
LONG-TERM LEASING IN URBAN RENEWAL: AN
ALTERNATIVE METHOD OF MUNICIPAL

LAND DISPOSITION

URBAN renewal combines the resources of federal and local governments,
private entrepreneurs and commercial money-lenders in an effort to counter-
act the physical and economic deterioration of cities.' Under title I of the

National Housing Act,2 the federal government extends financial aid 3 to

The Editors of the Journal wish to thank the various redevelopment agencies, finan-
cial institutions, and government officials who supplied the information for much of this
Comment.

1. Some states also assist local renewal programs by providing grants and loans to
municipalities and tax relief to redevelopers. See CONN. GEN. STAT. § 8-147 (1958) (finan-
cial assistance) ; MINN. STAT. ANN. § 462.575(1.) (Supp. 1958) (tax relief) ; Mo. ANN.
STAT. § 353.110 (1952) (tax relief); N.Y. CoNsT. art. 18, §§ 2, 6 (financial assistance;
-tax relief) ; PA. STAT. ANN. tit. 35, § 1664 (Supp. 1958) (financial assistance).

On the problems and scope of urban blight, see 1 U.S. CENSUS OF HOUSING, pt. 1,
pp. xxii, xxiii (1950); EDITORS OF FORTUNE, THE EXPLODING METROPOLIS (1958); RoCKE-
FELLER BROS. FUND, THE CHALLENGE TO AMERICA: ITS ECONOMIC AND SOCIAL ASPECTS
(1958); COLEAN, AMERICAN HOUSING 311-25 (1944); NELSON & ASCHMAN, REAL

ESTATE AND CITY PLANNING ch. 34 (1.957).

2. 63 Stat. 414 (1949), as amended, 42 U.S.C. §§ 1450-62 (ISupp. V, 1958).
3. The federal government offers six distinct types of financial assistance to local

renewal agencies: (a) planning advances to help finance local surveys and renewal plans,
68 Stat. 624 (1954), 42 U.S.C. § 1452(d) (Supp. V, 1958) ; (b) temporary loans to as-
sist localities in executing renewal programs, 68'Stat. 624 (1954), as amended, 42 U.S.C.
§ 1452 (Supp. V, 1958) ; (c) capital grants-in-aid which constitute the unrecovered fed-
eral donation to the renewal project, 63 'Stat. 416, 421 (1949), as amended, 71, Stat. 300
(1957), 42 U.S.C. § 1453(a) (Supp. V, 1958) ; (d) definitive, or final loans, to help the
local agency pay its share of the project costs, 68 Stat. 624 (1954), 42 U.S.C. § 14 52 (a)
(Supp. V, 1958) ; (e) insurance by the Federal Housing Administration of commercial
loans to private redevelopers, 68 Stat. 596 (1954), as amended, 12 U.S.C. §§ 1715K,
1715L (Supp. V, 1958) ; see 24 C.F.R. §§ 261-69 (1959) ; and (f) purchase by the Fed-
eral National Mortgage Association, under its special assistance functions, of FHA in-
sured mortgages given by private redevelopers to commercial lenders, 68 Stat. 616 (1954),
as amended, 12 U.S.C. § 1720 (Supp. V, 1958). A seventh financial aid sometimes ex-
tended to a local agency is a federal demonstration grant to help finance pioneer projects
or studies whose results may further the urban renewal program. 68 Stat. 624 (1954),
42 U.S.C. § 1452(d) (Supp. V, 1958). The local agency may obtain still other financial
aid by pledging its rights under a temporary or definitive loan contract as security for
the repayment of borrowings in the commercial market if private loans are obtainable at
lower than federal interest rates. Before federal grants or loans will be extended, locally
conceived plans must be certified by the Federal Urban Renewal Administration as "work-
able." 68 Stat. 623 (1954), as amended, 42 U.S.C. § 1451(c) (Supp. V, 1958) ; see U.jS.
HOUSING AND HOME FINANCE AGENCY [hereinafter cited as HHFA], How LOCALITIES
CAN DEVELOP A WORKABLE PROGRAM FOR URBAN RENEWAL (1.956). Temporary loans
are written off when capital grants are made by deducting the amount of the loan from
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local public agencies which condemn, assemble and clear large parcels of
blighted urban land.4 The agencies convey this land to private interests that
agree to develop the area in compliance with a municipally-conceived plan.5

Since the method of conveyancing employed will affect the availability and
terms of private and public financing as well as the working relationship be-
tween the city and private redevelopers, proper land disposal arrangements
are critical to the success of even the best planned renewal project. In most
cities, the redevelopment agency sells the land to the redeveloper.6 This Com-
ment will explore the possibilities presented by long-term leasing as an alter-
native method of disposition.

the two-thirds or three-quarters of net project cost which the federal government would
usually sustain. U.S. UR3AN RENEWAL ADmINIstRATIoN [hereinafter cited as URA],
HHFA, URBAN RENEWAL PROJECT DiREcToRY 2 (Sept. 30, 1958). During the execution
stage, temporary loans cover almost all local expenses. Later, part of these loans are
erased by repaid funds realized from federal grants-in-aid or definitive loans. The re-
mainder is repaid to the federal government with money received from land disposition,
borrowing in the commercial market, or tax levies. Interview with Harold Grabino, Legal
Counsel, New Haven Redevelopment Agency, February 11, 1959.

4. "Local public agency" is defined as "any state, county, municipality, or other gov-
ernmental entity or public body ... authorized to undertake the project for which assist-
ance is sought." 63 Stat. 421 (1949), as amended, 42 U.S.C. § 1460(h) (Supp. V, 1958).
This Comment, for convenience, will use the terms "city," "municipality," "agency," and
"redevelopment agency" interchangeably.

Title I is primarily aimed at clearing residential slums or converting other blighted
land to residential use. The attack on slums is three-pronged: preventative, rehabilitative
and remedial. The program endeavors to prevent the spread of blight to good residential
areas, rehabilitate salvageable sections, and clear and redevelop neighborhoods beyond
repair. HHFA, URBAN REN~WAL... WHAT IT Is 5 (1957). Only 10% of federal re-
newal funds are available for rehabilitating or redeveloping areas in which neither the
old nor new uses will be predominantly residential. 68 Stat. 627 (1954), as amended, 42
U.S.C. § 1460(c) (Supp. V, 1958).

5. Renewal plans establish land use requirements with respect to "residential density,
land coverage, building heights and setbacks, and off-street parking and loading require-
ments." Speech by Henry 'Steiner, Pricing a New Commodity: Cleared Land, Nov. 12,
1958, p. 3; see URA, Guide Form of Contract for Disposition of Land for Private Re-
development, Sept. 1957.

6. By September 30, 1958,c300 local redevelopment agencies participating under title
I had entered the execution stage. HHFA, URBAN RENEWAL PRoJECT DncroRY (Sept.
30, 1958). Of these agencies, 151. had begun execution of the renewal plan within the
preceding eighteen months. Compare ibid. with HHFA, URBAN RENEWAL PROJECT Di-
RECTORY (Mfarch 31, 1957). The Yale Law Journal sent questionnaires to 175 agencies
listed by the 1958 directory as being in the execution stage. Questionnaires were mailed
on October 15, 1958. Only one response was received after December 31, 1958. Seventy-
two cities replied. [These responses, which are on file in the Yale Law Library, will
hereinafter be cited as Redevelopnwnt Questionnaire Responses.] Forty-two reported
themselves sufficiently advanced in execution to have either sold or decided to sell. Twenty
had not progressed to the point where they could give a definitive answer. Twelve had
either leased or were seriously considering disposing of land through lease. 'See -note 7
infra.
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THE BACKGROUND OF LEASING

Of those cities in the execution stage--condemnation, clearance, disposition,
private construction-surveyed by the Yale Law Journal, only six (Baltimore,
Philadelphia, Schenectady, Washington, New Haven, and Murfreesboro,
Tenn.) have reported employing leases.7 These have been long-term leases of
from thirty to ninety-nine years, with or without options to purchase.8 Shorter
leases are not feasible, since builders require tenure at least as long as the
useful economic lives of the structures they erect.9

The infrequent employment of leases seems incongruous in view of leasing's
history of utility both in the United States and abroad. For example, in sev-
eral European cities municipal land ownership may have greatly facilitated
postwar urban renewal.' 0 In the United States, much major construction has

7. Redevelotnent Questionnaire Responses; Interviews with Officials of New Haven
and Schenectady Redevelopment Agencies, Feb. 11, and May 6, 1959, respectively. St.
Louis, Mo., disposed of one of its projects by short-term lease (five years) with an
option to purchase given to the redeveloper. Redevelopment Questionnaire Responses.
Leasing was also used once in Pittsburgh. Letter from Joseph H. Ehlers, Ass't Comm'r
for Technical Standards and Services, URA, to Yale Law Journal, Aug. 8, 1958, on file
in Yale Law Library. East St. Louis, Ill., Milwaukee, Wis., Huntsville, Ala., and Rich-
mond, Cal., were considering leasing redevelopment land in the future at the time of in-
quiry by the Yale Law Journal. Middletown, Conn., and Florence, Ala., reported mu-
nicipal leasing of land for private construction in other contexts but not in their renewal
programs. Redevelopment Questionnaire Responses. The Pittsburgh Redevelopment Au-
thority has leased a public auditorium to the Public Auditorium Authority of Pittsburgh
and Allegheny County. See MooDY, MuNIcIPAL & GovRmnERNT MANUAL 2035 (1959).

. Only Murfreesboro has used long term leases without options to purchase. Re-
development Questionnaire Responses.

9. Cf. NIEHUSS & FISHER, PEoBLmis OF LONG TERM LEASES 27-28 (Mich. Bus.
Studies, ser. 2, No. 8, 1930), indicating that most long term leases outlast the useful lives
of the improvements.

10. Under the New Towns Act, 1946, 9 & 10 Geo. 6, c. 68, § 5, public corporations
in Great Britain are authorized to create new towns by purchasing land and leasing or
re-selling to private parties for redevelopment. See generally RODWIN, THE BRITISH
NEW TOWNS POLICY ch. 4 (1956). Leasing has been the preferred disposal method. See
id. at 53; MAcKENzIE, THE Nmw TOWNS 23-24 (Fabian Soc'y Research Series No. 172,
1955). See also Town and Country Planning Act, 1947, 10 & 11 Geo. 6, c. 51.

The Expert Committee on Compensation and Betterment (English Uthwatt Commit-
tee), Report, CMD. No. 6386, par. 147 (1942), stated:

[I]t is essential to secure that the land should not again be divided up among
owners of small freeholds. We recommend, therefore, that once any interest in land
has passed into public ownership it should be disposed of by way of lease only and
not by way of sale, and that the authority should have the power to impose such
covenants in the lease as planning requirements make desirable, breach of such
covenants to be enforceable by re-entry.

The Town and Country Act, 1944, 7 & 8 Geo. 6, c. 47, § 19, carried this recommen-
dation into law. Only in rare cases, when a private developer can satisfy the Ministry of
Town and Country Planning that an exception will result in the best development of the
land, will the local authorities sell a fee simple or grant a lease for longer than ninety-
nine years. HAAR, LAND PLANNING IN A FREE SocIETY 151 (1951).

When Stockholm began constructing garden suburbs in 1907, the authorities, instead

[Vol. 68:14241426
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occurred on leaseholds," and the recent rise in sale-leaseback transactions

further illustrates the American businessman's awareness of possible tax and

financing advantages furnished by long-term leases.' 2 The general failure to
lease land for redevelopment is also surprising in light of favorable state and

federal legislation. Only one state which authorizes urban renewal forbids
leasing.' 3 All others expressly or impliedly sanction lease disposal.14 And title

of selling the land, granted leaseholds. By 1948, 2,400 acres were granted by leasehold
with most lease terms running sixty years and most rents fixed at 4% of assessed land
value. ROBSON, GREAT CITIES OF THE WORLD 563 (rev. ed. 1957). In Amsterdam, the city
owns considerable land which it leases to private parties. Id. at 128-29.

