
DSS Operation And Use

Once the DSS was available to assist in evaluating the
terms of sale for the building, both the analyst .rnd the
mana8er operaled the model anywhere from 5-2O times
per week (for three weeks). The analyst had takc'n one
computer coursc'in school and lhe manager none. Nei,
ther had used the computer rlirectly as a tool before.
Company training w.rs;rnd is available for use of IFPS.
The analyst had received this lraininB (two drys) but, of
courst,, there is no tr.rining available for the DSS since it
was relevant for use only the one time.

Maintaining the decision making approach of the man-
aSer was easy in this case because o[ several factors.
Frequently, lhe manager rl id h is own operation and could
thus direct the DSS as he pleased. Also, if the an.rlyst were
operaling, the nranager would occasionally be there k)
direct the.rnalyst's actions. lf not physically present dur-
ing the analyst's oper.ltion, the man.rger was usually next
door and thus readily av.rilable to the rnalyst. Further,
turnaround lime for output w,rs usually instJntaneou5,
thus allowing for rapid feedbar k.

The impact of the DSS on both lhe analyst and m.rnager
was similar. Bolh are now usinS the compuler and com-
puter output .rs a parl of their ioh. For the upper manager,
an increased self-assurance has lrcen po::ible sinre
nruch iaith is pl.rced in the mrdel. More think time wns
available for considering the decision and the decision
could be made nrore quickly. M.rnallemcnt believes thJt
use of the DSS significJntly improved the lerms of sale of
the Dallas office tower. M.rny nrore f.rctors wt're consid-
ered than could have been without the DSS, and in .r time
irame which was considertd prohibitive before the DSS.

Conclusions
D('cision support systems .rre computer-base<l inhlrma-
tion syslems designed lo assist decision nrakers in the task
of nraking upper level, ill-structured decisions. The terms
of s,lle of corporate office properties is a decision which
requires considerable analysis due to the l.rrge number of
relevant variables and the unpred icLrbility of lhe future.
For this reason, such decision making can be.rided
through the use of a DSS.

The true case presented in this study is one example of the
application of such technology to the determination o[
terms of sale of a maior property. ln a {our week period of
time, two oon-compute. oriented individuals (one man-
agement and one staff) developed a DSS of perceived
high quality which had a major impact on the sale terms
decision. The DSS consists of hundretls of financially
interrelated equations, each representative of some facet
of the bu ild ing's potential value. lnleraction with the DSS
is quite simple since commands are very EnBlish-
oriented. The user must simply respond to menu prompts
in using the motlel, and then supply required data. lts
greatest inrpacl on managemenl's decision making
comes in its ability to react with a scen.rrio to questions
posed by management. ()nce the model w.rs defined,
m.rnagement was able to pose "whal-i{" types of ques-
tions to get .r financial picture representative of the "what-
if" proposition.

The development of decision supporl syslenrs in the real
estate field should not be restricted to such high price
prcperlies. Simil.rr system: would be of major value in
any situation where a similar single high priced property
were involvtd, or whenever the terms of sale (or acquisi-
tion) decision is made on a regular lrasis. lf such a DSS

were devekrped ior a recurring buy-sell decision, the DSS
wotrld need to be more general in its ability to ev.rluate
any prol)erty rather than designed for a single application,
as in this r-ase
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SPECULATION IN REAL ESTATE MARKETS:
IS IT SOCIALLY UNDESIRABLE?

by L. M. Farrell

Real estate speculation has been attacked frequently as a
fundamental underlying cause of rapidly increasing rates
in the price of both land and housing, particu larly in areas
undergoing increased levels of urbanization. lt is often
argued that real estate markets are in disequilibrium over
the long term, due to the existence of imperfections and
the extended lag adiustment periods which chJracterize
these markets. lt is also argued that the socially desirable
efficiency effects usually associated with speculation in
the commodities or foreign exchange markets are
inoperative in real estate markets. Some form of govern-
ment intervention is often sus8ested .rs a means of con-
trolling speculation and improving the efficiency of real
estate markels.

Notwithstanding the obvious dilferences between real
estate and other asset markets the argument could be
made that in the lonB run real estale markets are relatively
efficient and that lhe effer I u[ Bovernmenl intervenlion i\
to increase uncerlainty, reduce the efficient allocation of
risk bearing and impose additional costs on the owning,
developing and transacling of real estate.

Real estate speculation may be considered to be socially
desirable i{ it increases the efficiency of the intertemporal
allocation of risk. This determination for a particular real
estate market is an empirical question which cannot be
known a priori.

Speculalion: A Direct Consequence Of Uncertainty
Speculation exists because of the uncertainty of future
events. The risk of fluctuations in the future value of an
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He recerved h,r Ph.D. at fie Craduate Sch<nl of Management at the
Univefiity ol Califonia at Los Angeles. Prc[essor f arrcll has taught at the
IJoivetsity ol Southen California, Calilornia State Untversity, and at
Mccill Uoivetsity n Montrcal. Hi\ article\ have appeated in variou\
academic journals o, rea, erlate, finance end urban e(onomics.

asset is a fact of life which must be borne either by the
asset holder or by someone else. For investors who have
different degrees of risk aversion, Ihe existence of a mech-
anism for shifting risk is socially desirable because it
allows each investor to selecl his/her optimal degree of
risk thereby increasing investor utility or well being. The
existence of a speculative market for risk bearing con-
tributes to economic productivity when it increases the
efficiency of the intertemporal allocation of risk.

Risk and uncertainty are often distinSuished on the basis
of the availability of information concerninB future in-
vestment returns. Risk is associated with projects for
which a probability diskibution of future returns can be
estimated, either subjectively or objectively. Uncertainty
involves siluations in which these probabilities are not
known. lnvestors reduce the degree of uncertainty by
insuring againsl risk and by data colleclion and analysis.
Nevertheless, an area of uncertainty which is not able to
be quantified often remains.
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At any point in time a set of opinions or economic ex-
p€ctations concerning lhe ()utc()me ()f future evenl:' will
exist. The term "o( onomic (,xpectations" refers to the sel
of im.r8ined and temporary pr()iected economic con-
sequen( es of a given nction.

Sp,t culative profits and losses occur only iI expectations
or opinions nbout the future changc. A price chanSe by
itsel{ does nol ne( essarily imply the exislence of specula-
tive profits, if the price change has be'en .rnticipated and
discounted by the m.rrket. lf the future wL're ( ertain, all
expecLrtions would remain {ixed.rnd risk would not
occur. Howcver, the existence of uncerLlinty about the
future Eener.ltes the possibility of ch.rnging exp€ctations
over lime as unanticipatetl events occur. This situ.:rtion
crcates the possibility of speculativt' profils and krsses.

Sptculative profits and losses .rre sponl.tneously gener-
Jted a\ re>ull o[ t hanges in er,rnomir e\pe(l,rtion' in an
ec()nonry where the future cannot be completely antici-
pated and discounted.

The un(erl.linty dbout future events th.rt is found in all
asset nr.rrkels is increased in real eslale n]arkets due to the
nalure oI real esl.rte. (;overnment inlervention in the real
estate rn.rrkcl tends to incre.rse uncertainty. The develop-
ment of a ntw supply of real estatc stock is dependent
upon the ,rpproval of v.rriou\ 8()vernment agencie\.
Lengthy approval periods and numerous regulations
regarding upfront developmenl requirementt and con-
struction permils incrt'ase uncertainty on the supply side
as well as development costs.

The government has enacted housing programs to slabil-
ize denrand and make housing more affordable to v.rrious
incoore groups. ln some m.rrkets with an inelastic supply,
the subsidit's prr>vided try governmt'nt housinB proSrams
nray h,rve been capit.rlized ink) the purch.rse price there-
by dist()rting the real demand. ()ne unanticipated indirect
effect of various subsidy progr.rms may be increased un-
certainty concerninS lhe real long-term demand in hous-
ing markels.

lnr re,rsed un( ertdinly resulling from an enlarged govern-
ment presence in real estate markets can alter investor
expeclations alxlut {uture prices. Risk is increased as is
lhe potenti.ll for speculative profit: and losses.

High rates of price appreciali()n do not in themselves
prove that spe( ulative profits have been created. Such
price increases may occur under conditions of fixed ex-
pectations. ln such cases the price increase has been
anticipated and discounted by the market, and a specula-
tive profit has nol been created. ln discussing the dis-
counting process, Milgram notes that "to the extent that
growth has been foreseen, it will be built into property
values at the beginning of the time period considered and
will not influence the movement of price over time."r

Propcrty taxes on vacant land may also creale the illusion
of rapid price increases and the suspicion o{ large specu-
lative profits, Property taxes on land reduce its base value
because the tax is capitaiized into the value of the land.
Thus, as lhe land approaches development, the rate of
price appreciation is more rapid, creating the impression

of speculative profits. However in conditions of un-
changed expeclations speculative profits are not earned
by the real estate investor.

Risk Bearing ln Real Estate Markets: Speculation,
Hedging And Arbitrate
Specul.rtion and hedging dre two techniques that have
evolved in response lo unc('rtainty about the fulure. Both
involve the risk th.rt expecLltions regarding the oulcome
of some luture event will change due to some unforeseen
occurrence. While arbitrage is often.rssociated wilh risk
be.rring, it is not a risk-bearing device because it does not
involve earning a return based on changes in ex-
pectations. Returns f()m arbitrtrge are earned primarily
for performing search antl information :ervir:es under
conditions of fixed expect.rtions.

Snrith (1976) defines speculation as ". . . the purch.rse or
sale of an asset in the expectation of a gain fronr changes
in lhe price r.rf that asset."r Defined in this manner, it can
be seen that speculation is perv.rsivt'in.l m..)rket econ-
onry from the housewife who purchases additional sup-
plies of coffee or sugar in ,lnticipation of a price increase
to industrial users of various inputs who increase raw
material inventories al relatively low prices and the com-
mtdlty speculakrr tradinB in wheat, soya bean or coffee
futures.

All three types of speculalion involve the risk that ex-
peclations about the luture will change. The housewife
who speculates on fulure coffee prices;rnd the industrial
speculator who buys raw materials in anti(ipalion of
increased input (osts.)re speculating in.rn item that will
be used eventually by the individual spe(ulalor in p()-
duction or ( onsumption.

