of return overlook dealing
with the land economics aspects of the real estate
investment.

Such changes affect income-producing ability, but
what is sold is the income-producing potential. A
market of expectations may run high or low depend-
ing not only on inf lation but also on the expeaed
growth of the economy. These are all implicit in
any expectations of future income-producing ability.
Furthermore, these expectations are much more var-
iable than the income-producing ability itself. The
result is that both the income that is being capital-
ized and the capitalization rate for converting that
income to value are subject to change. The cap rate
will change with the supply and demand of invest-
ment capital and the expectalions ol future eco-
nomic conditions. lt is apparent that the general

health of the economy and inflation expeaations are
factors again.

So what happens if inflation is contained or even
reduced? What happens if there is a slow growth
in the economy even without a deep recession?
The answer is that some investments and some in-
vestors won't make it.

Spiril for Survival Still Exists

It is unlikely that inflation will abate or that the econ-
omy will stagnate in the '8G. The economy is hyped
up on the drug of deficit spending and has a can-
cerous attack of "economic distortus energitus," at-
tributable to "cartelistic stick- it-to-em-itus." lt is not
fatal, however, because enough spirit still exists to
keep this country from dying a whimpering death in
bed. Rather, it will light for survival. While it doesn't
necessarily mean war, a war sure would change the
economy. Even with a peaceful '80s, that is, a no-
combat situation, the drastic adjustment might well
take place in the'90s, if at all.

The danger of some kind of dramatic change during
this decade certainly exists. A simple expectation of
"more of the same" in real estate appreciation
through inflation with a fair to middling economy is

risky. A strategy for the'80s should take cognizance
of this risk.

Coming in the next REI: Strategy Of Usin8 Leverage

Real estate investors face a major decision in select-
ing a legal form of ownership. They must choose
from an array of alternatives, each having a different
impact on profits, taxes and risk. Entity decisions in-
voive issues such as limitation of investor liability,
flexibility in management decision-making, ease in
transferring ownership interests, and legal restric-
tions imposed by state and federal laws.

Corporations have generally-acknowledged advan-
tages with regard to many of these considerations,
but the opinion that income tax disadvantages out-
weigh nontax bene{its is widely held, and corpora-
tioni usually are not viewed as acceptable ownership
vehicles for real estate inveslment. But recent legisla-
lion has reduced the corporate income tax rate while
stripping away many of the tax shelter opportunities
traditionally associated with individual ownership of
investment property. As a consequence, tax advan-
tages in many cases may favor the corporate form
of ownership.

Tradilional Obiections To lncorporation
Numerous nontax arguments for incorporation have
been intensively examined elsewhere.l The most
widely publicized is limited liability for corporate
shareholders. Ease in transferring ownership interests
is also included - though somewhat unpersuasively,
for small privately held corporations - in the cata-
logue of benefits. Although continuity of li{e is usu-
ally included in these arguments, it may be the least
compelling reason to choose a corporate entity.

CORPORATE
OWNERSHIP ENTITY
RECONSIDERED

by Gaylon E. Greer
and Michael D. Farrell

These and other acknowledged benefits notwith-
standing, most investors reject the corporate entity
because of anticipated unfavorable income tax con-
sequences such as "double taxation" and lack of
"conduit" treatment. Both merit reexamination in
the context of contemporary income tax law.

Pro{it-making corporations are liable lor both state
and Iederal income taxes; and shareholders are liable
for taxes on any corporate earnings in excess of the
dividend exclusion remitted to them as dividends.
Thus, tax collectors take a "double serving" from
corporate earnings before permittinB investors
access to the residual.

The "double taxation" objection rests upon two pre-
sumptions:
-1. That investors wish to withdraw earnings rather
than permit the corporation to reinvest; and

2. That they do so only by receiving dividends.

Neither presumption is necessarily valid. lf a corpo-
ration never declares a dividend in excess of share-
holders' dividend exclusions, "double taxation"
is not an issue. I nvestor-sha reh olders who wish
to withdraw cash from their corporations may em-
ploy a number of strategies olher than dividend
declarations.

Real estate is {requently considered tax-advantaged
due to the provision for tax deductible depreciation
allowances. Because depreciation allowances reduce
taxable income without affecting actual Pretax cash
flow from an investment, net cash receipts may far
outstrip taxable income.

lnvestors who employ financial leverage wisely in
conneclion with investment in depreciable assets
may be able to realize siSnificant pretax cash flow
and yet report legitimate losses for tax purposes. Ad-
ditional tax savings result from offsetting these
"artificial accounting losses" against taxable income
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