11. In Baltimore and Hawaii long term leasing is a traditional method of landhold-
ing. See Letter from Norman P. Mason, then Federal Housing Commissioner, to Yale
Law Journal, Nov. 6, 1958; Letter from Edward J. Burns, Manager, Honolulu Rede-
velopment Agency, to Yale Law Journal, April 15, 1959, both on file in Yale Law Li-
brary. In many cities, the owners of valuable mid-town land often refuse to part with fee
interests and permit development only on leaseholds. Fee owners retain the land as a
source of income, and to derive the profit from rising land values. See COHEN, LONG
TERar LEASES 19, 63 (Mich. Bus. Studies, ser. 11, No. 5, 1954) ; Cary, Corporate Financ-
ing Through the Sale and Lease-Back of Property: Buiness, Tax, and Policy Considera-
tions, 62 HAtv. L. REV. 1, 21-23 (1948); NORTH, REAL ESTATE SELLING AND LEASING

514 (1938). In addition, out of 101 office buildings which had been or were being con-
structed in Manhattan between 1947 and 1958, twenty-eight were either constructed on
leasehold estates or constructed on a fee and leased to a single primary lessee. THE REAL

ESTATE BOARD OF NEW YORK, OFFICE BUILDING CONSTRUCTION IN MANHATTAN: 1901-
1953, at 14-17 (Supp. No. 5, 1957) ; Interview with Official of New York Life Insurance
Company Mortgage Department, Dec. 16, 1958.

12. See Cary, supra note 11, at 1. For an incisive analysis exposing the financial
short-comings of sale and lease-back, see Grant, Illusion in. Lease Financing, Harv. Bus.
Rev., March-April 1959, p. 121. Not all of Grant's criticisms are applicable to the mu-
nicipal leasing situation because municipalities, ordinarily unable to use income or assets
for investment purposes, will not expect rentals simultaneously to amortize their land
cost and pay an investment interest rate. See note 59 infra and accompanying text.

13. ILL REV. STAT. ch. 67%, § 81 (Supp. 1958) (renewal agency must sell land with-
in five years). Paradoxically, Illinois has been a stronghold of long term leasing. Mc-
IfICHAEL, How TO MAKE MONEY IN REAL ESTATE 114 (1924). In Hawaii, a similar
prohibitive statute, HAWAII REv. LAWS §§ 143-12, 143-14 (1955), was amended by the
1959 legislature to permit leasing, Hawaii Acts 1959, No. 44. Letter from Edgar S. Burns,
Manager, Honolulu Redevelopment Agency, to Yale Law Journal, May 18, 1959, on file
in Yale Law Library.

On the other hand, in states without renewal legislation or where city charters conflict
with enabling acts, leasing may permit legal restrictions upon sale to be evaded. For
example, the City Charter of Port Huron, Michigan, prohibits sale of property valued
at more than $2.00 per capita without a vote of the electorate and a % favorable majority.
PORT HURON, MICH., CITY CHARTER § 14.2 (1941).

14. E.g., CAL. HEALTH & SAFETY CODE ANN. § 33267(d) (1955); N.Y. GEN. MUNIC.

LAW § 72-k; PA. STAT. ANN. tit. 35, § 1709(k) (Supp. 1958); TEx. REv. CIV. STAT.
ANN. art. 12691-3, § 14 (Supp. 1958); see HHFMA, STATE ENABLING LEGISLATION,

URBAN REDEVELOPMENT AND URBAN RENEWAL (1,958) (collecting state statutes, consti-
tutional provisions and cases). Forty-four states, the District of Columbia, Puerto Rico,
and the Virgin Islands have enabling legislation authorizing participation by municipal-
ities or independent authorities in the Federal urban renewal program. Ibid.; Johnstone,
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I of the National Housing Act protects municipal lessors from temporary loss
of the full land value entailed in leasing, by allowing the Housing and Home

Finance Administrator to grant special low interest loans to leasing agencies.'

Localities may accept these commitments as direct loans or use them to guar-
antee funds borrowed in the commercial market.' The federal government
will pay two-thirds of the municipality's net project costs under a lease ar-

rangement, as under sale. The municipality must bear the remaining third.17

Where land is leased, the net cost, against which the 21- split is computed,
equals the gross project cost (condemnation, clearance, and contributions of

municipal property and public facilities) minus the capitalized rental value of

The Federal Urban Renewal Program, 25 U. CHI. L. REv. 301, 312 (1958). States which

lack enabling legislation are Idaho, Louisiana, Montana, New Mexico, Utah, and Wyom-

ing. Ibid. A city or other local agency cannot engage in a federally-aided renewal project,
absent a state enabling statute. See McCord v. Housing Authority, 234 S.W.2d 108 (Tex.
Civ. App. 1950), aff'd per curiarn, 149 Tex. 587, 236 S.W.2d 115 (11951).

Despite permissive enabling laws, cities and agencies may be precluded from full ex-
ploitation of long-term leases by municipal corporation codes or agency charters. Compare
Redevelopment Qiestionnaire Responses from Redevelopment and Housing Authority of
Norfolk, Va. (stating that the Authority cannot give leases in excess of thirty years),
with VA. CODE ANN. §§ 36-48 to -55 (1950) (no restriction in enabling act on length
of lease).

15. 63 Stat. 414 (1949), as amended, 42 U.S.,C. §§ 1452(a), (c) (1957). The interest
rate on these loans is the going federal rate, unless loans can be obtained at lower in-
terest rates from non-federal sources. The loans must be repaid within a maximum of
forty years. Ibid. For the method of determining the "going federal rate," see 67 Stat.
127 (1953), as amended, 42 U.S.1C. § 1460(g) (Supp. V, 1958).

16. 63 Stat. 415 (1949), 42 U.S.C. § 1452(c) (1952), as amended, 42 U.S.C.A. § 1452
(c) (Supp. 1958). If at any time during the life of the loan contract the local agency
can obtain loans from non-federal sources at interest rates lower than those provided in
the loan contract, it may do so with the consent of the Housing and Home Finance Ad-
ministrator, and without waiving any of its rights under the contract. The Administrator
may consent to a pledge by the local agency of its rights under the loan contract as
security for repayment of the non-federal loan. Ibid. Definitive loans are available only
when the agency leases and thereby lacks sufficient funds to liquidate temporary loans or
its other borrowings. HHFIA, MANUAL OF POLICIES AND REQUIREMENTS FOR LOCAL PUB-

LIC AGENCIES [hereinafter cited as LOCAL PUBLIC AGENCY MANUAL] pt. 2, ch. 10, § 7,
at 1 (1955). There is no statement in either the statute or the LOCAL PtmULIC AGENCY
MANUAL regarding (a) the procedures for applying for a definitive loan, or (b) whether
the private loans obtainable by pledge of a definitive loan commitment may be long or
short term. The implication, however, is that the term is irrelevant so long as the interest
rate is lower than the federal rate. See ibid. See also id. pt. 2, ch. 10, § 8 (cost estimate
and financing plan to be submitted by local agency; fails to mention definitive loans).

17. 63 Stat. 416 (1949), as amended, 42 U.S.C. § 1453 (Supp. V, 1958). In some
circumstances the federal government will pay Y of net project cost computed to include

fewer items. 63 Stat. 416 (1949), as amended, 71 Stat. 300 (1957), 42 U.S.C. § 1453(a)

(Supp. V, 1958). The procedural steps to secure federal financial aid which local agencies
must follow from the start to the finish of an urban renewal project are set forth in
Johnstone, supra note 14, at 341 n.233. For the detailed documentation which the local
agency must submit to the HHFA for regulatory purposes, see HHFA, LOCAL PUBLIC
AGENCY MANUAL, pt. 2, ch. 5, § 2 (1955).

[Vol. 68:14241428
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the leased land.' 8 Also favorable to the use of leasing is the considerable
latitude apparently available under existing statutes for municipalities to exact
realty taxes and special assessments from their long-term lessees as though
the lessees held the land in fee.' 9 Although banking and insurance laws often

18. 68 Stat 626 (1954), 42 U.S.C. §§ 1460(e), (f) (Supp. V, 1958). The Housing
and Home Finance Administrator must approve the bases on which capital values are
imputed to leased land. Ibid. Many localities have been able to meet their share of project
costs by donating previously planned local improvements. Note, Urban Renewal, 72 HARv.
L. REv. 504, 511 (1959). Realty taxes lost because of municipal land ownership, if any,
during the period between condemnation and disposition are also includable in gross pro-
ject costs, and may be counted as part of the local government's one-third contribution.
70 Stat. 1099 (1956), 42 U.S.C. § 1460(e) (ii) (Supp. V, 1958).

19. Ordinarily, owners, not lessees, are liable for realty taxes, unless statutes provide
otherwise. Hammond Lumber Co. v. County of Los Angeles, 104 Cal. App. 235, 285 Pac.
896 (1930) (dictum) ; see CAL. REv. & TAx. CoDn ANN. § 104 (1956) (possessor of land
liable) ; GA. CoDE ANN. § 92-110 (1937) (owner liable) ; ILL. REv. STAT. ch. 120, § 507
(1957) (lessee liable if owner exempt). Publicly owned land put to public use is not
taxable. Borough of Fenwick v. Town of Old Saybrook, 133 Conn. 22, 47 A2d 849
(1946) ; Mumpower v. Housing Authority, 176 Va. 426, 11 S.E.2d 732 (1.940). But when
publicly owned land is leased to private parties for the lessee's profit, the public owner
is liable for taxes. Jamouneau v. Division of Tax Appeals, 2 N.J. 325, 66 A.2d 534
('1949) ; Board of Park Comm'rs v. Board of Tax Appeals, 160 Ohio St. 451, 116 N.E.2d
725 (1954). The lessee, however, can be required by covenant to assume the lessor's
realty tax obligation. Erwin v. Farrington, 285 App. Div. 1212, 140 N.Y.S.2d 379 (1.955) ;
Kalteyer v. Fishman, 180 Pa. Super. 590, 119 A.2d 823 (1956) ; see Beck v. F. W. Wool-
worth Co., 111 F. Supp. 824 (N.D. Iowa 1953) (dictum). Such covenants are normally
included in leases executed by redevelopment agencies. See, e.g., Baltimore, New Haven,
and Washington leases on file in Yale Law Library. But the owner may remain liable
to the taxing authority until the taxes are in fact paid. See Robertson v. Puffer Mfg.
Co., 112 Miss. 890, 73 So. 804 (1916).

Covenants may not be satisfactory if the municipality is both the fee owner and the
taxing jurisdiction. Since covenants merely shift an already existing liability to a different
party, a basis for municipal liability must first exist if the covenant is to be effective.
Other governmental units may tax a municipally-owned fee when it is leased to private
parties for private profit. Jamouneau v. Division of Tax Appeals, supra; City of Cleve-
land v. Board of Tax Appeals, 153 Ohio ,St. 97, 91 N.E.2d 480 (1950). No reason would
appear for the municipality to be unable to tax itself under these circumstances, since the
realty is no longer tax-exempt. Nor should the city be barred from shifting to its tenant
its tax liability to itself.