The third examplt of speculation, in whir h tht' specu lator
may not see the commodity involvcrl, separ,rtes the risk
bearing elenrent involved in holding the iten frorn the
actual use of the item. Thi5 th irtl type of specu l.rtion is, as
Alchian and Allen (1969) stale, "... (haracterized in
folklore as.r (situation in which) anlisocial, money-mad
specul.ltors gamble on the price of wheat, corn, etc.
causing prices k) fluctuale to s.ltisfy hungry speculators
bent on profiting fronr changes in supplies or demand."l

Speculation in real t,state often falls into the third cate-
gory, although there is sonre re.rson to believe that during
the period 19681o 1977 many Americans combined risk
bearing ancl a(tual use l)y speculatinS, on their own
homes.a Speculation in real property markets involvesthe
risk th.rt expeclations concerning the future value of a
price of properly will change. Given that real properly
markels are not without risk, the relevant queslions be-
come: Wh.rt is lhe best method of bearing risk? Who is

most efficient at bearing risk?

Cootner defines hedging as "the simultaneous purchase
and sale o[ two assets in the expectation of a gain from
different subsequent movement in the price of those
assets. Usually, the two assets are equivalent in all re-
spects except maturity."s For example, if a wheat mer-
chantpurchases 1,000 bushelsof wheatat $1.45 a bushel

heavily dependent on its usinB decision maker, since its
accuracy will be dependent on the accuracy of the com-
puter model specified, and this model often exists only in
the decision maker's mind.

ln addition to a DSS being quickly and easily developed
by users, it must be easy to operate during the process of
examining potential decision out(omes. This means that
users shou ld be able to interact on .r one-to-one b.rsis with
the DSS, using unimposing technology. Commands
should be simple and logical extensions of the decision
maker's vocabulary. Response by tht' DSS to the user's
commands should be rapid. Equally important to these
other chnracteristics of a DSS is its ability k) provide
informalional responses to the decision maker in .rny
form desired. Examples in<lude graphical and tabular
output, and .l variety of levels of detail in the oulpul.
Figure I provides a fairly complete sumnr.rry of typical
DSS char.rcteristic5.

TIGURE 1

Decision Support System Characleristics

l. Supports but does not replace decision making.
2. Directed toward semistructured and/or unstructured

decisions.
3. Directed toward upper and/or middle management.
4. Data and models organized around the decision(s).

5. Easy to use software interface.

6. lnleractive processing.

7. Use and control is determined by the user.

8. Flexible and adaptable b changes in the environment
and decision maker style.

A Decision Support System for Real Eslale Evalualion
Managemenl chose tht, DSS approach to acquiring conr-
puter .rssist.rnce as o1:posed to using norm.rl channels
through the DP dep.lrtment due t() factors ltreviously
mcntioned. ln particul.rr, rnan.rgement w()nted .t systent
which cou ld lrc dt,veloped fast (less th.rn one nronth) antl
under the complcte t ontrol of the ciecision nr.rker whrr
was tryinS to determine the rletails of lhe build ing's terms
of sale. The Management ln{ormation Systen)s deparl-
menl already had a "p;rckage" of financial modeling soft,
ware, lnteractive Financia I Planning System (IFPS), whi( h
was available for independent users/decision makers,
and was chosen as the mechanism for clevcloping the
needed DSS. IFPS is an exanrple of rvh.rt is referred kr as a
DSS Gt neralor.r This software provides a simple nreans
of assembling the DSS. With lFl'S, and olher DSS Cener
alors, instru(tions are English-like with an emphasis on
business oriented terminology. Physical interaction is
very unimposing ivia terminal screen prompting). Tabu-
lar as wellas graphical outputs may be requested. ()ther

facililies are available, depending uSron lhe p.rrticular
DSS Cenerator.

The DSS was approved, developed, and utilized ex-
clusively by only two intlividuals, the upper manaSer (in
finance) responsible for the decision and a seni<lr finan-
cial analyst. The logical content was thus under lhe direct
conlrol of the users, as were all data in support of the
model. Other resources required in support of the DSS
were available (conlrolled) through the Managemenl ln-
formation System department. These inclucled all hard-
ware, supportinB system software, and communications
fac i lit ies.

There was no lormal evaluation perfornred to assess the
financial desirability of developing the DSS. No pro-

iections of cost or benefit were yrrlbrmed either before
development or after lhe model's use. Management
"knew" that the return over the cost of model develop-
ment, whJtever it woukl be, would be very beneficial.
The reason was the huge amount o{ revenut'to be gener-
ated over lhe life of the building. Any improvement in the
decision was seen.rs out-weighing the cosl. This is f.rirly
typical for DSS projects and often referred to as "value
analysis."r Civen a relatively l<.rw cost threshhold for
developmenl, the proiect will be acct'pted if there is a
potential for very high returns.

DSS Development

During development lhe manager and analysl worked
logelher clos('ly in the initi.rl stage to define the relevant
components for evaluating this building's worth. Such a

decision had not been required lrcfore and there was,
thert'fore, no pretiefined procedure or technitlue. The
components were identified by the nranager by thinking
through and verb;rlizing what he believed to bc the rel'
evant issues and relationships. Afler such a session the
analysl woultl develop algorithnrs representative of the
manager's slrecifir alions. Three weeks were required to
develop lhe final model.

As the DDS was evolving into its fin;rl format, the man-
ager w.r! using the mo(lel to evaluate the building. Thus,
the model wa: in use as it was lrcing developed. lt was this
use whir h enabled the nranager to specify additions and
refinenrents. The final model was then a reflection of the
der:ision making process utilized by lhe nranager. Later,
as the model was used, the man.rger was {urther able to
maintain an individual approach in lhat questions could
be presented to the model in any sequence, and informa-
tion could lre presented in summary or detailed form.

On ly the financial analyst dealt directly with the IFPS DSS
CenerJtor during model building. Neither manager nor
analyst was requ ired to interact with any other more basic
tool: such as FORTRAN or systems software. This was
because IFPS maintained its own interaction wilh the
computer system and IFPS offered all components
needed by the DSS. Other capabilities available in sup-
port of lhe DSS were printing and CRT ternrinals, and the
various capabilities of the computer's operatinS system.
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DECISION SUPPORT SYSTEMS AND THE
EVALUATION OF REAL ESTATE SATES

by lack T. Hogue

in July, for sale in December, he/she risks the ch.tnges in
value due to fluctu.rtions in the price of wheat. lf he/she
simultaneously sells a futures contracl promising to de-
liver I ,000 bushels of wheat .rt a Biven date in December
at a price of $1.52 per bushc'|, he/she is "hedging" be-
cause his/her wealth is affected only by relativt, move-
ments in the price of wheat and of futures contra< ts. lf the
wheat merchant waits until Decembt'r to deliver the
wheat, he/she will make a gain of :'even cents per bushel
oul of which he will deduct his carrying costs.

lf the price of wheal rises between luly and December to
$1.55, in October without a rise in December futures
prices, the wheat merchant could make a profit by selling
lhe wheat in October and then buying back a Decemlrcr
futures contract to cover the one he/she sold. Cootner
(1968) states thdt the e{fcct of the hedge is to provide "an
option to benefit from certain minimum relative price
movements (but) with the freedom to take a larger gain if
the opporlunily arises."" Hedging allows the wheat nrer-
chanl to reduce his/her lxrsonal risk by shifting it to the
slxculator, who.rccepls the risk in lhe expect.rlion of
making a return fronr fulure price changes. HedginB does
not reduce the toLrl risk that must lrc borne in the market.

Hedging < an occur in the wheat markel bec.ruse .l fulures
market exists which makes it possible to sell short. Hedg-
inB does not exist in the urb.rn property m.rrket bec.ruse
owners of urban property cannot usually make short
sales. The option of shifting the risk is not open to lhe
property owner who must be.rr the risk of changes in real
esldte vdlues due to t hange.' rn c\pe( lJlion\.

A property owner could potenti.rlly .rchieve the same
effect as a short sale by changing his/her lype of tenure. lf
the property owner expected l)roperty prices to det line at
some future point, he/she could sell the property lnd rent
a substilule property until prices did d€(line. At that
point, he/she could buy back into the market. A sale
leaseback may accomplish simil.rr results. However, in
practice, trans.lction costs, nonhomogeneity of real prop-
erty, and illiquidity in lhe real property market would
make sur h a strategy difficult to implement on a large
scale.

Under certain conditit.rns, hedging implies a shift be-
tween m.lrkets tor assets which can give rise to specula-
tive gains t.rr losses. A shift from holding money to holding
real goods such as land during periods of rapid inflation is

a case in grinl. The realization of speculative gains would
depend on whether inflation is anticipated or un-
anti(ipated and on the r.rte of change of inflation.

This latter type of hedging characterized various real
property markets over the period l96B to t 977. C iven the
poor performance of the various financial markets in the
early 1970s, combined with rising r.rtes of inflation,
CilderT suggests thal a shift from financial .rssets to real
assets, including gold, obiets d'art and real estate has

taken place in the United States.

Arbitrage may be defined as ". . . the simultaneous pur-
chase and s.rle of equivalent assets at prices which
guar;)ntee a fixed profit at the time of the transaction

although the life of the assets and hence the consumma-
tion of the profit may be delayed until some future date."8
For example, if the price of eggs in New York exceeds the
price of eggs in Chicago by more than transporlation and
transa( tions costs, an opportunity for profits from arbi-
tr.rge exists. Eggs can be purchased in Chicago for sale
after delivery in New York at a later date. Arbitrage re-
duces the price spread between the buying price in
Chicago and the selling price in New York; the transfer of
eggs from Chic.rgo to New York increases lhe price in
Chicago and reduces the price in New York.

Specialized arbilrageurs will increase social welfare if
they are more efficient in detectinB market imperfeclions
lh.)n other market particip.rnts. Arbitrageurs, in their pur-
suit of profits, force the price of the commodity in all
markets toward equilibrium; "shopping-around" cosls
are reduced as a result.

Because exp€ctations are assumed to have remained un-
changed over the period in queslion, arbilrage profits are
earned not as.r result of risk bearing but for providinB
search and information services. ln practice, arbitrage
profits may often occur simultaneously with speculative
profits due to changed expectalions making it difficult to
distinguish arbitrage profits from speculative profils. ln
re.ll est.rte markets, an oppo(unity {or arl)itrage exists if,
given fixed expectations, the full information pri<t'of a
particular piece of prcperty is not known.

The {igure illustrates the situalion in which the full in-
formation price Pp is unknown at time t = tg. A price
spread exist5 belween the bid and ask price as indi(,rted.
()ver time, as nrore information regarding the full in-
formalion price of the property becomes av.rilable', the
spread would ndrrow as both the bid and ask price con-
verge (,n Pl , lhl full informatrrrn prrce.

Civen the assumption of fixed expectations, P6 will re,
main unchanged. The arbitrageur can earn a profit by
placing ". . . (his) bid in between bul below the full

FIGURE

Arbitrage in Urban Property Markets

ln recenl years re.rl esbte value, parlicul.rrly in down-
town metropolitan are.rs, h.rs increasetl dramatic.rlly. As
lhe U.S. worllt-rrr r' ( onlrnu(,\ to t,nA,r,le rn infrrrmalion
handling at.)n a(celcrJting rate, the (on(entr.ttion of
such workers in metropolitan office towers.rnd com
plexes will conlinue. These trends serv(, to {o( us .ltlenl ion
on an in< reasingly imlx)rtant antl complex de< ision [or
conrpanies which buy.rnd sell torgrrak' office prop'
erties-the terms of salt' or .rcqui5ition.

The case stucly o{ this rt'se.trch is a large multi-industry
corporation with headquarlers in Dallas, Tt,xas. Annual
revtnue exceeds cight billion dollars.rnd comp.rny em-
ploymenl ex(eeds 68,(X)0. ln 1982 corpor.rte rnandlie-
menl was in a position to sell one of ils propertit's, a large
downtown Dallas office towt'r. A!, man.rgement l)eg.rn to
investig.te tr.rnrs oi sale ior the propcrty, it Ircc ame ap-
parent thJt there were l()o many factors which work in
concert or opposition to one another for the hunran ntind
to be able to ron:ider them all jointly.

ln such situations it is conrmon to simplify the problem by

reducing the numtrer of variables to be considered, thus
providing a more ea:ily rdt'ntifiable set o[ :olulirrns
However, mdnagemenl wished t() be,lble lo t on*ider all
of the variables relevant lo the future financial v.:rlue o{ the

DroDerlv, and in ternts ui lhe hundreds o[ perr eived v.rrta-

iion* t-,f'the luture, ,rll believed lu be pr,ssihle. ( )f added
imp()rtdn( e w,t\ d lime limit for the der rsron whit h would
have made,r \ln(lly humdn evaluation of the properlv's
financial value limited in scope. Management did not
believe the properly could be adequately evaluated with-
out.r computerized fin;ncial model en.rbling any "what
if" scenario to be <:onsiderecl

lac* I. Hotue,\ an ,r\,st.rnl prclL'\sot of nl.lnagentenl nliormdlion
ryitems at the Untver\ny oi lerrs rl Arlin8lo, He vr.irr?et ,l) the
dev('lopmcnloi dccisrtn \upSxnt \y\tr'm\ kv up4v k,ve/ managenrr.nt.
Mr Hoeue \ art'(les drc lrcquenllf pr-rblrshed rn thc MIS ()uanerly.
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Decision Support Systems

A det ision supporl systenr (DSS) is dt'iincd as "inter.rctive
(r)mputer l).lse(l .rids designed to assist m.rnaBers in conl-
plex t.rsks requiring hunran judgmcnt."l

Such decision support systems (DSSs) difier from tradi-
tional computer systems in several ways.2 First, they are
often developed by the user (management or staff) for a

specific dt'cision utilizinB computer software which is

very user-[rienrlly, thus requ iring litlle to no prior compu-
ter experl ise. The dec ision supported by the DSS may be a
recurring decision of continued importance (financial
planning) or a one-lime decision of maior importance
isale of a nrultimillion dollar of{ice building). DSSs may
be develol>ed separalely from the data processing (DP)

dep.lrtment, thus bypassing the typically long lurnaround
time for t)P applicalions developmenl. As the DSS is

developed it can be changed quite easily and quickly as

the user determines needed modific.rtions. A DSS is
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information price and sell at a higher price as the bid price
approaches the full information price."'1 Due to un-
changed expectations, no speculative profit has been
earned. lf the prop€rty is purchased at time t : tO for a
price of P5 and sold at some later time t = t1 .rt a price Pp
the profit PB - P5 is earned for providing se.rrch and in-
formalion services.

It may be difficult b visualize a situation in which ex-
pectations remain constant as the spread between the bid
and ask prices converges on the full information price. A
combination o[ arbitrage and speculative profits, the
latter generated as a result of chan6es in expectations, is

more likely to occur.

ln some cases, arbilrageurs may have a monopoly on
information unrelaled to any special skills whir:h they
possess as a result of access lo private sector or public
sector files on prospective Iand investmenl dec isions or as

a result of collusion with public t-rfficials. ln such cases
arbitrageurs would havt, different expect.llions from
those gent'rally held by the market antl would be in a

[x)sition to earn speculative profits Js the expectalions of
the market chanBe in resg)nse to the release o{ previously
information on which arbitrageurs based their ex-
pectations. ln this c.rre, arbitrageurs would l)C acting as

speculators. Profits tarntd would be due kr changed
expeclations and not for providing information and
search services.

The tfficienr Allocation Of Risk

Speculation which separ.rtes the risk lrcaring element
involved in holding an e<onomic goo<l fronr the.rctu.ll
use of the ilem nrises due lo unt ertainty and the necessily
to bear the risk of changes in future v.rlue Spe< ulalive risk
bearingaclivity which in< reases the intertenrporaI .rlloc.r-
tion of risk is socially dtsirable. lt;rllows individuals to
achieve their optimal level of risk and maximize their
total satisfnction.

Speculati<.rn is socially desirable in situ.ltions in which it
increases k)tal utility over a 6ivcn period of tinre. Specu l.r-
tion which allocales resource5 anrong time perir s by
transfcrring consumption from one time period in whit h
it has a relatively low marginal value as nreasured by
price, lo a time p€ri(xl in which it has a higher m.rrgin.rl
value, again measured by prire, is.rssumed lo incre.rse
the efficiency of the intertenrp(>ral .rllocation of rt'
sourccs.

Based on the elfect of speculative .]ctivily on prit e flur -
tuations, lwo types of sp(culation t.rn lr distinguishe<l:
slabilizing efficient sperulalion and dc'stabilizing in-
efficient speculation. The nrrin f.rctor in deternrininB
whether speculative activity will be effi< ient <.rr inefficient
is the degre.e of market power exercised by the specu-
lator.

Speculators are knowledgeable in their expe(t.rtions
aboul lhe future, and if they .rre pri( e Lrkers, then, Biven
the assumption of the m.rrkel's tendenc.y toward a long
run equilitrrium, sp€culation will reduce prire fluclua-

tions and decrease the time required for the market to
achieve equilibrium.

A speculator who is a price l.rker and who correctly
anticip,lles [uture market price movement\ (an inr rease
the intertempor.rl allocation o{ resources by providing
information in the form o[ fulure prices to the market.
Specul.rtive purchases made in the expectation of an
increase in price will ra ise prices in the current period and
reduce present consumption. lf the speculator has been
correct in his/her estimate of future price increases, and if
he/she sells in the subsequenl period of higher prices,
supply in this later higher price period will be increased,
bringinB about a reduction in price. ln this manner price
fluctuations;rre stabilized.rs a direct resull of the specu-
lator's activity in the market. The efficienry of
intertemporal allocalion has been increased because
consunption has been postponed from a period of low
marginal utility, as me.rsured by the price, to a period of
high marginal utility.

lf a comptitive specul.rtor is wrong in his/her forecast of
higher prices he/she will destabilize prices by postponing
consumption from a period of relatively higher marginal
utility k) a period of relatively lower marginal utility. The
intertempor.rl ef[i( iency o[ allocation will be reduced.
Such a spe< ulator will pur< hasc at a higher price and sell
at.r lower price and if he/she is consistently wrong in
his/her forecasts he/she will lose money.rnd will even-
tually leave the nrarket. As Carr.rnd Smithrl)note, only
competitive spe(ulak)rs who have skill in forecasting
fulure prices will earn a profit and remain in the m.rrkel,
perfornring .r {uncli()n which improves the market's
efficiency.

Spccul.rtors who,rre price takt,rs may destabilize prices
by incorrettly anticip.rting fulure price changes. The
e<luilibrium hypothesis of speculation implies that such
behavior will be elim in.rted .rs these slrccul.rtors lose their
money.rnd leave the market. However, specul.rtors may
destabilize prices ancl yet eirn,r po5itive return and nol
be forced to leave the nrarket. Baumolrr suggests that
because speculators cannot forelell the future with
accurar y they identify pe.rks and troughs Jfter the price
trend has be,en wt,ll est.rblished, then buy on the upswing
and sell on the downswing. Such activity is dest.rbilizing,
Baumol'r ,rrgue', ber ,rusr. it .r( ( elerdte\ both ullwartl
and downw.rrd price movemenls because speculative
sales occur when prices .rre [alling and speculntive
purchases are made when prices have begun b rise. On
this basis, ht, conclutles th.rt spe(ul.rtive activity may be
p()fitable and yet, on balance, destabilizing.

Baumol's argument app€ars to rest on the dssumplion of
the existent e o{ price trends in specul.ltive markets. Since
thc effic ient market hypothesis implies thal past pric('s do
not provide informalion about fulure prices, it would
seem th.rt the validity of Baunrol's criticism would be
depenrient on the degree o[ inefficiency of the market in
question. Su( h a question would be.rmenable lo resolu-
tion on an empirical basis and should not be resolved a

priori as Baumol would seem k) sug8esl.

only $ I 5,000 of the exclusion because that was the only
llain realired, the balance o[ the exclusion would be
eliminated.