The lessee may be held independently liable under a number of theories. He may be
considered the owner of a severable interest in the realty. 'See Hammond Lumber Co. v.
City of Los Angeles, 12 Cal. App. 2d 277, 55 P.2d 891 (1936). He may be liable because
the holder of the reversion is tax exempt. See People v. International Salt Co., 233 Ill.
223, 84 N.E. 278 (1908) ; Berks County v. Penn Ohio Steel Corp., 84 Pa. D. & C. 245,
256 (1952) ; Central Mfg. Dist., Inc. v. Board of Equalization, 214 Cal. 288, 5 P.2d 424
(1931.) (dictum). But see Maricopa County v. Fox ,Riverside Theater Corp., 60 Ariz.
260, 135 P.2d 513 (1943). "Owner" may be read to mean "beneficial owner." -See De
Luz Homes, Inc. v. San Diego County, 45 Cal. 2d 546, 570-73, 290 P.2d 544, 559-61
(1955) (leasehold is a privately owned possessory interest having market value); cf.
Sherman v. Quinn, 31 Cal. 2d 661, 192 P.2d 17 (1948) (conditional vendee liable). Or
the lessee may be treated as the owner because of the extensive duration of the leasehold
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raise barriers to redevelopers seeking to finance construction through lease-
hold mortgages, these impediments are not insurmountable.2 0 Thus, debt capi-
tal is potentially available in the nation's financial centers, regardless of
whether the redeveloper builds on a leasehold or on a fee. Leases have al-
ready proved adaptable to the needs of small, medium-sized, and large cities.
Leasing cities range in population from 13,000 to 2,000,000.21 They have
leased single project areas to one developer or many, large redevelopers and
small.22 These undertakings have varied considerably in ambition 23 and have
included residential, commercial, and industrial uses.24

THE PROBLEMS AND POSSIBILITIES OF LEASING

The Municipal Redevelopment Agency

Leasing cities have readily achieved redeveloper conformance with the re-
newal plan, insulation from most incidents of land ownership, and adequate
redeveloper responsibility through special lease provisions. Various require-

interest. See Piper v. Meredith, 83 N.H. 107, 139 AtI. 294 (1927); 84 C.J.S. Taxation
§ 95 n.61 (1954) (collecting cases). The nature of the lease and the language of the tax-
ing statute in any particular jurisdiction will be determinative of the appropriate theory.
Compare CAL. REV. & TAx. CODE § 104 (1956); CONN. GEN. STAT. § 12-64 (1958); ILL.
REv. STAT. ch. 120, § 507 (1957); MASS. ANN. LAWS ch. 59, § 11 (1953); N.H. REv.
STAT. ANN. § 73 : 10 (1955) ; PA. STAT. ANN. tit. 72, § 5453.201 (1954). When the lessee
has independent liability and does not merely assume that of the owner, the leasehold is
sometimes assessed at less than fee value. See De Luz Homes, Inc. v. San Diego County,
spra; Meade Heights, Inc. v. State Tax Comm'n, 95 A.2d 280, 284 (Md. 1953).

The policy reasons for refusing to tax lessees are absent when municipalities attempt
to tax their own long term lessees. Double taxation will not result because the city will
not tax itself. Since the lease is for a long period of time, only slightly greater adminis-
trative inconvenience will result from changes in ownership of a leasehold than from
changes in ownership of a fee. Assessment records can be readily kept up to date because
the city will always have notice of an assignment of the lease. As the taxing jurisdiction,
the city will have an interest in forwarding such information to the local tax assessor.
Furthermore, the city can enforce its tax claim against a delinquent lessee by re-entering
the premises where failure to pay taxes is a breach of the lease covenant or by foreclosing
on the leasehold interest where no covenant exists. Moreover, refusal of a court to allow
a municipality to levy real estate taxes on its lessees is futile since the municipality may
exact extra rent in lieu of taxes. Finally, to deny the city the privilege of taxing its
lessees would be to reduce the city's realty tax base-a result hardly justifiable when tax
administration is not significantly encumbered nor the lessee unjustly burdened by an
alteration of primary liability.

20. See notes 104-06 infra and accompanying text.
21. The population of the six leasing cities as of 1950 was: Murfreesboro-13,052;

Schenectady-91,785; New Haven-164,443; Washington--802,178; Baltimore-949,708;
Philadelphia-2,071,605. THE WoRLD AL AAC 271-87 (New York Telegram & The Sun
ed. 1959).

22. See New Haven and Murfreesboro, Redevelopment Questionnaire Responses.
23. They range from ten acres in Philadelphia and New Haven to thirty-four acres

in Murfreesboro. Redevelopment Questionmnire Responses.
24. See Redevelopmnent Questionnaire Responses.
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ments have thus been imposed upon redevelopers :25 strict adherence to re-
newal plan, design approval, conformance with applicable zoning ordinances,
covenants against racial discrimination, completion of construction before re-
conveyance of the leasehold interest, posting of insurance bonds guaranteeing
completion of improvements, 2 stipulated minimal progress on construction
during specified time periods,27 assumption of all tort liability,28 and payment
of realty taxes as if the land were held in fee. 2 9 Many of these provisions
are identical to the restrictive covenants included in redevelopment sale agree-
ments.30 Some are peculiarly necessary for leasing because of the greater need
to insure against the redeveloper's default prior to his establishing a substan-
tial equity in the improvement. All are essential to adequate land use control.
Additional limitations may tend only to impair the project's marketability.
Lease limitations may, in fact, prove more easily enforcible since termination
of the lease and re-entry by the agency may be a more effective sanction than
forfeiture under sale covenants.

The financial advantages which the six leading cities have realized are per-
haps most striking. Leasing has resulted either in project disposal when no
other firm bidders appeared or in a higher disposal price than any competitive
purchaser would have offered.31 And the local agencies can further increase

25. The requirements set out in text have all been imposed in Baltimore, New Haven,
and Washington. See also HHFA, Guide Form of Contract for Disposition of Land for
Private Redevelopment, Sept. 1957, §§ 3(c), 5, 12(a).

26. For other methods to protect against early default, see Wilson, Lease Security
Deposits, 34 COLUm. L. Ray. 426 (1934).

27. See Letter from Arlen T. St. Louis, Redevelopment Project Manager, Schenec-
tady, N.Y., to Yale Law Journal, Jan. 13, 1959, on file in Yale Law Library (absent such
provision, there is danger lessee will spend five years without construction and then
abandon project).

28. Ordinarily, when land is leased, the tenant bears most tort liability and the land-
lord is liable only for failure to disclose concealed dangerous conditions of which he has
knowledge or reasonable notice. 2 HARPER & JAMEs, ToRTs § 27.16 (1956). When the
premises are leased for admission of the public, the landlord has the higher duty of in-
specting and exercising reasonable care to guard against defects before transfer of the
premises. Johnson v. Zemel, 109 N.J.L. 197, 160 Atl. 356 (1932) ; see Goodman v. Harris,
40 Cal. 2d 254, 253 P.2d 447 (1953) (dictum). See generally James, Tort Liability of
Occupiers of Land (pts. 1-2), 63 YALE L.J. 144, 605 (1953-1954).

29. See note 19 supra and accompanying text.
30. See HHFA, Guide Form of Contract for Disposition of Land for Private Re-

development, Sept. 1957, §§ 3-12; Los Angeles, Cal., Community Redevelopment Agency,
Land Disposition Plan of Bunker Hill Urban Renewal Project 1958, p. 4.

31. For example, a professional redeveloper in New Haven who desired to lease in
the Oak Street project outbid Yale University, which sought to purchase. The success-
ful bid was $450,000 greater than the re-use value estimated by FHA. Interview with
Harold Grabino, Legal Counsel, New Haven Redevelopment Agency. In Murfreesboro
many redevelopers would not buy, but consented to lease. Redevelopment Questionnaire
Responses. In Washington, the redeveloper chose to lease because he sought a lower
equity investment. Ibid. The Baltimore Redevelopment Agency offered leasing to interest
small local redevelopers in the renewal project. Ibid. For the skill with which Baltimore
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their lease profits by use of the special loan guarantee provision of title I.
They can post the federal loan commitments as additional security, along with
local agency bonds, to obtain private loans at lower than federal interest
rates.32 Because of the additional security supplied the private financer by the
federal commitment, and the tax-free status of interest on redevelopment
bonds,3 3 local agencies can often get private financing at interest rates below
three per cent.3 4 Meanwhile, the agency charges the redeveloper a rental of
six or seven per cent of the sale value of the land and can exact full freehold
realty taxes. The difference between the rental rate and the expenses of bor-
rowing and management is profit to the municipality.35

Leasing also offers municipalities a peculiar financial advantage which can
not be provided by sale. The city retains the fee. Without options to purchase,
appreciation in land value will accrue to the public. Moreover, the municipal-
ity will avoid the cost of recondemnation if future redevelopment or rehabilita-
tion proves necessary. 36

has used long term leases to encourage investment in its projects, see COLEAN, RENEW-
ING OUR CITIES 135-36 (1953).

32. Murfreesboro and New Haven, Redevelopment Qiestionnaire Responses.
33. Interest from redevelopment agency bonds is tax exempt when the project re-

ceives federal assistance under title I of the National Housing Act. 63 Stat. 416 (1949),
42 U.S:C. § 1452(g) (1952). Local projects not carried out under the title I program
should also be tax exempt, under the general provisions of the Internal Revenue Code
which provide that interest on the obligations of a "political subdivision" of a state is
not subject to federal taxation. INT. REv. CODE OF 1954, § 103; see Helvering v. Gerhardt,
304 U.S. 405 (1938). In light of a clear Congressional policy of aiding redevelopment
projects by tax exemptions, local agencies should be regarded as 'political subdivisions"
for tax purposes.

Interest on the bonds of independent public agencies has been held tax exempt. See
Commissioner v. Shamberg's Estate, 144 F.2d 998 (2d Cir. 1944) (Port of New York
Authority bonds). Municipal bonds for a public purpose are tax exempt even though
they provide incidental profit to the municipality and private enterprise. Rev. Rul. 54-106,
1954-1 Cum. BULL. 28 (revenue bonds to purchase and develop industrial sites for lease
to private enterprise). Redevelopment has been characterized as having a public purpose.
Berman v. Parker, 348 U.S. 26, 33-34 (1954) ; People ex rel. Gutknecht v. Chicago, 3
Ill. 2d 539, 121 N.E.2d 791 (1954) ; State ex rel. Fatzer v. Urban Renewal Agency, 179
Kan. 435, 296 P.2d 656 (1956); Kaskel v. Impellitteri, 306 N.Y. 73, 115 N.E.2d 659
(1953). Contra, Adams v. Housing Authority, 60 So. 2d 663 (Fla. 1952); Edens v.
Columbia, 228 S.C. 563, 91 S.E.2d 280 (1956).

34. iSee note 63 infra.
35. See Murfreesboro and New Haven, Redevelopment Questiomnaire Responses.

But one California redevelopment agency, which preferred to remain nameless, reported
that it was having difficulty in obtaining information about the procedures for obtaining
definitive loans.

36. HHFA, LOCAL PUBLIC AGENCY MANUAL pt. 2, ch. 7, § 1, at 1-2 (1955). Ac-
quisition costs may be as much as four times the cost of construction. See HARTFORD
COMMISSION ON THE CIrY PLAN, REPORT TO THE COMMON COUNCIL ON THE REDEVELOP-
MENT OF RESIDENTIAL AREAS IN HARTFORD, CONNECTICUT 20, 38 (1945). See also HHFA,
URBAN RENEWAL PROJECT .CHARACTERISTICS 12 (Dec. 31, 1957). Of course, the ratio of
acquisition cost to construction cost will vary considerably with the nature of the new
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Inexperience, unfamiliarity and fear of venturing into the untested best ex-
plain why leasing has not gained greater acceptance. Some redevelopment
agencies which rely exclusively upon sale have expressed concern lest leasing
impose burdensome management responsibilities and prevent early termination
of agency functions.37 The six cities now leasing redevelopment land have
found these apprehensions groundless. They expect to make rental collections
themselves with little effort and rely on collection by other local officials in
the event of the agency's termination.38 Policing problems have not yet oc-
curred, and there is no reason to assume that policing will be more difficult
under lease than sale.3 9 A few officials have voiced philosophical disapproval
of municipal land ownership despite the favorable provisions of title 1.40 This
criticism seems somewhat myopic in light of the length of redevelopment leases
and the many restraints already attending the "sale" of renewal land. Cries
of "bureaucracy" or "socialism" have notably not arisen.41 Indeed, corre-

improvements. Regardless of the relationship to construction costs, acquisition costs are
likely to be greater than the fair market value of the condemned realty because of gen-
erous jury awards and the policy in some jurisidctions of compensating condemnees for
loss of good will, moving expenses and other incidental damages. See Comment, Eminent
Domain Valuations in an Age of Redevelopment: Incidental Losses, 67 YALE L.J. 61
(1957). By making recondemnation easier, leasing may also eliminate future litigation
preventing prompt implementation of renewal plans. See Bahr -Corp. v. O'Brien, Conn.
L.J., March 17, 1959, p. 5. On condemnation of the lessee's interest in case the city wishes
to renew prior to expiration of the lease, see note 45 infra.

37. See, e.g., Letter from Harrisburg, Pa., Redevelopment Authority to Yale Law
Journal, Oct. 8, 1958, on file in Yale Law Library (sale preferred because project ad-
ministration simplified, completion expedited, and redeveloper bound by restrictive use
covenants) ; Concord, N.H., Redevelopment Questionnaire Responses ("a redevelopment
authority is created to acquire, clear and dispose of land not to manage it . . . . [T]he
finality of a sale is the most important factor."). The risk of possible unnecessary bor-
rowing was another serious objection voiced by local officials. See Letter from Columbus,
Ohio, Redevelopment Agency, to Yale Law Journal, Oct. 7, 1958, on file in Yale Law
Library (sale conserves limited bond funds) ; Huntsville, Ala., Redevelopment Question-
naire Responses (leasing rejected because it prolongs recovery of original investment).

38. See Murfreesboro and New Haven, Redevelopment Questionnaire Responses; cf.
N.Y. PUBLIC HOUSING LAW § 457 (,Supp. 1958).

39. Interview with Harold Grabino, Legal Counsel, New Haven Redevelopment
Agency, Feb. 11, 1959.

40. See Letter from Norman P. Mason, then Federal Housing Commissioner, to
Yale Law Journal, Nov. 6, 1958, on file in Yale Law Library. Mr. Mason indicated,
however, that the FHA would cooperate with lease proposals where that method of land-
holding was entrenched in local practice. See also Redevelopment Questionnaire Responses
from Johnson City, Tenn., Nashville, Tenn., Middletown, 'Conn., Hartford, Conn., and
Alaska (which has one central redevelopment agency).

41. Only three local agencies mentioned that these factors were given even minimal
consideration. See Redevelopment Questionnaire Responses from Hamilton, Ohio (popu-
lar disapproval of municipal landownership), Richmond, Cal. (distrust of local officials
and hostility to public landownership minor considerations), and Newport, Ky. (fear of
local political interference with land occupier's rights, but sale preferred primarily be-
cause of belief that leasing would impose unduly heavy financial obligations on city).
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spondence reveals that often leasing was not affirmatively rejected. Instead,
oversight or unfamiliarity prevented it from being seriously considered. 42

In examining leasing's practicability, cities must consider possible special
risks not incurred by selling, as well as immediate and long-range financial
implications. Leasing shifts certain risks to the municipality which it would
not sustain under sale. Primary among these are the dangers of redeveloper
default prior to erecting the improvement, bankruptcy or default after sub-
stantial construction is performed, and total project failure. If the redeveloper
defaults on rental payments, the municipal recovery of the price of the land
may be seriously prolonged. Default may indicate that the city's land price was
too high. Subsequent lessees will, therefore, take the land at a lower rent.
Moreover, under sale, full land payment is made on delivery of the deed. But
when a lease is delivered, the city is likely to have at most a year's prepaid
rents and a construction bond. Therefore, the city does not gain satisfactory
security until improvements are erected. At that time, bankruptcy or default
is no greater risk under lease than under sale, since the market value of the
improvements will cover losses sustained by delay in finding a new builder
and the lower rent he will demand. To some extent, cities can protect them-
selves in the period between lease execution and the erection of satisfactory
improvements through lease provisions permitting the redeveloper's mortgagee
to cure rental delinquencies. 43 But the leasehold mortgagee is likely to forego
assumption when no sizeable advances have been made. In the event of the
redeveloper's bankruptcy and the mortgagee's refusal to assume rental pay-
ments, the lessor municipality may still be partially protected by its statutory
priority, which is senior to the mortgagee's, for a portion of the rentals due.44

42. Of 72 agencies which responded, 24 said that leasing had not been considered.
See also Letter from John D. Borah, Executive Director, Hamilton, Ohio, Urban Re-
newal Agency, to Yale Law Journal, Oct. 7, 1958, on file in Yale Law Library, deploring
the lack of information on the subject.

43. See Kelly, Some Aspects of Leasehold Financing, 33 NoTRE DAME LAW. 34
(1957).

44. If the mortgagee fails to foreclose and pay rents, the agency may terminate the
lease and destroy the mortgagee's security. See Law Center, Inc. v. Trust Co., 84 N.Y.S.
2d 577 (Sup. Ct. 1948) ; Anderson, The Mortgagee Looks at the Ground Lease, 10 U.
FLA. L. Ray. 1, 5-6 (1957) ; Kelly, supra note 43, at 35. The mortgagee may then only
have an unsecured claim, without priority. Stock v. German Catholic Press Co., 230 Pa.
127, 79 AtI. 414 (1911).

The municipality-landlord may have a statutory lien under state law, which is valid
in bankruptcy. See Bankruptcy Act § 67(b), 30 Stat. 564 (1898), as amended, 11 U.S.C.
§ 107(b) (1952) [hereinafter cited as Bankruptcy Act § 0, 11 U.S.C. § 0]. The land-
lord's claim would only be provable to the extent of delinquent rents and anticipatory
damages for one year. Bankruptcy Act § 63(a)(9), 1.1 U.S.C. § 103(a)(9) (1952).
Satisfaction would be postponed until the payment of first- and second-priority claimants.
Bankruptcy Act § 67(c), 11 U.SC. § 107(c) ('Supp. V, 1958).

If state law gives a priority rather than a lien, the city's claim would have fifth
priority. Bankruptcy Act § 64(a) (5), 11 U.S.C. § 104(a) (5) (1952). If the trustee enters
the premises temporarily and then rejects the lease, a claim for rents from the trustee
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Leasing can also insulate the city from the heavy expenses of recondemna-
tion and clearance which would be necessary to salvage an ill-conceived pro-
ject after sale. 45 The city could automatically recover the land on the lessee's
default. Thus, in the event of total project failure, the municipality may be in
a more advantageous position than under sale.

Most significantly, the rental payments themselves constitute a new and
regular source of municipal revenue, 4

6 relatively unfettered by external con-
trol.47 To gain this new income, however, municipalities must often borrow

in early project years to meet the heavy obligations which would have been
discharged by immediate recovery of the sale price.48 Otherwise, the local
budget will be seriously out of balance.

But local borrowing is restricted by municipal debt limits which create two
additional problems in the context of redevelopment leasing. First, leasing
may reduce the city's borrowing power if courts rule that leased redevelop-
ment property, because publicly owned, is not to be included in the "taxable
realty" against which the municipal debt limit is computed.49 Since redevelop-

for use and occupancy of the land will have first priority, as a cost of administration.
Bankruptcy Act § 64(a),(1), 11 U.S.C. § 104(a) (1) (Supp. V, 1.958); In re Automo-
tives Co., 7 F. Supp. 614 (N.D. Ohio 1922).

45. The agency could retake the land automatically when the lease terminates, con-
demn before termination at the lower costs of taking a leasehold instead of a fee, or use
renewal option clauses to give tenants an incentive to redevelop on their own.

Although the municipality already owns an interest in land, it may condemn outstand-
ing interests in a case where condemnation is otherwise proper. See City of Los Angeles
v. Pomeroy, 124 Cal. 597, 57 Pac. 585 (1899); City of Milwaukee v. Schomberg, 261
Wis. 166, 52 N.W.2d 151 (1.952). A city can also condemn land owned by an independent
public authority and leased privately. City of Chicago v. Sanitary District, 272 Ill. 37,
111 N.E. 491 (1916). Redevelopment leases may provide for pro-ration of a condemna-
tion award between the lessor and lessee. 'See Philadelphia Redevelopment Authority,
Lease Agreement art. XI; and Washington, D.C., Redevelopment Land Agency, Lease
Agreement § 212, on file in Yale Law Library. On the use of renewal options to encour-
age private redevelopment see text at notes 124-25 infra.

46. Taxes, grants-in-aid, and public service revenue currently constitute over 83% of
total municipal income. No other source accounts for more than 3%, and lease income in
most cities makes up less than 1% of the budget. See U.S. CENsus BuREAu, SUMMARY

OF GOVERNMENTAL FINANCES IN 1.955, at 20 (1956); Comment, 68 YALE L.J. 335 n.1
(1958). But see Dallas, Redevelopment Questionnaire Responses (rents and fees accounted
for 3% of city's income in fiscal year 1955-1956).

47. Political pressures make tax increases difficult. Legal restrictions are also pre-
valent. E.g., ARK. CoNsT. art. XII, § 4; COLO. REV. STAT. ANN. § 137-6-43 (1953) ; IND.
STAT. ANN. §§ 64-309, 64-311, 64-314 (1951); MINN. STAT. ANN. §§ 275.09(3), 275.10-.12
(Supp. 1958) ; PA. STAT. ANN. tit. 53, § 6851(c) (?Supp. 1958). Grants-in-aid are special
purpose donations and can be applied only to the purposes for which they are extended.
PFIFFNER, MUNICIPAL ADMINISTRATION 89 (1940)

48. See Baltimore, Murfreesboro, New Haven, Philadelphia, Schenectady, and Wash-
ington, Redevelopment Questionnaire Responses.

49. Most states limit the debt of counties and municipalities to a percentage of the
value of taxable property within their bounds. E.g., IOWA CONsT. art. 11, § 3; ILL. Ray.
STAT. ch. 1d3, § 44 (1957); OHIO REv. COPE ANN. § 133.03 (Page Supp. 1958); see
State ex rel. Harrington v. Pompano, 136 Fla. 730, 188 So. 610 (1938) ; Campbell v. Red
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ment land is likely to be in the heart of the city, where assessed values are
highest, removal of this property from the Grand List of taxable realty would
be critical. This problem has not yet been raised. If "taxable realty" is con-
strued to mean real property which the city may tax,60 redevelopment prop-
erty would ordinarily be included, since most municipalities will be able to tax
the leased realty to the lessee on its freehold value. 51 Courts might, even in
the absence of specific municipal taxes, reasonably conclude that a portion of
rental income from land is functionally equivalent to tax income. They could
then hold leased redevelopment land includable in the Grand List. If "taxable
realty" is construed to mean only land taxable by other governmental organs,r2

"public property privately used" may be taxable by the state, and redevelop-
ment realty would easily fit into the Grand List. In such circumstances, the
lease could provide that the lessee would assume the municipality's tax obliga-
tion to the state or county. But if all municipally owned land is exempt from
state or county taxation, a statute compelling the conclusion that only prop-
erty taxable by state or county is relevant to debt limit computation would be
an unrealistic impediment upon municipal finance. Non-taxable but income-
producing municipal realty should be included in the computation base because
rental revenue reduces municipal dependence on general real estate taxation,
and is consistent with the primary purpose of debt limits-confining borrow-
ing to the city's ability to repay.53

Bud Consol. School Dist., 186 Ga. 541, 198 S.E. 225 (1938) ; Williams v. School Dist.
No. 32, 56 Wyo. 1, 102 P.2d 48 (1940) ; Morris, Evading Debt Limitations with Public
Building Authorities: The Costly Subversion of State Constitutions, 68 YALE Lj. 234,
241 (,1958).

A few states include on the municipal grand list the assessed value of all local realty,
whether taxable or exempt. See CAL. GOV'T CODE ANN. § 43605 (Supp. 1958); CONN.
GEN. STAT. § 7-374 (1958).

50. See Monroe County v. County Debt Comm'n, 247 S.W.2d 507 (Ky. 1952); State
ex rel. Village of Oak Hill v. Brown, 125 Ohio St. 171, 180 N.E. 707 (1932).

51. See note 19 supra and accompanying text.
52. Cf. Windsor v. City of Des Moines, 110 Iowa 175, 81 N.W. 476 (1.900) (holding

that debt limit is to be computed against property taxable by state, even though city can-
not tax it); L. L. F. Realty Co. v. Fuchs, 273 App. Div. 111, 75 N.Y.S.2d 356 (1947).