Assunre thJt the taxpayer acquired a replacement mobile
homt' for $45,00O as a retirement home in Florida. Of the
amount realize{I, the taxpayer excluded 9125,000 leav-
ing $45,000 ($170,(n0 - $125,000). Since $45,000 w.rs
reinvested, the taxpayer would have zero recognized
gain and a base for lhe mobile home of gl5,00O {945,000
- $ r 0.000).

It is irnport.lnt to nole that the taxpayer musl reinvest the
difference between the amounl re.rlized and the exclu-
sion. This election may be revoked at any time before lhe
expir.rtion of the period for making a claim for credit or
refund lthree years Jfter [iling return in which exclusion
involved). lf a laxpayer is married, lhe sgruse musl join in
the revocation. r5

Conclusions
()wners of personal residences represenl the largest sin-
gle group 0f real esLlte inveslors making decisions about
acquisition or disposition (of those personal residences)
from year lo year. lndividually, owner: of personal resi-
dences are infrequent parlicipnnts in transactions lo ac-
quire or dispose of real esLrte. ln addition, they are often
naive .rbout the tax implications of their decisions. This
article has reviewed the tax implications o[ disposition
alternatives under a variety of circumslances involving
the pt rsonal residence.

The ariverse results of hasty, uninformed or irresponsitrle
decisions about disposition are generally unrecoverablr,.
Therekrre, minimiz.ttion, deferral or even avoidance of
the inrpact oftax liability must be planned for as a prelude
to consideration of person.rl residence clispositiorr
alternJtives.

Most opportunities for minimization, deferral, or avoid-
ance.rre limited to a specified timeframe (trefore.rnd/or
beyond the decision point) or to a specified Jxrint in tinre
when the disposition decision is implemented. ln.rbility,
for whatever reason, to seize upon the opportunity when
and if it presents itself can result in subslantial and un-
w.rrr.rnted cosl to the taxpayer.
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Worksheet-Sale of a Personal Residence
'l . Sales price (if part used for business

purposes see Schedule A below)

2. Less: Selling expenses (see

Schedule A)

3. Equals: Amount realized

4. less: Adjusled basis {(ost plus
improvements) (see Schedu le A)

5. Equals: Cain realized

6. Less: Exclusion for over 55
rule (if applicable)

7. Equals: Cain recognized

or

8. Reinveslment of balance in
replacement residence

9. Add: Adjusled basis (line 4 above)

10. Less: Fix-up expenses (if
applicable)

'll. Net

12. Less: Cost of new residen<e (for
basis of new residence, see
Schedule B)

13. Cain recognized

Schedule A (Use same allot.rtion ustxl to <leternrine hasis
ior deDrec rJtron )i' Total Business Personal

S:rles price

Less: Adjusled basis

Less: Selling expenses

Schedule B

Cosl o[ new resi<lence

Add: Cain realized (line 5 above) 

-

Less: Cain recognized (line '13

above)

Basis of new residence
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For illustration purposes, consider the same tr,rnsaction
with the acquisition oi lhree different replacement resi-
dences:

TABLE 2

Replacemenl Resiriences: Calculation
of Adjusted Basis

l{em
Propcrty

B

Sales price
Selling expenses
Amount rerlized

from srle
Adjustt d basis
Gain realizt{
Amouni realized

irom s.r k'
Fix-ul) expense5
Adjustt{ sales price
Cost of new residenct,
Cain recoBnized
(lJin realiled l)ut not

recognized
Addilr()nal inveslment

Adjusled b,rsis ()i
nt,w residen<e*

ble for the moving expense deduction, he or she will be
entill(,d k) an (,xception to the pre< e<ling rule.r('

Exclusion Of Cain On Sale

For lhose l.rxp.lyers 55 yt ars of age or older prior to the
ri.rte of sale o{ lheir residence, lhere is a $ I 2 5,0OO exc lu-
sion for gain. lf a married couple {iles separate rcturns,
lhey woul<l be limited to $62,500 each.rr On.r joinl
return only ont, partner rnust meel the.lge te!,t. Also, the
residence nrust have been owned lilr five years and ust'd
as a principal residence by the taxpayer lor at least three
of the [ive years prior to lhe sale. ]r The lhree-year period
must lrc a full 16 months, but lhe nronths are not required
lo be con5eculive.rr Shorl tenlpor.lry .rbsences, such .rs
v.rc.rtions or hospit.rl stays, do not count against lhe Lrx-
p.lyer.

ll is importdnt lo note th.rt the five-year period applies lo
the particular residences involved, except where the resi-
dence is a repl.lcenrent residence for one involuntarily
converted. ln this c.lse, the taxpayer can add lhe time held
and used for the involuntarily converted property.

This is a once in a lifetime exclusion except for those who
took .ldv.rnla8e of the $ 15,0O0 exclusion which applied
to sales made before July 26, 1978.t  For illustration
purposes,.lssume that Mr. & Mrs. Able lake.ldvantaSe of
the exclusion.rnd retire to Florid.r where Mr. Able dies
several years later. Two years later, Mrs. Able marries Mr.
Baker and they move ink) Mr. Baker's home. lf the Uakers
should decide to sell their home, they would not be
eligible for the exclusion bec.ruse Mrs. (Able) Baker has
already taken .rdvantage of it.
Thus, for tax planning purposes where one or both in-
dividuals woul<i qualify for thc exclusi()n who intend to
Bet married and move to another loc.rlion, it would be
wise for them kr sell their properly prior to marri.lge so
that one or both ol them could take advantaSe of the
exclusion.

Thus far, it has been assumed thal speculators are com-
petitive, because they are price takers who cannot affect
the price of the commodity in which they trade. Spurrrl
sugBests lhat, parlicularly in urtran land markets, the
speculak)r may not be a price taker. To the extent that a

speculalor possesses market power, he censes to be a
competilive speculator and becomes a monopolistic
speculaklr capable of affecting the market price of the
commodity in question.

Competitive speculation may be distinguished from
monopolistic speculation based on the degree of market
power possessed by lhe sp€culator and the degree to
which various alternatives may be substituted for the
commodity in which speculation is engaged. Carr and
Smith state thal speculalion is competitive when "specu-
lator does not consider himself to have any influence on
the market prite but {who) believes thal the price is going
to rise or fall quite independent of his own actions."r4
Monopolistic speculation will occur in a situation in
which ". . . a speculator attempts to buy or control a
significant proporlion of the existinB sk)ck of a commod-
ity with a view of influencing the m.rrket price of the
commodity."r"

Monopolistic speculation c;n result in an inefficient
allocation of resources because a monopolistic specula-
tor is not a price taker and, as a result, need not forecast
future prices accurately in order k) remain in the market.
A monopolistic speculator can realize a profit by restrict-
ing supply and selling al higher prices. A profit hls been
earned not as a resull of increased efficiency but as a
result of the monopoli:tic speculators' ability to earn
monopoly profits. Further, monopolistic speculators may
act ". . . in concern (with other land owners) withholding
some of the land they have acquired (such that) the selling
price of developed land will rise and developers as a
group, will make monopoly profits."r('

Studies of commodities markets before and.rfter the pro-
hibition of fulures trading su8gesls that prices are more
stable with futures trading than without. For example,
Alchian and Allenr 7 state that after the organized futures
market in onions was abolished in 1959 by federal law in
the United SlJle\, [ore( a(ts of fulure onion prices were
less accurate than those provided by the fulures market.
Consumer prices for onions were found to vary less dur-
ing the interval between crops when the speculative
market existed than they did after it closed. The fact that
prices did not fall as low nor rise as high when futures
trading was permitted suB8ests that {utures traders tend to
buy at low prices and sell at high prices and, in so doing,
earn a profit.

ln spite of evidence suggesting the positive effects of
sp€culative activity, specul.rtion has been prohibited by
law in various jurisd ictions. ln discussing evidence which
susgests the beneficial effects of speculation, Cootner
cites a willingness on the part of various government
agencies to ignore the advantages of speculative activity:

"Despite this evidence (of the beneficial effects of
speculation) periods of very low prices or very high

prices still are often blamed on speculators and futures
trading has been regulated or prohibited on many
occasions-because it works so well futures trading
has been banned when, for political or social motives,
interference in the economic mechanism is
desired."rs

ln a study of the skill of speculators in forecasting future
prices in commodity markets, Houthakkerre found prima
/acie evidence of forecasting skill wh ich can be separated
into two categories:

'l) A general skill which consists of simply being long
in the commodity. ln this case, no special skill or
information was found to be a necessary condi-
lion in forecastinB {uture commodity prices.

2) A special skill was found which indicated that
speculators earned profits as a result of making
continuous adiustments to changes in current in-
formation.

Although nonprofessional small traders did earn signifi-
cant speculative profits if they mainlained a long position
in a particular commodity, no evidence was found to
indicate that they had forecasting ability in both the lonS
and the short run.

Speculation ln Real Estate Markets
Speculation in real estate markets has been the subject of
much discussion over the years. Comparison with other
asset markets sugSests that real estate specu lation is not of
iust local importance but has attracted increasing public
attention both nationally and internationally prompting
Bovernment action in some jurisdictions.

Concern \.lr'ith rising house prices and their impact on the
ability of potential small homeowners, particularly first-
time home buyers, to afford to buy a home has prompted
anti-speculation legislation in Vermont and Ontario,
Canada. The issue of anti-speculation has also been un-
der close sludy in such areas as California, WashinBton,
D.C. and Montana.

From an economic viewpoint, speculation in real estate
markets can be analyzed on the basis of its effects on
distribution or allocation. However, very linle empirical
analysis of speculation or the impact of anti-sp€culation
laws in various markets has to this point been undertaken.

Speculation in urban prop€rty markets is criticized as
inefficient because real estate markets are subiect to sig-
nificant market imprerfections and speculation causes
costly and socially undesirable urban sprawl.