53. See Keller v. Scranton, 200 Pa. 130, 49 At. 781 (1901) ; Decatur v. Auditor of
the City of Peabody, 251 Mass. 82, 146 N.E. 360 (1925). The prevention of extravagant
municipal investment in railroads and public improvements as well as the curtailment of
corruption were original purposes of debt limits. Williams & Nehemkis, Municipal Im-
provements as Affected by Constitutional Debt Limitations, 37 CoLUM. L. REV. 177-79
(1937).

The constitutions of forty-two states impose municipal debt limits. COUNCIL OF STATE
GOVERNMENTS, PUBLIC AuTH oriEs ix THE STATES app. A, pp. 15-17 (1953). Seven im-
pose debt limits by statute. CONN. GEN. STAT. § 7-374 (1958) ; DEn.. CODE ANN. tit. 2,
§ 923 (1953) (limit on borrowing for airport construction) ; MAss. ANN. LAWS ch. 44,
§ 10 (Supp. 1958); Miss. CODE ANN. § 3598-02 (.1.957) ; N.H. REV. STAT. ANN. § 33:4a
(Supp 1957); TENN. CODE ANN. § 6-912 (1955); VT. STAT. § 3696 (1948). The Mary-
land Constitution authorizes the legislature to set municipal debt limits. MD. CoNsT. art.
XI-E, § 5; cf. MD. ANN. CODE art. 31, § 11 (1957) (fixing method and time of matur-
ing bonds).

1436 [Vol. 68:1424



1959] LONG-TERM LEASING IN URBAN RENEWAL

The second problem created by borrowing to cover the income which would
have immediately accrued upon sale of the project land is that the amount
borrowed, when added to existing debts, may put the city over its debt limit
even if the limit itself remains unchanged. 4 This result is not inevitable, how-
ever. State redevelopment statutes often specifically exclude redevelopment
bonds from municipal debt limits.m5 Many municipalities have evaded debt
limits by engaging in urban renewal through independently incorporated re-
development authorities r0 whose bond issues are not deemed part of the
municipal corporation's obligations. Where neither statutory exemptions are
granted nor independent authorities created, debt-ridden municipalities may
still avoid borrowing limitations by issuing revenue bonds, secured only by
income from the leased property, and not by the full credit of the city. Rev-
enue bonds, as distinguished from full-faith-and-credit bonds secured by the
city's tax revenues, are not usually subject to debt limitations.57

If debt-limit restrictions are overcome, the financial practicability of leasing
would depend on whether the city's rental income during the borrowing period
exceeds the added costs of special borrowing and land management.

Leasing will be more advantageous to the municipality when the margin
of all rental payments over leasing costs exceeds any profit that could be
derived immediately upon an outright sale. Ordinarily, the sale price is less
than gross project costs, 8 and therefore produces no profit. Of the resulting
deficit (net project costs) the federal government will only pay two-thirds,
under title I. The city must pay the remaining one-third unreimbursed. Thus,
even with federal assistance, the city's costs will exceed its immediate intake.

54. See Note, Urban Renewal, 72 H~Av. L. REv. 504, 512 (1959).
55. See, e.g., CAL. HEALTH & SArT CODE ANN. § 33914 (1955); CoNN. GEN.

STAT. § 8-134 (1958); HAwAII Rv. LAws § 143-16(b) (.1955); ILL. R y. STAT. ch. 67%,
§ 88.1(b) (1957); PA. STAT. ANN. tit. 35, § 1713 (1949); TEx. REv. Civ. STAT. ANN.
art. 12691-3, § 15(d) (Supp. 1958).

56. Public authorities are currently the conventional form for financing public works
projects. See Message from the President of the United States, H.R. Doc. No. 84, 84th
Cong., 1st Sess. 3 (1955). See also Morris, supra note 49, at 235. To avoid debt limits,
the redevelopment agency must be an independently incorporated authority, and not one
of the public corporate entities enumerated in the debt limit provision. Walinske v. De-
troit-Wayne Joint Bldg. Authority, 325 Mich. 562, 39 N.W.2d 73 (1949); In re New
York City Housing Authority v. Muller, 270 N.Y. 333, 1 N.E.2d 153 (1936). The munici-
pality still has an obligation to pay all debts of the Authority, regardless of the latter's
earnings. Williams & Nehemkis, supra note 53.

57. See Interstate Power Co. v. Town of McGregor, 230 Iowa 42, 296 N.W. 770
(1941) ; Carr v. Fenstermacher, 119 Neb. 172, 228 N.W. 114 (1929) ; Butler v. City of
Ashland, 113 Ore. 174, 232 Pac. 655 (1925); WEBSTER, URBAN PLANNING AND MUNICI-
PAL PuBLIc POLIcY 329 (1958) ; Morris, supra note 49, at 250-63; Magnusson, Lease-
financing by Municipal Corporations as a Way Around Debt Limitations, 25 GEo. WASH.
L. REv. 377, 390-91 (1957); Note, The Special Fund Doctrine and Revenue Bond Fi-
nancing in South Carolina, 8 S.C.L.Q. 221 (1955). But see Walinske v. Detroit-Wayne
County Joint Bldg. Authority, supra note 56.

58. Johnstone, The Federal Urban Renewal Program, 25 U. CHI. L. REv. 301, 320
(1958).
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In the unlikely event that sale proceeds exceed cost, the city contemplating
leasing would not have to take into account possible income from outside in-
vestment of the sale revenue. Political considerations would dictate that the
funds be used to offset a tax reduction or to pay existing debts. Further,
municipalities are not always free to invest in profit-making ventures uncon-
nected with public services.59 Nor should the future taxes to be derived from
sold realty be taken into account. Since leased land may be taxed at freehold
rates, realty tax revenue can be the same whether the land is sold or leased.

Rental income will normally return a profit over borrowing and manage-
ment costs. The total of special borrowing required by leasing need not be
more than the amount that would have immediately accrued had the land been
sold, plus any increased local responsibility caused by reductions in the amount
granted by the federal government.

In fact, the capitalized value of the lease is usually greater than the total
amount of special borrowing. The lease value will often be greater than the
highest sale bid.60 Under leasing, the capitalized rental value, rather than the
sale price, will be subtracted from gross project costs to obtain net project
costs.6' The federal grant equals two-thirds of the net project costs. Since the
amount subtracted from gross project costs to achieve net project costs will
be greater, net project costs, and, of course, the federal two-thirds share will
accordingly be smaller. The federal grant will thus be decreased (and the city's
extra borrowing increased) by only two-thirds of the difference between the
capitalized value of the lease bid and the highest sale bid, or, two-thirds of
the difference between net project cost under sale and under leasing. The capi-
talized lease bid, therefore, will be greater than the lost sale recovery, which
it subsumes, plus the increased local outlay resulting from a lower federal con-
tribution. [Symbolically, L (,Capitalized Lease Value) = S (Sale Bid) + D
(Difference between L and S) ; .*. S + D>S + 2Y D.]

If satisfactory leasehold financing can be secured, redevelopers can afford
a rental equal to five or six per cent of the capitalized value of the lease. 2

Borrowing costs will range between two and four per cent of the amount ex-

59. See COLO. Rsv. STAT. ANN. § 83-1-1 (1953); N.Y. GEN. MUNIcIPAL LAW § 6-f.
But public funds may be expended on municipally-owned facilities which would ordinarily
be privately operated. State ex rel. Beck v. Kansas City, 148 Kan. 623, 84 P.2d 409 (1933)
(food market).

60. See note 31 supra.
61. See note 18 supra and accompanying text. See also HHFA, UPBAN RENEWAL

MANUAL pt. 1, ch. 8, § 8 (1959).
62. If the sale price of the land were $100,000, a fee mortgagor might obtain a loan

of $90,000 for twenty years. His annual payments of 5% interest would be $6,588-6.6%
of the sale price. See FINANCIAL PUBLISHING CO., PAYIENT TABLE FOR MONTHLY

MORTGAGE LOANS 75 (1955). The lessee usually can afford rents greater than the fee
mortgage payments because of the special tax advantage from leasing. See notes 70-72
infra. New Haven has charged a rental of 6% on the highest bid; Schenectady asked
approximately 5%, and Baltimore only 4Y2%. Redevelopiwnt Questionnaire Responses.
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tended,63 and the security furnished by the federal definitive loan commit-
ment may ensure the lowest possible rates. Similarly, when cities redevelop
independently of title 1,64 equally low rates should be obtainable if the leased
land is put to residential use: the Federal Housing Administrator can guar-
antee mortgages on municipally owned land when the land is used residential-
ly,65 thus replacing the added security of the definitive loan. Management ex-

63. During 1958, average yields on long term (twenty year), tax-free municipal
bonds ranged from 3.12% to 3.74%. Yields on tax-free, ten year municipal bonds during
1958 ranged three-tenths to four-tenths of a point below yields on comparable twenty year
bonds. MOODY, MUNICIPAL & GovRNIENT MANUAL a23 (blue pages 1959). It is unclear
whether local public agencies can use federal definitive commitments to guarantee short
term commercial loans with their comparatively lower interest rates, or if local agencies
are confined to obtaining long term private loans. See note 16 supra. The federal defini-
tive guarantee may cause interest rates on local agency bonds to be even lower than the
other municipal yields cited above. Although both ordinary municipals and local agency
bonds are tax free, only the agency bonds are federally secured.

64. Two leasing redevelopment agencies have issued bonds to finance their share of
renewal costs without a federal definitive loan commitment. Philadelphia, on September 1,
1951, issued $1,700,000 worth of bonds with maturity periods ranging from 12 to 40 years,
and bearing interest at from 3% to 37%, depending upon the maturity date. The bonds
were secured by a first mortgage on, and payable solely from, the property and revenues
of the East Poplar No. 2 project. No federal definitive loan commitment existed. Phila-
delphia, Redevelopnent Questionnaire Responses. The bond trustee was the Provident
Tradesmens Bank & Trust Co. of Philadelphia. MooDY, MUNICIPAL & GOVERNMENT
MANUAL 2034-35 (1959).

The Pittsburgh Urban Redevelopment Authority, on November 1, 1958, issued $1,975,-
000 worth of renewal bonds which were purchased by the private investment house of
Arthurs, Lestrange & Co., Pittsburgh, and re-offered at yields ranging from 2% to 3y4%.
The bonds were payable solely from revenues derived from the lease of an Auditorium
site to the Public Auditorium Authority of Pittsburgh and Allegheny County at an an-
nual rental of $100,266. Further security was an agreement by the city of Pittsburgh and
Allegheny County to make annual grants to the Auditorium Authority in amounts suffi-
cient to cover any deficit in rental payments. The United States had also agreed to pur-
chase bonds issued by the Pittsburgh Redevelopment Authority prior to the 1958 series
in amounts sufficient to pay the principal and interest on the 1958 issue, although there
was no federal definitive loan commitment. The purpose of the 1958 issue was to obtain
money to retire the preliminary loan notes incurred to acquire the auditorium site. Id. at
2035.

65. 48 Stat. 1252 (1934), as amended, 12 U.S.C. § 1713(b) (1) (Supp. V, 1958).
Whether or not FHA has so far insured municipal mortgage bonds is not known.

Despite its ambiguous wording, 62 Stat. 1207 (1948), 12 U.S.C. § 1717(b) (Supp. V,
1958) (forbidding the Federal National Mortgage Association to purchase mortgages
which cover "property held by . . . a . . . municipal instrumentality"), would not bar
FNMA purchase of leasehold mortgages when the lessee is a private party. The purpose
of this section was to prevent state and local governments from using FNMA funds to
finance direct local government programs. Thus, the project would be eligible for FNMA
purchase if the lessee is a separate legal entity and not governmentally owned or con-
trolled. Letter from J. S. Baughman, President, FNMA, to Yale Law Journal, April 6,
1959, on file in Yale Law Library.
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penses should not add more than one-half per cent to the cost of leasing.,,
Since the conventional ground rental rate is rarely less than five per cent 07

and borrowing and management costs will not exceed 42 per cent, rentals
will usually produce a profit.

The Private Redeveloper

Redevelopers may also find leasing more profitable than sale. By leasing,
redevelopers can devote equity capital to other, more profitable uses and may
deduct rental payments as business expenses from their taxable income. Equity
capital is initially conserved because leasing functions as a 100 per cent mort-
gage on the land, in which a hypothetical mortgagee advances the entire pur-
chase price.68 Thus the necessity of any immediate payment by the redeveloper
to the agency is eliminated. Since the ordinary mortgage equals no more than
two-thirds of the purchase price, the redeveloper' must use his own capital to
pay the remaining one-third.69 The long-term tax benefits of leasing stem from
the fact that all rental payments are deductible from income, while only much
smaller interest payments would be deductible if the land had been purchased
with mortgage money. 0 At the same time, the redeveloper who 'builds on a
long-term leasehold retains the right to claim depreciation on his improve-
ments,71 and to treat gains or losses from transfer of his property as capital

66. Since the local agency's only duty under a net lease will be to collect rents, the
cost of this function will be slight. New Haven, for example, has allowed /49% for land
management. Interview with Harold Grabino, Legal Counsel, New Haven Redevelopment
Agency, Feb. 1.1, 1959. See also NORTH, REAL ESTATE SELLING AND LEASING 522 (1938).

67. The standard rate is 6%. It represents the normally expected interest rate on in-
vested debt capital for the term. See Free, The Appraisal of Sanduich Leases in EDUCA-

TION COMMITTEE, AMERICAN INSTITUTE OF REAL ESTATE APPRAISERS, REAL ESTATE AP-
PRAIsAL PRAcTICE 563, 567 (1958). This interest rate varies, and ground rents follow. In
Baltimore, for example, rent is based on a rate of only 4%. Redevelopment Questionzaire
Responses. Municipal lease rents need not fluctuate with investment interest rates, since
the redeveloper's borrowing rate, not the municipality's investment rate would be control-
ling. See note 62 supra.

68. BINGHAM & ANDREWS, FINANCING REAL ESTATE 135 (1924).
69. Ibid. But the lessee may be required to furnish a bond equal to at least two

years' rent and taxes. MCMICHAEL, HOW TO MAKE MONEY IN REAL ESTATE 117 (1924).
In New Haven the leasing private redeveloper was required to post a cash deposit to as-
sure acceptance of possession. Once possession was transferred, the deposit was returned
and a personal indemnity agreement with FHA was accepted as a guarantee of com-
pletion of the improvements. Interview with Harold Grabino, supra note 66.

70. See Woodward v. United States, 208 F.2d 893 (8th Cir. 1953) ; Dorzback v. Col-
lison, 195 F.2d 69 (3d Cir. 1952) ; J. Alland & Bro. v. United States, 28 F.2d 792 (D.
Mass. 1928); Texarkana Cotton Oil Co., 1 B.T.A. 1142 (1925); INr. REv. CoDE OF 1954,
§§ 162(a) (3), 163(a). See note 122 infra, discussing the possible adverse effect of the
presence of options to purchase.

71. See Rev. Rul. 54-579, 1954-2 CuM. BULL. 91. A long-term lease may simplify
depreciation deductions by fixing a period during which the improvement may be fully
depreciated. The lessee may depreciate the improvement over the useful life of the asset
or the term of the lease, which ever is shorter. Duffy v. Central R.R., 268 U.S. 55, 62
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items.72 And, with the use of renewal or purchase options, those local re-
developers who desire permanent tenure at a good-will location can be satis-
fied.

Assuming a redeveloper who wishes to retain control of the realty for a
relatively long period, both his decision to accept a municipal lease and the
amount of rent which he can afford to bid depend upon his estimate of the
comparative profitability of purchasing and leasing at particular prices. The
ratio of a redeveloper's net income to his total equity commitment is generally
controlling in making this determination. 73 The redeveloper will usually prefer
leasing if it returns more net income per dollar of equity capital than pur-
chase. Since leasing in effect provides the redeveloper with a 100 per cent
mortgage on the land, it holds out the prospect of a reduction in his immediate
equity investment and consequently may portend an increase in his income-
equity ratio. An added return may be illusory, however, if the alleged security
risks entailed in leasing 74 result in less advantageous construction financing.

(1925); Fishing Tackle Products Co., 27 T:C. 638 (1957). Treas. Reg. § 1.167(a)-4
(1956). If the lease contains a renewal option, depredation becomes more complicated.
If such an option exists, the lessee may amortize the cost of the improvement over the
initial lease term in only one of three cases: if the unexpired part of the initial term is
at least 60% of the useful life of the improvement, INT. REV. CODE OF 1954, § 178; if,
although the unexpired term is less than 60% of the improvement's life, the lessee can
show with a reasonable degree of certainty that neither he nor his assignee will exercise
the renewal option, Jos. N. Neel Co., 22 T.C. 1083 (1954); Hens & Kelly, Inc., 19 T.C.
305, 325 (1952) (dictum); or if, the lessee has an option to renew and the rental for
the renewal period is to be based on a reappraisal of the property, 353 Lexington Ave.
Corp., 27 B.T.A. 762 (1933); Allen W. Hinkel Dry Goods Co., 10 B.T.A. 228 (1-928).

72. Walter H. Sutliff, 46 B.T.A. 446 (1942). Amounts received by a lessee for can-
cellation of a lease are also given capital treatment, providing the leasehold is held a
capital asset. INT. REV. CODE OF 1954, § 1241. Regardless of whether he holds land in fee
or on a lease, a professional redeveloper who looks to early resale of his interest may be
denied capital gain treatment. In his hands, the leasehold may not be considered a capital
asset because he holds it as the stock in trade of a real estate dealer rather than for in-
vestment purpose. See Mauldin v. Commissioner, 195 F.2d 714 (10th Cir. 1952).

73. See WINNICK, RENTAL HouSING: OPPORTUNITIES FOR PRIVATE INVESTMENT 103
(1958). For one analysis of how to measure return on capital, see GREDLER, EXPERIENCE
IN URBAN REAL ESTATE INVESTMENT 109-40 (1955).

74. The widespread default during the depression on millions of dollars of leasehold
bonds has contributed to the fear of such security. H.R. REP. No. 35, 74th Cong., 1st
Sess. 1 (1935); RoTHSCHmILD, SOME LEGAL AsPECTs OF REAL ESTATE FINANCE 1-14
(1937). Leasehold financing has also been associated with speculative ventures such as
oil and gas extraction. See Loss, SECURITIES REGuLATION 306-16 (,1951.). On suggestions
for eliminating abuses in leasehold bonds, see SAIERSTmN, REAL ESTATE BOND ISSUES
OF THE FuTURE 4-8 (1935). See also Letter from the New York Life Insurance Com-
pany to Yale Law Journtal, Dec. 17, 1958, on file in Yale Law Library (mentioning the
financer's risk of foreclosing in the event of the lessee's default and being placed in the
position of a managing, rent-paying tenant) ; Letter from the Bowery Savings Bank to
Yale Law Journal, Dec. 18, 1958, on file in Yale Law Library (setting forth the mini-
mum requirements of a leasehold necessary to provide sufficient security for such an in-
vestment).
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Unfavorable leasehold financing may decrease net income by requiring either
higher mortgage payments or extra equity investment in improvements.75

Second, even if a redeveloper's equity investment is reduced, leasing may still
be unattractive if the excessive rental payments unduly lower his net income.
Third, both immediate equity savings and a favorable income-equity ratio
during the period when an owner-redeveloper would have made mortgage
payments may be counter-balanced by the value of rental payments made be-
tween the time when a fee mortgage loan would have been fully repaid and
the end of the lease period plus loss of the property at the end of the term.
Finally, even if the equity savings bring a higher percentage return on the
particular redevelopment undertaking, the redeveloper may elect not to exploit
this advantage if investment alternatives are not available for the use of his
conserved equity.76

Given improvement financing on terms equal to those under sale, the follow-
ing example shows the inter-relationship of the factors determining whether
leasing will be desirable to a redeveloper: rental price; net income during the
period when a fee mortgage would, alternatively, have been amortized; equity
saving; lessor's reversion; rent after the alternative loan would have been
repaid; and investment opportunities. Assume that the highest total bid that
the redeveloper can make for the land is $100,000 and the cost of construc-
tion is $900,000. A ninety per cent, thirty year fee mortgage would give him
$900,000 in loan and require him to commit $100,000 of his own funds. Of
his immediate personal investment, $10,000 would be attributable to land ac-
quisition and $90,000 to the cost of construction. At an FHA interest rate of
5Y4 per cent,7 the redeveloper's annual fee mortgage payments allocable to
the $100,000 purchase price would be $6,364-.80. 78 On the other hand, if the
rental rate were six per cent of a comparable $100,000 capitalized rental bid
for a fifty-year lease he would pay only $6,000 rent per annum. Leasing
would thus increase annual net income (i.e., decrease annual expenses) by
$364.80, in addition to earnings from investing the $10,000 equity saving else-
where. If the annual net income of the purchasing redeveloper were $25,000.
he would realize a twenty-five per cent return on his initial $100,000 invest-
ment. Since the redeveloper who leases would save $364.80 on land payments,

75. Both of these results may occur if a leasehold mortgage is more expensive than
a fee mortgage and covers a lower percentage of value. See Letter from Prudential In-
surance Company of America to Yale Law Journal, Dec. 24, 1958, on file in the Yale
Law Library (charges higher interest and lends only 50% of value on leaseholds; lends
66% to 75% on fees).

76. See COHEN, LONG TRM LEAsEs 74 (Mich. Bus. Studies, ser. 11, No. 5, 1954);
Haar, Government Credit and Private Housing: The Mass Financing Dilemma, June
1958, pt. III, at 10 n.3 (unpublished manuscript in Yale Law Library).

77. The 5/4o% figure is based upon an interest rate of 5 4% for mortgages under
§ 221 of the National Housing Act. See P-H FED. Ains TO FINANCING 1 11621.19 (April
18, 1958). An extra %2% is allowed for insurance premiums. Id. It 11603.13.

78. See FINANCIAL PUBLISHING Co., PAYMENT TABLE FOR MONTHLY MORTGAGE

LoA Is 150 (1955).

1442 [Vol. 68:1424



1959] LONG-TERM LEASING IN URBAN RENEWAL

he would increase his annual return to $25,364.80. This sum would constitute
a 28.2 per cent return on his initial investment-the $90,000 share of construc-
tion costs not furnished by the mortgagee. Thus, over the alternative fee mort-
gage period, a leasing redeveloper would realize an additional 3.2 per cent on
his original investment. If the added annual income during the amortization
period of the fee mortgage and the $10,000 equity savings were capitalized
over the period of a fifty-year lease at a standard rate of six per cent, the
redeveloper would have approximately $275,500 79 at the end of the lease. He
may, however, suffer special losses by leasing. The appreciated value of the
reversion at the end of the lease may be estimated at $600,000,80 and the
capitalized value of the $6,000 annual rental payments for the twenty-year
period from the end of the alternative fee mortgage to the end of the lease
would be $183,540.81 In these circumstances, leasing apparently results in an
ultimate loss of approximately $508,540.

A redeveloper's estimate of profit will depend to a large extent upon the
value he attributes to the reversion. If the reversion value were ignored in
the illustration given earlier, leasing would have been profitable. The value
assigned to the reversion will be determined by the predictability of land and
building value at the end of the lease, the importance of the reversion to pos-
sible assignees of the redeveloper, and the redeveloper's plans for his own land
tenure. Land in the center of the city will presumably always be a valuable
asset, and a 300 per cent appreciation over a fifty-year period is not unlike-
ly.8 2 The building, though full depreciated for tax and accounting purposes,
may also retain a useful life.8 3 Nevertheless, estimation of the reversion value

79. $10,000 compounded at 6% annually for fifty years equals $184,201.50. The $364.80
earned each year during the first thirty years, compounded annually at 6% over the re-
maining years of the lease, equals approximately $91,322.43. Total income from reinvested
equity and land payments savings would be approximately $275,500.