It has often been argued that real estate markets are very
imperfect and should not be left to the unregulated forces
of the marketplace. When compared to stock or bond
markets, in which liquidity and relatively cheap informa-
tion are readily available, realestate markets app€ar to be
poorly organized. Real prop€rty markets can be further
complicated by the various legal entanBlements and time
lags that often occur. ln some cases, the legal

(

$80.000 $80,000 $80.000
(.{.000) (,1.000) (.1.000)Less:

Eq r.ra ls

$7().000 $7(),000 $76,(X)0
(24,000) (2,1,000) (24,000)Les\i

E11r.r.r ls $5J,000 $s2.000 $s2.000

Less:

Equals
Less:

Equ.rls

$;{,,00o $76.000 $76.000
(i,000) (.],000) (],000)

$7 r,000 $7 r,000 $7r,000
(70.000) (80.000) (7 ].0001
$ J,000 -{)-

$4e,0oo $52,000
--()- 7 ,OOO

$21,000 $28,000

$-52,{)00
o

$21 ,(xx)

'lC(,\t oi nr\l (\r(icln i (;.In rr'.rlrle(i l,ul nol rel r)qniz({l

ln .rll three situati()ns in Table 2, there is a re;rlized g.rin of
$52,0(x), but the.rmount rt,cognizecl is only $.1,000 in A
anrl zero in lroth ts and C. The anrount of gain rt cogn ized
is the di[ference between the.rdju:'ted :',)le:' [)ri(e lan]()unt
rca lize<l ler: [ix-u;l expenses, if applir able) antl the cost of
tht' new residenre. When the new residenct, is either
equal t() or Bre.ltcr th.rn the adiusted sales price, there will
be no rt'cognize<l gain.

lf there is additi<.rnal investmenl .rs in B in Table 2, the
additional investmenl will incre.rse the adiusted basis o[
the new resirlence. To deternr ine the adjusted basis of the
new residen< e, lhe cost of the new residence is reduced
by the gain realizerl but nol recognized. For instance, in
both A and C the adlusled basis oi thc new residence was
$21,0(X). This is less lhan the adjusted basis of the old
resident e l)r'cause thJt has been reduced by the cost of
the fix up expenses. ll is important to note lhat Iix-up
exl)en5os only ciefer.rnd <lo not eliminale hx liability,
ber ause the basis of the new p()perly is reduced by the
amount of the [ix-up t,xpenses. Thus, when a residence is

sold without a replacemenl residence beingobt.rined, the
deferr;rl of the fix-up expenses will end. Since fix-up
expent s h.rve rtduced the basis of the property and the
differente bctween the basis and lhe selling price is lhe
report.rble g.rin, then fix-up expenses would now be in-
cludecl as gain.

The benefit ofthe replacemt nt rule can only be used once
in .r tw()-year peri()d.r" However, if an individual is eligi-

'lf there were no repla(ement residence, the realized gain would
be(ome lhe re(()Bnazed 8ain.

ln Table l. the full amount of the exclusion cou ld be used.
Regardless o{ the amount of lhe exclusion used, it is a
once in a lifetinre exclusion. Thus, if the taxpayt'r used

TABTE 3

Exclusion of (lain on S;rle

ll('m Cnlculation of Gain

Less:

tqualr
Less:

tqua lr
Less:
tqua ls

$175,000
s,000

$l 70,000
J5,000

$ r .15,000-

$ r 2s,000-ilT!00

Sales price
Selling expenses
Amount realized from sale
Adjusted basis

Cain realized

Exclusion
C.rin realized
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mech.ln isms and institutions under wh ich rea I property is

transacted (Jn lead kr chrnges in the nature of the prop-
erty itself. Encumbrances and "clouds on the title" may
alter the properly rights trrnsat ted .tnd may limit the uses

to which a p.lrticular pr()perty c.tn l)e pul. As
Samut,lsonr') notes, this effect nray be p;rlicularly true in
a market in which int'xperienced specul.tors.lrc activc.
ln such a (.rse, .l specul.rlor who is not knowledgeablt'
about lhe potenti.tl ()f a Siven l)rolx rty nr,ry fornt unre.r-
sonablc expectntions allout [ulure uses and thus tht'
presenl value of d iscounted future nel rent.rls. ln the long
run, unreasonatlle exl)ect.rtions would be elinrin.rtt'd but
given lhe durable nalure of re.rl esl.lte lhe short run inr
plications of unreasonable exl)ecl.ttions could be quite
inetti< ient inrposing additional costs.

lf il is nssunred lhat ro.rl est.rte nrarkcls tentl toward a long
run equilibriunr the imp;r< t of the various aspects of re.rl
property which distinguish it from ()ther economic
goods iur.rbility, nonhomogcneily, its composite nJ-
ture wherclly it llossesses signi[icant externa lit ies-need
not necessarily inrply ine{ficiency in the nr.rrket. ln [.tct, .rs

Milgrrmrr suggests, in a realeslate market ch.rractt'rizerl
by u numlrr ol profe:riontl l).trtr( il).lnt\, e\pe( l,tlion\
nright lrc expe<1ed lo be hom0geneous to s()me extent.

Specul.rtion would trc s<x ially clesir.rble if it functi()ns l()
help the nrarket reach equilitrrium sooner and more ef[i
ciently in lhe long run. The desirability of speculalion
from an eiiiciency point of vit'w would depend on the
extenl to which the con(litions is a particular nrarkt'l
satisiit:d the criteria lirr e{ficient speculation: 1) specula-
tors who.rre price takers and 2) speculators who.rre
knowledgeablt,. lf these crileria are fulfillecl, then
specul;lion might lle desirable. This result implics lh.rt
the desirability or undesirability of speculation is an
empirical tluestion which cannot l:x'answererl from an a
priori set of views bul must be studied empirically in each
market individually. The blanket provin(e-wi(le or state-
wide appliration o{ anli-speculation legislation may nt>t

be the optimal method of controlling the undesirahle
effects of sp€culation.

A cast' in point is the Onlario Land Speculation T.rx Act
(()LSTA) which was passed in lune l!)74 in.rn attempt lo
rerlur e the rrpid price in( rease thal ()ccurred prim.trily in
the T()ronto single Lrmily housing market in thc early
1970's. The OLSTA was applied province wide without
regard to t'ither market structure or type of speculation.
Such.r tax seenrs to be l<xr unrefined.rnd haph;rzard t<.r

effectively eliminate inefficient speculation. ll would be
more reasonable to apply su< h lt'gislation on a more
selective basis if it has been determined that speculators
are not pri(e taking efficient speculators. The across the
board implementali()n of the ()LSTA would hamper thc
activities o{ efficient speculators and reduce lhe efficien-
cy of that particular real estate market.

In the case of the Toronto market, Smithrr, Markusen and
Sc heffma n 

2 l suggesls lhat speculators were price stabiliz-
ing competitive speculak>rs before the hx was passed. lf
this is the case the OLSTA, which was intended to lower
prices and increase efficiency, may have reduced effi-

ciency and imposed additional costs in the Toronto real
estate m.lrket.

Previous empirical analysis of the type of speculation in
the Toronto market has produced dif{ering results.
Spurrra ciles a heavy concenlralion of ownership o{
peripheral dcvelopable land as an indication of monopo-
lislic elements in the proF,rty developntent market in
Toronto. However, as Markusen Jnd Scheffmanrs point
out, Spurr fails lo include lhe ownership of presently
develol>cd prcperty in the Toronto nrarkcl which could
be redeveloped given sufficient price in< rease. Spurr's
estimate understates Ihe dispersion of ownership of
polential supplies of developable l.rnd by failing to in-
clude clt'veloped land in h is est inrate of I he ( oncentr.rtion
of ownership. Allhough it coulcl be argued that sub-
m,rrkets could be segmenltd sp.rtially in the Toronto
market, Markusen and Scheffmanr" suggest that sub-
m.lrkets in lhe T()ront() area can be substituted for one
another implying that the Tor()nto market is lo some
extcnt hom()geneous with respect lo locati()n, olher
thing,s e<qual.

Tht'enrpirical analysis of urban property m.lrkets is com-
plicated by the interrelationship between n'rarket power
and degree oi concenlratiolr which is p.rrticular to real
pr()perty markets. ln most specu lative markets, the degree
o{ con(entrJlion depends t>n the market power of in-
dividual spe< ulakrrs plus tht suilability of.rlternatives as
sul)stitutes. C()ncentr.rtion in .r pJrticular industry or m.rr-
ket would not ne<essarily imply the existence of market
power in the absence of siBnific.rnt bnrriers to entry.

Howevcr, in the urban properly m.rrket concentr.rtion
can constitule an cffective barrier lo enlry. l{ one property
owner owns a ll t.rf the land within .r dislance, say X, o[ the
only cenlral business districl, this ownership constitutes
an etfeclive trarrier to entry. F urther, .r high aon( entrJtion
of property ownership decreases potential cornpetition.
Therefore, in.rn urban property market a siilnific.rnt (r)n-
centration of ownt,rship is a sufficient condition for the
existence of potential rnarket p()wer.

However, even if a particular properly owner does
possess market p<lwer, he may not use it. The effects of
market power in the urban property nrarket are less clear
than in olher markets due to location o{ urb.rn properly. ln
some nrarkel: monopolist5 produce at that output at
which they maximize profits. ln the urban property mar-
ket, the n'ron()polist cannot do th is as easily because, once
he/she sells a piece of property, he/she may be hard-
pressed to find new inventory to replace it. The monopol-
ist in the real esLrte markel must balance sales against
price appreci.rtion. Even in a c.rse of monopoly owner-
ship of land it is not clear that l.:rnd will be held off the
market to push up prices. ln a study of the land market in
Toronto, Markusen and Scheffman found that the role of
monopolist was "... to weigh the trade-of{ between a

low rale of development and a high rate of price
appreci.rtion."2/ ln itself, they conclude, the existence of
monopoly power in real estate markets is not a sufficient
condition for the exerc ise of monopoly power and, there-
fore, not .r sufficient condition for resource misallocalion.

the property to th€'other as a gift prior lo the divorce might
eliminate tax liability.