80. The market value of the land at the time of project completion may be at least
$200,000 since the city usually sells or leases at a bargain price. A land appreciation of
300% in fifty years is entirely possible. See note 82 inIfra.

81. See EITEMAN & DAvissoN, THE LEASE AS A FINANCING AND SELLING DEVICE
43-57 (1951).

82. In intensively developed areas, land values may appreciate because of currency
inflation. See MCMICHAEL, LEASES; PERCENTAGE, SHORT AND LONG TERM 42 (1947).

In areas which are not fully improved, new improvements may cause a large rise in
realty values. For example, in Los Angeles in the twenty years from 1903 to 1923 real
property values rose 800%, or an average of 40% per annum. MCMICHAEL, How To

MAKE MONEY IN REAL ESTATE 236 (1924); see NICKERSON, How I TURNED $1000 INTO
A MILLION IN REAL ESTAT-IN MY SPARE TIME 20-22 (1959) (predicting that increas-
ing concentration of urban population in the remainder of the century will cause munici-
pal land value to continue rising) ; THE CITY CLUB OF NEW YOax, A PRACTICAL PRO-
GRAM FOR REPLANNING THE CITY OF NEW YORK 14 (1955) (predicting large increases
in the value of urban renewal land).

83. Hess, The Gentle Art of Tax Avoidantce, The Reporter, April 16, 1959, pp. 12,
16-17. Estimated useful building lives and depreciation rates approved by the Tax Com-
missioner are set forth in Bulletin F, 2 P-H 1958 FED. TAx SERV. 1 14160-K. If the tax-
payer feels that in his case the estimated life in Bulletin F is too long, he may substitute
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of particular properties is highly speculative.8 4 At the time when the rede-
veloper elects between lease and purchase, he may, thus, ignore or place small
value on the reversion of his property. The building may be valueless fifty
years hence,8 5 and even if a large sum is attributed to the expected value of
the land at the end of the same period, the present value of that sum will be
relatively low.8 6 How the redeveloper values the reversion may also depend
on the period of time for which he contemplates holding the land. A rede-
veloper who anticipates prolonged occupancy may consider it to have great
value.8 7 If the term is assigned in the later years of the lease, the assignee will
require that the value of the reversion be deducted from the purchase price.
The sole ameliorant will be the redeveloper's ability to reclaim some of the
appreciation in land value, if any, by assigning a lease which, because it was
negotiated in a period of lower land values, carries a bargain rent. By con-
trast, a redeveloper seeking early reconveyance may be able to obtain the full
fee value of the realty less only the present value of future rents.8 8 The financ-
ing advantages which this redeveloper obtains by leasing would therefore, be

a different figure, which he must justify with evidence. Thus, a steel factory building has
been held depreciable over a twenty year period although the Commissioner had deter-
mined that the building had a useful life of fifty years. Arthur H. Ingle, 1 B.T.A. 595
(1925) ; see 2 P-H 1959 FED. TAx SEmv. 1 14159-D (collecting cases of useful building
lives as determined by courts).

Under the 1954 tax code, it is possible for the tenant to depreciate the buildings at
extremely rapid rates. The 1954 code expressly recognizes three methods of depreciation:
straight line, declining-balance, and sum-of-the-years-digits. INT. REV. CODE OF 1954, §
167(b). The latter two approaches result in much faster depreciation than the straight
line method. For example, under the declining balance method an asset with a useful life
of twenty years and a salvage value of 10% would, at the end of five years, be 44%
depreciated as compared to 25% under the straight line method. Blough, The Case
Against Tax Reduction, 23 TAXES 692, 696 (1945). Since the straight line method is the
only one by which the asset may be fully depreciated, after a certain number of years the
tax claimant will find it beneficial to switch over from the declining-balance or years-
digits methods to the straight line approach. For a detailed explanation of depreciation
methods from an accounting standpoint, see Fischer, Methods of Depreciation: A Re-
-view, 31 TAXES 681 (1953).

84. iSee COHEN, op. cit. supra note 76, at 86, 93; NiEHuss & FISHER, PROBLEMS OF

LONG TERM LEASES 16 (Mich. Bus. Studies, ser. 2, No. 8, 1930) (while urban land in
general may increase in value, particular parcels may fail to keep pace).

85. See note 83 supra.
86. Thus, the present value of the reversion on a ninety-nine year nonrenewable

leasehold worth $100,000 at the time the lease was made and bearing $6,000 annual rentals
throughout the term would be $669. ZANGERLE, PRINCILES OF REAL ESTATE APPRAISAL

184-85 (2d ed. 1927).
87. Interview with Counsel for an Association of Local Redevelopers in New Haven,

Conn. See also COHEN, op. cit. supra note 76, at 92-94; Cary, Corporate Financing
Through the Sale and Lease-back of Property: Business, Tax, and Policy Considerations,
62 HARv. L. REv. 1, 18 (1948).

88. Most professional redevelopers who create new realty subdivisions sell within
three years or less from the time they commence development. Maddrea, Tax Problems
of Real-Estate Developers, 104 J. AccouNTANcY 48 (1957).
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counterbalanced only by the value of rents paid after a fee mortgage would
have been amortized.

The interest rate which the redeveloper will use to compute the future value
of the equity conserved by leasing, the additional income provided during the
alternative fee mortgage period, and the added rental payments necessitated
in subsequent years, may also convert the loss in the earlier example into a
profit.

An entrepreneurial redeveloper may invest equity savings and added early
profits in properties which can return twenty-five per cent or more annually.89

A more cautious approach, however, would be to assume a twenty-five per
cent return only in the first ten years, and a standard six per cent return
thereafter. Thus, in the previous illustration, leasing would offer such a rede-
veloper an added $918,808 profit at the end of the lease.90 This figure takes
into account the profit a purchasing redeveloper could derive from investing
at six per cent the money his leasing counterpart must devote to rental pay-
ments after the expiration of an alternative fee mortgage period. A rede-
veloper who planned to use the land for his own business might base his ex-
pected investment return upon using added funds as inventory capital. Rely-
ing on his business skill, he might estimate a constant twenty per cent figure
over the lease term. Leasing would still produce an over-all profit.9 '

Besides the redeveloper's investment personality, the intended ratio of land-
improvement value will also affect the feasibility of 'his leasing. The elimina-
tion of an immediate capital expenditure for land may be particularly attrac-
tive when land value is a substantial part of the property's -total cost. The
value of land used for parking facilities, for instance, may equal or exceed
construction costs. 9 2 Likewise, many industrial plants extend over large areas.
By reducing annual land costs, leasing may enable small enterprises to effec-
tively participate in renewal projects when they might otherwise have been
foreclosed.

89. See EITEMAN & DAvissoN, op. cit. supra note 81, at 36-37.
90. This figure was arrived at in the following manner: $10,000 compounded for the

first ten years of the lease at 25% and the remaining forty at 6% would equal $958,208.
The $364.80 earned in the first ten years and compounded in the same manner would
bring approximately $156,000 at the end of fifty years. The total would be approximately
$1,114.000. Capitalized at 6%, the $120,000 of rentals paid between the thirtieth year
(expiration of alternative fee mortgage) and the fiftieth year (expiration of lease) would
equal $195,400. The $1,114,000 gain minus the $195,400 loss would yield a net profit of
$918,808. This amount would convert into a profit the $508,540 deficit in the earlier ex-
ample. See text at notes 78-80 supra.

91. At the end of twenty-five years, the $10,000 equity saving, alone, would have
grown to more than $950,000. This redeveloper would find leasing incontestably advan-
tageous. For the statement that the average successful business earns a 20Y4% return on
equity, see NicymsoN, op. cit. mspra note 82, at 19-20 (citing a Department of Com-
merce study).

92. See generally WEMER & HoYT, PRINCn'LES OF REAL ESTATE 453-54 (3d ed.
1954).
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The Leasehold Lender

A redeveloper attracted to leasing by low reversion values, promising in-
vestment alternatives, and a favorable land-improvement ratio may be unable
to offer a satisfactory lease bid because of his inability to obtain adequate con-
struction financing. The following example is illustrative. Assume again that
the redeveloper could amortize a thirty-year, ninety per cent fee mortgage on
a $100,000 parcel of land and a $900,000 building, at an interest rate of 534

per cent. Assume further that a lender would provide a redeveloper holding
a leasehold interest only eighty per cent of .the building's cost at 62 per cent
on a thirty-year mortgage.93 On a fee, the redeveloper could have obtained

$900,000, while on a leasehold he will receive only $720,000. The equity which
he must supply will thereby be increased from $100,000 on the fee to $180,000
on the leasehold, although his total annual charges will be decreased from
$63,648 for a fee mortgage to $61,137.60, 94 the combined annual cost of a
leasehold mortgage and six per cent rentals. The return on the $80,000 added
equity thus will be $2,510.40 or 3.14 per cent, considerably less than the
twenty-five per cent expected return on risk capital.

Leasehold financing need not be less favorable than fee financing, although
lenders and legislators traditionally have been skeptical of leasehold security.
Distinctions between a fee and a term are artificial when the lease extends suffi-
ciently beyond the leasehold mortgage period, the lender is permitted to cure
the lessee's defaults, and the lender's lien is senior to claims of the landlord-
municipality, its mortgagees or subcontractors. 95 With such protection, the

leasehold lender's chances of recovering the unpaid balance of his loan on de-
fault are as good as those of a fee lender. After foreclosure, he may either

sublease the realty or sell the unexpired portion of the term.

Cities should be able to give leases which extend beyond the leasehold mort-
gage period. The need for public re-entry will not arise until the original pro-

ject has deteriorated or obsolesced. If a new project is needed before the ex-
piration of the normal mortgage period, the initial redevelopment plan will
probably have been ill-conceived. Nor do municipalities have any reason to

refuse lenders the privilege of curing lease defaults. A mortgagee possessing

such a privilege represents additional assurance to the agency and holders of
its bonds that rentals will be paid regularly.

The priority of the leasehold lender's lien over the claims of the city and

its successors may be established by covenants in the lease and leasehold mort-

93. See Letter from Prudential Insurance Company of New Jersey to Yale Law
Journal, Dec. 24, 1958, on file in Yale Law Library (company grants loans of 15% to
20% higher ratio to value on fees than leaseholds; leasehold borrowers also pay higher
interest rate "reflecting the type of security").

94. See FINANCIAL PUBLISHING COMPANY, PAYMENT TABLE FOR MONTHLY MORT-
GAGE LOANS 150 (1955).

95. For additional requirements which lenders may demand in leases, see Anderson,
The Mortgagee Looks at the Ground Lease, 10 U. FLA. L. REv. 1 (1957) ; Bowery Sav-
ings Bank, Memorandum of Minimum Requirements for a Lease on Which a Leasehold
Mortgage Is To Be Placed, May 23, 1958, on file in Yale Law Library.
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gage permitting the leasehold mortgagee to cure the lessee's rental defaults
and police compliance with other lease conditions. 96 Thus,-the landlord can
be effectively prevented from entering the land and extinguishing the lease-
hold. These provisions will also give the improvement financer's claim priority
over subsequently perfected liens of a mortgagee of the agency's interest.9 7

Those who take under the fee owner have no greater rights against the lessee
and his successors than the owner had at the time the fee mortgage was
given. 8 But if the fee lender's lien is prior in time, the leasehold lender will
need a special covenant from the fee mortgagee to prevent rejection of the
lease 90 if and when the fee mortgage is foreclosed.