Replacement Of Residence Rule

The replacemenl of residence rule is not optional, but
required if the taxpayer qualifies. r5 This ru le applies kr the
surrounrling lcreage as well as tht, residence itst,lf as long
as all the property w,rs used for personal use."' The
taxpayer could h.)ve separ.rte sales of surrounding land
and dwelling if circunrstances force it.r7

ln Bogley, .r taxpayer owned and resided in a house
situ.rted on an undivided parcel of land <:ontaining l3
acres. The taxpayer used the enlire l -l .rcres as .: print ipal
residenre. The h<luse and lhree acret were sold in one
transaclion .rnd later lhe remaining acreage w.rs sold in
two additional sales transa( tions. The entire tr.lnsaction
was treated as tht'sale of a principal rt'sidence regardless
of the fact that there wert three separate an(l distincl
sales. "'

The replacenrent period extends from two years before
the salt, of the r.rld residence until lwo vears after the
saie."' Ihert' is no errtcnsirrn e\(ept ior slrvict,men.rnrl
taxpayers with homes outside tht, U.S. Th is spec ial exten-
sion is for four ye.rrs from the salt, of the old residen< e.r')
The sale date is nornrally deemed to or cur when the deed
is delivt,red (typit.r lly the closing clate).rr However, when
a conlr.rct uncondilionally an<l irrtvoc.rbly binds the
parties (whi(h would normally occur when the bank
agrees lo the loan) a sale date cou ld [x, conslruerl lo occur
then.rr The sale date could also be fixed by dt'livery of
control .rnd possession of the property to lhe buyer before
the fornral transfer of the deed.rr The r losing date for the
sale, however, will normally determine the startinS date
for the two-year replacement pcriod.

Taxpayer Co\ts and the Rt'p/act'ment Properly. When
considering the rt'placement property, the t.rxp.ryer costs
must include cash paid, liabilities lo which acquired
property is subject, and commissions and other
acquisition expenses.t' When property is.rcquired olher
than by pur<hase (e.9., new constru(tion), the costs of
construction will count but not the cost of lhe (nTere)

improvt,ments.l5 ln new conslruction the costs oi con-
structing one's own residence would lre in< luded but not
the value of one's labor.

basis for tax purposes would be lhe donor's basis plus a
share of the gift tax and the $2,500 worth of inr-
provements put into the property. However, for purposes
of the replacement costs (when dealing with a replace-
ment residence) there woukl be a zero basis lxcause
property was acquired other than by purchase. Mere
improvements are not counted when determining
repl.rcemcnt costs. lf a property acquired by gift un-
dergms reconstruclion for $15,000, then the $15,000
would count as replacement costs.

Married Taxpayers and the Rep/a<-t ment Property. When
married taxpayers replace a residence, lhey must lrc care-
fulto.rvoid changing the way it is titled or file a consent
election using Form 2l I 9.i" Assume thJt a married cou-
ple sells {or $95,00O a home which the husband ownt'd
individually. Assunre further a basis lo the husb.rnd of
$30,000. Within the tinre period allowed, the couple
acquired a new resirlencc, for $100,000, each contribut-
ing h.rlf the d()wn l).tynrent.rnd takinB litle.rs tenants in
common, each owning an undivided r>ne-half inlerest. lf
.r consenl fornr is not filed. then the husband would have
.r Bain to rcport for tax purp()ses; however, i[ a consent
fornr is filed, no gain would bc reported and the basis of
the property kr ea<h would be $17,500, nradc up of
$15,000 (division o[ the original trasis) and $2,500 (one-
half of the addition.rl cor,t oi the nt,w residence over the
old). The s.rme 5et of rul(,s would apply in.r situ.rtion in
which prrperty w.rs owned jointly and the repl.rcement
property was titled b one sp()use or the other.

The amount that must be rernvesler/ is the amount real-
ized from the sale, reduced by fix-up expenses:

Sales price
Less: Selling expenses
Erluals: Amount re.rlized from sale
Less: Fix-up expenses
Equals: Ailjusted sa-es price (to be reinvested)

lf the taxpayer did not reinvest, the laxable amounl would
be:

Sales price
Less: Selling expenses
Less: Adjusted basis
Equals: Ca in iEiliiEd

It is important lo note thdt the fix-up expenses only apply
in determining how much of the g,ain must be reinvestrd
in order to defer the tax paymenl. Fix up expenses.rre
those expenses incurred to assist in selling the old resi-
dence and those expenses wh ich are properly not capita I-

ized. These costs musl lle incurrt'd during the 90-day
period ending on the day on wh ich lhe ( ontr.rct to sell the
old residence is entered into, and paid on or before the
thirtieth day afler the d.)te oi the s.rle.rr The cost oi lhe
new residence includes cash paid, indebtedness, .rcquisi-
tion expenses, .rnd capit.rl expenditures rnade during the
period involverl.2"

For illustration purposes, .lssumc th.rt a residt,nce was
purchased l,or $25,O00 cash over a mortgage of $55,000.
A commission o{ $2,5O0 was also incurred to a< quire the
residenr:e antJ improvements costing $6,000 were nt.rde
to lhe residence. Further, .rssume other miscellaneous
acquisilion costs of $1,000. The cost of the residence
would then b€ $U9,500 ($25,0O0 + $55,000 + $2,500
+ $6,000 + $1,000). lf the residence were ac<;uired by
gift and $2,500 were put into improven'rents, then the
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the property owner's l)asis for determining loss will be

$47,000 ($50,000 - $3,000) and for gain $62,000
($65,000 - $ i,000). Therefore, if the property sclls al a
price bekrw $47,0O0 a reportable loss will be incurred. lf
it sells for more th.rn $62,0o0 n gain will be rt'porter!. lf,
however, .rt the time of property conversion (to butiness)
it had a i.rir nrarkt t value of $75,000, then lhe basis ir.rr

determining lxrth gain and loss woultl b('$(,2,0(X)
($65.0O0 $.r,000).

Property Divided Belween Business And Personal Use

When pr<)perty is rlividcd into business use.rnd pt'rson-
.ll use, it i5 tre,lte(l .ls separ.lle units i()r lax purpttrt's. Ft-rr

lhe business I)orti()n ()[ th('pr()perty, lhe rult's pert.rin-
ing to business use apply; ior lhe 1>t'rsonal use ltortittn,
the rules l)ert.rining to.r person.rl resiclt'nce altply. Tlris
d ivis ion would apt)ly whelher lhe t.rxpaycr hrs split lhe
house into .r personal residence .rn(l ,r den u\ed for
business purposes, or the clivision is within an apart-
ment conrplex in whir h the l,rxp.)yer Lrses ont' oi the
units as.r person,rl rtsidt'nce,rnd rents th('others.

For illustratiOn l)urp()ses, assum(' th.ll th(' t.rxp.lyL'r
own5 a four-[.rmily ap.rrtnr('nl housc and otcupies ttne
of the units ,rs a personal residen<e. The acquisition
price w.rs $8tt,OO0 and allocated t'qually among the
four units, i.r,., $22,(X)o e.rch. D(,1)re( i.rti()n t.rken to
date .rmounts lo $21 ,000. Assume nlso I hat lhe prop(,r-
ty recently sold furr $76,000 and that selling exl)enses
were $5,O00. The next ga in or loss t .t lcu lation is shown
in Table l.

TABTT 1

Net C.rin (L()ss): Properly Dividerl Bctwet,n
Buriness .rntl Personal Use

llem Business Pcrsonal

Taxp.ryers who use a portion of lheir home as a business
<lffice can avoid lhe treatment of p.rrt of their sale as

husiness prop('rty by reconverting the business office to
residenti.rl use prior to the sale. The IRS has taken the
position th,rt it will look to the use of the property at the
time of sale.3 The taxpJyer should maintain records to
show when lhe propcrty was (onverted antl why. A
proper period should exist lretween the ( onversion date
and lhe date of:alt,, i.e., conversion should t.rke place in
the year prior kr the year of sale.

Rental Of A Personal Residence Before Sale

Even wherr a l.rxp.ryer rents prcperty used as a principal
residcncc, it does not me.rn loss of benefits associated
with a princip.rl residence. lt is again import,rnl k) con-
sider the i,rcts w,h it h surround the case. lf the t.rxpayer has
a profit nrotivt,, then it may be assumed that lhe property
w.rs (onverl(i(l to business or investnrenl pr()perly.
Howcver, when lhe pr()p€rly is renled t)ecause lhe tax-

l)iyer w(r\ un.rble to st,ll the prr4rerty, and renting is the
()nlt,option, lhen the property would t:ontinue to be
tonsirlert,<l a prinr ipal resirlenct." lt would be import.rnt
lo show th.rt every.rttenrpt w,ls nrade to sellthe property,
and only aflt,r this effort was ma(le did the taxpayer
deci<le to pl.r<e the houst,on the rent,]l markel. After
l)l.r( inB il on the rental nrarket, il would lre wise to havt'a
rent.rl agr(,en.r('nt lh.rt r.rllecl for .ln option to purchase or
one whir h allowt d the house to be shown by appoint-
ment with suil.rbl(.notice. ln other words, every.rltenrpl
shoukl bt'm.r(le to show th.rt the house is re.rlly lirr sale
.rnd ttre renhlarr.rngen]cnt is only tcnrporary.rnd used to

I)rotect thc house when the taxpayer m()ves to the new
localion.

Disposition Of Real Eslate ln Divorce Settlemenl

When properly is owne(l by one 5pouse and tr.tnsferred to
lhe other in a l)rolx'rty settlenrenl at the time of rlivorte,
the transfer will be treated as a sale .tncl taxt'd
accordingly.r" The IRS has ruled that where a wife re-
ceive\ the property in exchange for her m.rrital rights, she
realizes neithtr gain n()r loss.rr lIa rt'sidencewas held in
tenancy l)y the enlirety anrl transferred .rs part of I prt4:-
erty settlement, then thc event wns Lrxablt,.rr ln the situa-
tion where tht'one spouse owned the home and 1:r.rid all
lhe bills, the entire gdin (rlifferente bctween adiusted
basis.rnd iair nrarket value) would be tax.rblt,as capit.rl

Bain.

lI the pr<4rerty was held jointly with lxrth contribuling to
the cost of upkeep, the lransfer of one spouse's half to the
other would resull in only that portion of the prcperty
trans[erred being treate(l a5 sold.r I The position of the IRS

has lrcen that, even if the property is iointly owned and
there is an unequal division of the property, it will creat('a
hxable event.r{

A property settlemenl in a divorce or separation settle-
ment should lrc c.rrefully scrutinized for the tax conse-
tluences. For t,xample, transfer of one sp()use's interest in

The results of the analysis suSSest thal there is no evi-
dence lo support the claim that monopolistic speculation
occurred in the Toronto market prior kt the introduction
of the OLSTA. lt cou ld be argued that the type of spe< ula-
tion which occurred prior to the inlroduction of thc
OLSTA w.rs ef{icienl speculation which product'd a

beneficial effect in the Iong run. lf this is the case, then k.r

the extent that the tax removed efficient spt'culators from
the market, it may have exerted upward pressure on cosl5
over the long term.

Critics blame speculation for wasteful and unsightly
"urban sprawl," the tendency of post-World War ll
suburbanization to expand discontinuously across pre-
viously rur.-rl landscape. As Clawson notes, lack of con-
tinuity in this expansion typified by "large closely settled
areas interming,led haphazar<lly with unused.rreas ...
has been given the designation of 'sprawl'which well
connotes its hit or ntiss char.rcter.")A

Critics.rre qu ick to point out, as does Clawson,lhat urban
sprawl is ine{ficient ". . . lrccause it fails to nrake use of the
most accessible land and also because certain public
services such as roads and sewage syslems may be rela-
tively expensive in the context of such development."r"
Such developmenl is considered unnt'cess.trily ex-
pensive in ternrs of initial c.rpital investment in public
services, public and priv.rte mainlenance costs nnd trans-
porlati()n costs.

lmplicit in this position is the Jssumption o[ a short rangt'
rather than a long range perspective. [)iscontinuous
urban development does impose more costs in the short
run th.rn does compact devt'lopment, bul critics often
overlook its abilily k) adjust k) chanBes in technology and
social slandards at ra'latively low cosls compared to that
ofcontinuous comp.rct development. As Lessinger states;
"scalter suits (')n economy where growth and tech-
nological social and economic changes predominate.
Compdction may suit a stabilized economy withoul in-
equalities in the d istribution of income, seeking optimiza-
tion o{ its resources."tt' However. such conditions do not
exist in mrny real estate markets in North America.

ln practice, a trade-off lretween sprawl and compaction
mi8ht be a practical compromise, especially in view of
the recenl rapidly-increasing cost of servi( ing new land
for development. The arSument ag.rinsl urban sprawl
typif ies the problems in an economy in which the costs of
a policy decision are immediate in the form of higher
servicing costs, and lhe benefits, such as increased
flexibility and choice, are more remole and more difficult
to estimate in dollar terms.

The argument against urban sprawl may be somewhat
shortsighted in trading off short term cost s.lvinBS for long
term protedion against obsolescence which is inevitable
in a BrowinB economy. ln considering this trade-off,
LessinBer notes:

"From time immemorial urban areas have staved off
eventual obsolescence by practicing'scatteration' in

Browth patterns. An area which builds compactly all at
one time is exposed to terrible risks. The whole com-

pact unit is made to adapt to the special tastes, cul-
tures, technologies, labor supplies and materials
supplies of one particular time. But this constellation is

soon past. By (ontrast, scatteration introduces
flexibility." rr

ln a sturly of the c{ficiency effects of discontinuous urban
development, ()hls and Pines found that, ralher than
produr ing ineffir ienr y, lhere .rre ". . . some re.rsons for
believing that discontinuous urb.rn development may
often be (onsistent with efficient allocalion or
resources."l': ln some cases, counterproductive forces
suth as possible monopoly elements or inefficient tax
incentives tr.rukl exist and may be expecled b reduce
market cfficiency. Bul it cannot be concluded that dis-
continuous development is a priori inefficient. The ()hls
ancl Pine results indicate that sprawl did not cause in-
efficiency in all of the cases studied. They slate this quite
definitt,ly in saying ". . . nothing shows that all cases of
discontinuous development re{lect inef{icienl market
processes." I l

Thus, urban sprawl may improve the allocation of real
estate resources over the long run in some markets. To the
extent lhat speculation encourages sprawl, it cannot be
categorically stated that re.rl estate sp€culalion is socially
undesirable.

Critics of specul.rtion in urban real property markets also
stJte that it results in the redistribution of wealth from
honrebuyers to sp€culalors who do not contribute any
value to the property. Th is criticism assumes that specula-
tors control lhe market. Accord ing, to this scenario specu-
lators dirve up housing prices and by so doing prevenl the
"little guy" from buying a home.

This ar1;ument is contested from a number of different
per:pectives. There is some question .ls to the extent to
which the rate of price increase and the price rise in
absolute dollar amounts has exceeded the rise in the
general price level as measured by the Consumer Price
lndex (CPl). lt i5 not cle.rr whether housing prices have
increased more rapidly than the prices of other goods and
services, or whether the recently observed increase in
house prices is due to a readiustment of the relative price
of housing due to lags in the price adjustment mech-
anism. A study of the relative price of housing in Los
Angeles by the Community Analysis Bureau, City of Los
Angeles |o found that housing prices in selected areas of
the city lagSed behind the CPI over the period 1965-
1970; over lhe period 1970'1975 prices increased faster
than the CPl. A comparison of the rate of price apprecia-
tion in housing as compared to the CPI for just the '1970-

1975 period would suggest that the rate of price increase
in housing was Breater than the CPl. However, this con-
clusion is not justified because it is based on a time period
which is too short and does not detect the lon8 term lag
between house price changes and the change in other
prices.

These results indicate that housing prices may periodi-
cally lag behind the CPl, and then catch up and possibly
lead the CPI for a substantial period. lf this is the case,

Sales pri(e
()riginal basis
Less: Depre< iation

Cain (loss)

Selling expense

Net gain (loss)

$;7.(xx) $ r().o(x)

$66,(XX)
I I,000 .15,(x)0

$12,(xx)

2-1,000
($ J,00o
( t.250)
($ 4.2s0)

( 1,750)

$, q2ro

ln T.rble l, all ap,rrtments wer(' lre.tled .ts etlual in size;
thus, all itenrs considered wt,re .rllocated 75 percent
for business nnd 25 percent for person.tl use. The loss
for personal use would nol be deductible, l)ut lhe gain
on the busint,ss part would be subject to immediJte t.)x
under the rules coverin6l Section I 231 , unless clepre-
ciation recapture rules .r1>ply. During the liie oi the
property, expens(,s direclly rel.rte(l lo the business por-
Iion would bt charged to il, while expenses.)ss()ci.rted
with the residence would be c.rpitalized or ignored
depending on the n.rture of the expendilure. lf inr-
provements rvert, made which benefitted the whole
building, such as roofing or a heating system, llren the
cost would be apporlioned between them.
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observed rapid increases in the price of houses may
represent a long term readiustmenl and cannot lre in-
terpreted to indi(ale lhdl hou.,e prrce., are inrreasing
faster than lhe general level of prices for other goods and
services.

lncreased house prices do not alw.rys indicate th.lt pro-
ducers are earning above norm.rl profits. Schmid r5 points
out that in recent years developers' cosl have int reased
rapidly in some markets, bringing.-rbout a reduclion in the
spread brtween production cosl and s.rles price. To a
signi[icant extent, increased development costs h.]ve
been caused by changes in the required level of public
services nt the time of construclion ;rnd changes in the
method in which public services have been financed.

ln the past, public services were often paid for by the new
homebuyer over an exten<ied periorl. F.tced with rising
public service costs, sonre municipalities have increased
up front developnrcnl fees.rnrl levier in an.)tlempt to
recover some of their costs immediately and, in some
cases, dis<:ouragetl the development of single-family
housing.

Empirical work by Maiselr" studied the impact of in-
creastd development (()sls on lhe <'()st of lots for single-
[amily hOusing ( onstruction. Act ording to Maisel,
increasetl developmenl costs .lccounted for approxi-
mately 2u percent of the increase in the cost o[ single
family lots ovcr the period 1950-1961 for selected sub,
markt'ls in Caliiornia. Approximately 22 percent wns due
to decreased densilies, .rnd the remaining 50 percent w.rs
due to in( re.rses in the cosl of land which ac< ruetl as a
residual in the pricing o[ nt'w homes.

lnitially, pri<e incre.rses m.ry seem to indicate .)
redistribution of wealth from home owners k) "un,
scrupulous" speculator5. However, closer analysis in-
dicales lhat price incre.rses are often c.rused by factors
other than specul.rtion, includ ing increased developmt'nt
costs imB)sed by various levels of government.tnd in-
creases in the cost o[ land, labor an<i building maleri"rls.
Short-terrn pri( e inr reases which exceed the r.rle of infl.r-
tion do n()t necessarily indi(.rte long lernr di:equilibrium
but suggesl th.lt the analysis should lle b.tsed on a longer
time perirxl to allow lagged Lrckrrs to tre fully refle< ted in
prices. The length ()i time m.ty b(. inversely rel.lted to the
efficiency of the market in que5lion. St.rbilizing efficient
speculation reduct s the costs of risk lrcaring and should
redur:e the tot.rl cost borne by homebuyers.

Many equity based criticisms o[ speculation Ilil to con-
sider lhe risk-return aspect of investment in re,ll pr()perty.
ln general, if it is assumed th.t invesk)rs.lre averse to risk
then the higher tht'risk of .rn investment the higher the
return investors woukl require to lrc willing kr m.rke the
investmenl. This gtner.rl principle requiring that risk be
compens.rted by a risk prenrium has been tliffi<ult to
apply to lhe.rnalysis of re.rl est.)le investmenls. Wendt
and Cerf 'state thnl c()nceptually re.ll estate investmenl
analysis h.rs recognized the principle ol the risk-relurn
trade-off. ln pr.rctice, howt,ver, lack of adequatt, and
reliable infornration anri the essential differences of real

estate types which makes them difficult to compare has in
many cases prevented the application of the risk-return
concept to the an.rlysis of real estale investments.

Pellatt summarized the current state of re.tlestate invest-
ment analysis by noting ". . . the c.tlibre of by far the
majority of real estale investmenl analysis must be
categorized as poor in conrparison with the quality of
..tnalysis available in the sbck market, the bond market
and the mortgage market." rB

Although the absence of reliable statistical inform.rtion in
real estate markets makes quantification of the exact de-
gree of risk in a given investmenl situ.rtion difficult, this in
no way refutes the existence of risk, the risk bearing
service and the f.rct that ri:'k lhat c.rnnot be shifted to
anolher investor must tre borne by the property owner
himself. lf the property owner is more averse to risk than
.lnother inveslor, the risk premium required by the prop-
erly owner is high.,r. Additional cost5 to pay this higher
risk premium should h'reflecterl in in< reases in marLet
price which will have to be paid by the final purch.tser of
real estale.

Analysis which fails to consider the element of risk in real
estate m.lrkets misses ,l critical point essential to the
efficient functioning of the real esltte m.lrket. C()vern-
ment legislation, such .rs the Ontario Land Speculation
Tax Act, may, in.tn anempt lo reduce tht price of hous-
ing, overlook.rn essenli.rl componenl of the market as.r
resull oi f.rilure to consider the risk trcaring function per-
formed by spe< ulators. ( )ne effect oi such legislation may
be to incre.rse the costs of risk bt aring and over the long
run incre.lse the cost of housing. This unintended .rnd th€
unanlicip.rted result runs counter to lhe expressed objec-
tive r.r{ thc legisl.rlion which is to redure rather th.rn
incre.rse housing r osts .rnd make housing nrore afford,
;rble for the avcrage homebuyer.

Conclusion
. Speculation in real estate markets is socially desirable

if it increases the effic iency of the intertempora | .rlloca-
tion of risk. Speculative ntarkels exist .ts a result of the
uncertainty reg.rrd ing the outcome r>f fulurc cvents and
investor desires to selecl an optimal degree of risk
which nraximizt: toLrl well lring or utility.

o Knowle<lgeable, efficient price-taking speculabrs op-
eraling in relatively etficient real est.ite m.trkets can
increase the overall well-being of society.

a Covernmenl intervenlion in real estate markets is not
always justified. Real estate markets which are re-
latively efficient could lxcome destabilized due to
increased uncert.rinty resulting from government poli-
cy decisions that are often politically motiv.rted rather
than based on consicleralions of etonomic e{ficiency.

. Both tht, knowledgeability of the re.llestate speculator
and the degree of markel g)wer lhe speculakrr ex-
erci5es in.r given market.rre empirical questions

lf .r laxpayer purchased a residence and had the title
placed in .r parent's name, the taxpayer is nol entilled k)
the tax .rdvantaBes associated with home ownership.r lf .r

taxpaycr uses more lhan one properly as places of resi-
dence, the principal residence is determined by examin-
ing all the facts and c ircumstances in each case, including
the grxrd faith of the taxpayer. r Cenerally spe.rking, the
principal residence i5 that place o(cupied by the taxpayer
most of the time.a

Basis Of Personal Residence

Basis is an a ll-t,ncompassing term that, in essence, de-
scribes a laxp.ryer's investment in prcperty. That invest-
ment may change over the term of ownership, .rs a result
of additional inrprovements, depreciation (if allowrble),
partial disposition, or any other potential .rdiu5tment k)
the original investmenl position. Upon disposition, the
adiusled b.rsis in the property is essenlial to th('de-
termin.rtion of taxable g;in or loss.

To determine the adjusted basis of the personal resi-
dence, the taxp.ryer must starl with his or her origina I base
or cost which is nrost typically viewed as acquisition
price. For example, if a personal residence is acquired by
gift, tht'donor's trasis plus a portion o[ the gift t.rx consti-
tutes the original b.rse or cost. ()n the other hand, if .r
personrl residence were acquired through inheritance,
origina I base or cost wou ld be either the fair market v.rlue
at the time of de.rth or the amount recordetl for estate tax
purposes.

Basis m.ry be increased by capital improvements such as
a new roof, a new heating system, additions, patio, fill,
sidewalks, and major remodeling. Repairs, including
such ilems as papering, p;rinting, and other normal
m.rintenance due to ordinary wear.tnd te.tr, arc nol
added to the base [rlr tax purposes.

As noled, the adjusted basis in the property is e5sential k)
the delerminati()n of taxable gain or loss. ln the c.rse of
tax;rblt'gain, the higher the basis at sale, the lower the
tax.,rble gain. A special comment needs to be made here
about loss on the s.rle of a residence.

It is usual for the loss on the sale of a residence to be
n<.rnde<luctible, except when the taxpayer sells inherited
residential property ()r property iointly owned by hus-
band and wife and used previously by them as their
residence, which the surviving spouse stops using.rs.t
residence shortly after the other spouse's death.5 When .r

taxpayer sells more than one residence in a year, each
tr.rnsaction musl be treated separately; thus, losses are
nondecluctible and gains are taxable,r' i.e., gains and
losses on stparate transactions are not nelted.

FIGURE
Cain or Loss at Conversion

Gain : Selling price (basis at c'onversion -
depreciation)

Loss : Selling price - (lower of basis at conversion or
conversion value - deprecialion)

Cost of property $65,000
Conversionvalue 50,000
Depre( iation

$40,000

10,000

No gain or loss
Selling prire

$55,000

---) Cain

Personal Residence Converted To lncome Property

When a personal rtsidt,nce is ronvertetl to in(ome-
produ< ing prop('rty, the basis for the business property
will be the [air narket v.rlue.rt the ddte of conversion or
tht' :rrljustt,d b.rsis of the l)ropcrty to the taxp.yer,
whichever is lower.

Ioss

For examplt,, in the Figure, any selling pri< e in excess o[
$55,000 will prtxluce a Lrxable gain, while.r selling price
less than $.10,000 will prt.rdur e a krss. The basis for ga in is
the basis at conversion redu<ed lty the.rllowable depre-
ci,rtion; th(' loss is the lower o{ the basis al conversion or
tht'conversion fair market value reducerl by deprecia-
tion. The depreciation in this illuslration would be basetl
on the fair ntarket value .rt conversion. lf tht'selling price
fell belween $40,0OO and $55,00O, there would be neith-
er gain nor loss lo report. lf, however, the selling price
were $U1,000, the g.rin would bt, $26,0O0 ($81,000 -
$55,000). lf, on the otht,r hand, the selling price werc,
$ 1U,000, the loss would lrc $2,00O ($4O,0(X) - g.]B,0O0).

Finally, if the selling prict' were $.16,000, there would be
neither gain nor loss to report for tax purposes. This is..l
particularly importanl point since t.lxl).tyers m.ty convert
tht'ir property b business or rent.rl property pri()r to.r s.tle
if the value of the house h.rs dcclint'd in th(, prcsent
m.rrkel. However, lJxp.ryers erroneously feel lhat they
can then sell the house and deduct lheir lo!,s wilhout
realizing th.rt when they converte(i the prol)erty the basis
becomes the lower oI the f.r ir nrarket v.r lue or the adjusted
basis.

lo illuslratt', d\\umc d prop('dy r)wn{'r J( (lurr(,s ,r per.
sonal residence ,rt .l price of $65,000. Because of a sud-
den downturn in the local economy (t.g., the:hukkrwn
o{a major local industry with which the property owner is
affiliated) nnd the resulLrnt decline in pricr,/v.rlue of
home: on the m.rrket, the property's current or.ppr.]ised
market value drops k) $50,0O0. The properly owner has
an opportunity to move but is reluct,rnt to sell in the
curreot m.rrket lrcause lhe $15,0O0 differ(,nce l)etween
ac(luisition price an<l appraised value is a nondedu< tible
tax loss. Thus, a decision is m.rde to deler the s.rle o[ the
personal residence ti)r al least a yt'ar in orrler lo aw.tit.l
belter markel.

ln lhe interim, < onsideration i5 Biven to ( onverting the
principal residence to a renl,ll pro;rrly. The Ltx conse-
quences o[ such a decision woulcl lrc th.rl lhe b.rsis krr the
personal residenc e is $5O,000, when <1)nverted, .rnd that
depreci.rtion will be.rllocate<i on that base. When the
property is rold (assume lh.rt the sale is m.rde one year
laler an<l depret irtion is l.rkt'n in lhe .rmount of $ l,(X)0),
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which can be investigated in the context of a particular
market.

o The degree of efficiency of a particular real estate
market is also a queslion which can be studied empir-
ically.

o The social desirability of real estate speculation is a
complex empirical question which is a function of
both the efficiency of the market in question and the
type of speculator operating in that market.

o The desirability of real estate speculation in a particu-
lar market is a question which should be resolved
empirically on a case by case basis and cannot be de-
termined a priori.
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The timing of the disposition of a personal residence can
produce either favorable or unfavorable tax conse-
quences. For the taxpayer who sells a personal residence
iust prior to reaching his or her fiftyJifth birthday, there is
the loss of a $125,O00 exclusion. For lhe taxpayer who
fails to acquire a replacement residence wilhin the two-
year period of the sale of the old residence, the rollover
provision and, thus, the polential lor tax de{erral are lost.
Further, without careful planning in a divorce, one
spouse may have to pay tax on the transfer of the family
home in a prop€rty settlement to the other spouse.

While disposition of a personal residence is most often
thouBht of as an outright sale of the property, it is to be
emphasized that disposition can take other forms such as
conversion (personal residence to income-producing
prop€rty) or alimony settlement. A5 noted, even in the
case of an outright sale, tax liability may be deferred or
avoided altogether.

Thus, when a taxpayer considers personal residence dis-
position alternatives, the tax consequences of potential
decisions need to be identified clearly, examined careful-
ly, and assessed properly to ensure lhat the impact of tax
liability be minimized as much as legally possible.

Tax laws affecting real eslate ownership and disposition
are quite complex, particularly to those whose involve-
ment in market transactions is limited. Owners of per-
sonal residences represent the largest single group of
investors in real estate and perhaps the largest single
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group making decisions about acquisition or disposition
from year to year. However, these owners are often naive
about the tax implications of their decision(s) because,
individually, lhey are infrequenl participants in transac-
tions to acquire or dispose of real estate. lt is the purpose
of this article to identify and evaluate lhe tax conse-
quences involved in those disposition decisions.

Persorul Residence Def ined

The conventional single-family detached home is typical-
ly looked upon as the personal residence of a taxpayer.
Other forms of personal residenceexist, however, includ-
ing house trailer, houseboat, condominium. cooperative,
mobile home or manufactured housing, duplex or row
house, or a yacht with facilities for cooking, sleeping, and
sanitation.l To take advantage of the tax opportunities
available to owners of a personal residence, the taxpayer
must have a legal interest in the property and the prop€rty
must be his or her principal residence.
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