Mechanics' liens are less troublesome. In most jurisdictions, they are sub-
ordinated to liens of the improvement financer even though prior in time. In
jurisdictions following the minority rule, the leasehold financer can protect
himself by requiring that his advances be used to satisfy the redeveloper's
outstanding obligations to potential lienors.100

96. See Kelly, Some Aspects of Leasehold Financing, 33 NOTRE DAME LAW. 34, 48
(1957).

97. Even without such a covenant, when the lease precedes the fee mortgage, the
tenant's term is not affected by the later mortgage, since the only security which the
mortgagor had to pledge was the reversion and the right to the rentals. American Free-
hold Land Mortgage Co. v. Turner, 95 Ala. 272, 11 So. 211 (1891) (dictum); Metro-
politan Life Ins. Co. v. Childs Co., 230 N.Y. 285, 130 N.E. 295 (1921) (dictum).

98. Kirchen v. Remenga, 291 Mich. 94, 288 N.W. 344 (1939); Home Say. & Loan
Ass'n v. Mount Zion Baptist Church, 139 Neb. 867, 299 N.W. 287 (1-941) ; see Rue v.
Merrill, 42 Wyo. 511, 521, 297 Pac. 379, 382 (1931) (dictum),

99. When the lease is made after the mortgage, the lessee has no greater rights than
the mortgagor, and foreclosure by the prior fee mortgagee will wipe out the lease. Brown
v. Aiken, 329 Pa. 566, 198 Atl. 441 (1938) ; see West Side Trust & Sav. Bank v. Lopoten,
358 Ili. 631, 193 N.E. 462 (1934) (dictum) ; Note, 89 U. PA. L. Rv. 679 (1.941). Fore-
closure destroys the leasehold and interests attached to it regardless of whether a state
follows the lien or title theory. West Side Trust & Say. Bank v. Lopoten, supra; 4
AmEiucAx LAW OF PROPERTY § 16.91 (Casner ed. 1952). Only one difference exists. In
title states the prior fee mortgagee can extinguish the leasehold by taking possession of
the land whenever the owner defaults on mortgage payments. (Note, 89 U. PA. L. REv.

679 (1941). In lien states a foreclosing mortgagee cannot assume possession of the land
without purchasing at an execution sale. OSBORNE, MORTGAGES § 127 (1951).

But the municipality may expressly subordinate its revenue bonds to the right of the
lessee to remain on the premises. Cf. James v. Allen, 205 Iowa 962, 218 N.W. 916 (1928)
(second mortgagee's promise to be subordinated to unrecovered mortgage enforced). This
subordination may result from a direct agreement between the bond trustee and the lease-
hold mortgagee or may appear as a provision in the floated bonds which the leasehold
mortgagee can enforce as third party beneficiary against the municipality or .the bond-
holders. A subordination agreement is specifically enforceable on the ground either that
it is a contract for valuable consideration, see Mitchell v. West End Park Co., 171 Ga.
878, 156 S.E. 888 (1930), or on an estoppel theory, Londner v. Perlman, 129 App. Div.
93, 113 N.Y. Supp. 420, aff'd, 198 N.Y. 629, 92 N.E. 1090 (1908). A municipality would
jeopardize the marketability of the land by giving a fee mortgage before land disposition,
unless it covenants to subordinate the fee mortgage to the leasehold.

100. See Comment, 68 YALE L.J. 138, 154-55 nn.81-85 (1958) (collecting authorities).
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Lenders will determine the amount to extend on a properly protected lease-
hold by looking to expected income, fixed and variable expenses of the bor-
rower, as well as his reliability, and the character of the land's occupiers-
the same factors which determine the amount of a freehold loan.""' Only the
fixed expenses will differ on a leasehold loan; rental payments will replace
mortgage payments attributable to land acquisition.' 02 If rent costs the re-
developer less, a leasehold mortgage may offer the lender better security than
a fee mortgage. The lessee's income cushion will then be greater than that of
a fee owner. And this security may be enhanced if rental payments afford the
redeveloper added income tax deductions. Under this analysis, lenders would
be willing to provide larger amounts for construction on a leasehold than on
a fee.'0 3

In practice, however, the leasehold lending picture has been dimmer, par-
tially distorted by statutory restraints on savings banks and insurance com-
panies-the principal leasehold mortgage lenders. In some states these finan-

101. Letter from Richard W. Baker, Jr., Second Vice President, Real Estate and
Mortgage Loan Dept., New York Life Insurance Co., New York, N.Y., to Yale Law
Journal, Dec. 17, 1958, on file in Yale Law Library; Leasehold Lender Questionnaire
Response from the Bowery Savings Bank, New York, N.Y., on file in Yale Law Library.

102. See EITEMAN & DAvissoN, op. cit. supra note 81, at 43-57.
•103. The "write-up" device should be available to redevelopers as readily on lease-

hold property as on fee interests. A "write-up" is the placing by a lender of special
weight upon the realty's income-producing ability or its expected market value and, con-
sequently, valuing the property at higher than its reproduction cost. In light of the con-
servative policies of most banks and insurance companies, however, write-ups will prob-
ably be confined to exceptional properties. If the earning capacity of a $900,000 building
constructed on a $100,000 parcel of land were sufficient, a fee mortgage might be issued
on the basis of a capitalized income value of $1,500,000 rather than the redeveloper's costs
of $1,000,000. A 662/% fee mortgage would thereby permit the redeveloper to recover
all his costs through debt financing. If the lease instrument provides sufficient security
there seems no reason why a similar write-up should not be accorded on the value of
the leasehold estate. The leasehold might thus be written-up to a value of $1,350,000 to
reflect either income production or expected land appreciation. A 66/3r% leasehold mort-
gage on this value would, thus, cover the construction cost of $900,000.

But when FHA insurance is a factor, statutory formula appear to leave no room for
write-ups. FHA insurance of fee property is based upon the Federal Housing Commis-
sioner's determination of acquisition and replacement costs. 62 Stat. 1273 (1948), as
amended, 12 U.S:C. § 1713(c) (2) (Supp. V, 1958) (replacement costs include land
value, taxes, architects' fees, and miscellaneous charges). FHA computes the insurable
size of a leasehold mortgage, however, by determining the amount it would insure on
a fee mortgage and subtracting the capitalized value of the leasehold rents. It will insure
the difference. See 24 C.F.R. §§ 232.4(h) (multi-family housing), 241.7(h) (cooperative
housing) (1959) ; Letter from Norman P. Mason, former Federal Housing Commissioner,
to Yale Law Journal, Nov. 6, 1958, on file in Yale Law Library. Redevelopers who pur-
chase land through dummy corporations may, however, be able to evade FHA regula-
tions so as to obtain written-up values for both the land and building. By purchasing
through the dummy and then taking a lease from it, the redeveloper may be able to secure
separate mortgages on the land and building. If he pays a low ground rent to the dummy,
he may obtain FHA insurance on nearly the entire purchase and construction costs. The
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cers are forbidden to make loans on leases.104 But statutes in the major finan-
cial states and in large urban states where redevelopment is most needed
impose no great hindrances on institutional leasehold lending.10 5 Typical
statutes in these states require the leasehold mortgagee to have a senior lien
on a leasehold with at least twenty-one years to run. While those states

dummy may, then, pledge the land without FHA backing and gain a written-up mortgage
based on the land's real market value. Where such manipulations are, in fact, possible,
municipal leasing may be impractical and may be restricted to commercial and industrial
land.

No information is available on the use of dummy corporations to obtain write-ups.
If write-ups are being secured in this manner, they would subvert the FHA valuation
standards. Under the Housing Act of 1948 excessive valuation write-ups on mortgages
insured by FHA enabled builders to "mortgage out--gain a loan greater than construc-
tion and land acquisition costs. Builders, thereby, earned profits without risking their own
funds. Mortgaging out precipitated a national scandal which resulted in revision of FHA
insurance standards to assure specified capital commitments by builders. See EDIToRS OF
FORTUNE, THE EXPLODING METROPOLIS 129-30 (1958).

104. See OHIO Rxv. CODE ANN. § 1105.19 (Page Supp. 1958); MIcH. STAT. ANN.
§ 23.824 (Cum. Supp. 1955), as interpreted by MicH. Arr'Y GEN., REPORT No. 1410
(1951). Compare R.I. GEN. LAws ANN. § 19-9-17(a) (1956) ; and N.H. REv. STAT. ANN.
§ 387:4 (Supp. 1957). But see N.H. REV. STAT. ANN. § 387:4(11) (authorizing lease-
hold mortgages on buildings at Hampton, N.H.).

105. The five largest life insurance companies are Metropolitan, Prudential, Equi-
table (N.Y.), New York and John Hancock. They are located in Massachusetts, New
Jersey, and New York. Kelly, supra note 96, at 35 n.1. Banking centers of the nation
are the localities of the Federal Reserve Banks: Atlanta, Boston, Chicago, Cleveland,
Dallas, Kansas City, Mo., Minneapolis, New York City, Philadelphia, Richmond, St.
Louis, and San Francisco. See RoosA, FEDERAL RESERVE OPERATIONS IN THE MONEY
AND GOVERNMENT SEcURITIEs MARKETS 107 (1956). The cities most likely to undergo
intensive redevelopment are located in California, Connecticut, Illinois, Maryland, Michi-
gan, New Jersey, New York, Ohio, Pennsylvania, and Virginia. See Tunnard, America's
Super-Cities, Harper's, Aug. 1958, p. 59.

The banking laws in most of these states are generally favorable to leasehold mort-
gages. See CAL. FIN. CODE ANN. § 1414 (Supp. 1958); CONN. GEN. STAT. § 38-143
(1958) ; MD. ANN. CODE art. 11, § 162 (1957); MASS. ANN. LAWS ch. 175, § 63(7) (Supp.
1958); N.J. STAT. ANN. §§ 17:9a-181, 17:244(c) (Supp. 1958); N.Y. BANKING LAw
§ 235(6) (Supp. 1958) ; and PA. STAT. ANN. tit. 40, § 504(g) (1.954). But see MIcH.
STAT. ANN. § 23.823 (1957); OHIO REV. CODE ANN. § 1105.19 (Page Supp. 1958); VA.
CODE ANN. § 6-78 (Supp. 1958) ; ILL. REv. STAT. ch. 163/2, § 132(3) (1957). See also
12 C.F.R. §§ 5.2, 5.3 (1-958) (United States banks; lease must either be for 99 years
and renewable, or have at least 50 years to run).

State insurance laws are generally more favorable for leasehold mortgage loans and
investments. See CAL. FIN. CODE § 27003 (1955) (permitting insurance companies to lend
on leaseholds insured by FHA); CONN. GEN. STAT. §§ 38-143, 38-146 (1958) (life in-
surance companies) ; ILL. REv. STAT. ch. 73, § 737(1) (e), (8) (1957) (subject to speci-
fied restrictions) ; MD. ANN. CODE art. 49A, 88 28(g) (1), 29(6) (a), (c) (1957); MAss.
ANN. LAws ch. 175, § 63(7) (Supp. 1958) (leasehold must have at least 21 years un-
expired term); N.J. STAT. ANN. § 1-7:24-1 (Supp. 1958); N.Y. INs. LAw § 81(6) (a)
(Supp. 1958); OHIO REv. CODE ANN. § 3907.14(J) (3) (Page Supp. 1958) (leasehold
must be 99 years and renewable forever; plus other restrictions) ; PA. STAT. ANN. tit.
40,§ 504(1) (1954).
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which bar or restrict leasehold loans will make exceptions when a loan carries
Federal Housing Administration insurance, 106 such insurance concurrently
imposes greater restrictions where lending is permitted. FHA will insure
leasehold mortgages only when the lease is for ninety-nine years and renew-
able, or has at least fifty years to run when the mortgage is executed.' 0 7 Re-
developers in states allowing leasehold lending on more favorable terms may,
thus, find leasing more advantageous in commercial and industrial properties
than in residential projects where FHA insurance is desired.

A more important obstacle to wider leasehold financing may be a lag of
lending practices behind permissive legislation. For example, a large profes-
sional redeveloper obtained FHA insurance on a residential leasehold mort-
gage in New Haven, 0 8 while counsel to a group of local commercial rede-
velopers which purchased renewal land in the same city informed the Yale
Law Journal that lease financing probably would have been locally unavail-
able to his clients despite Connecticut's permissive statute. Presumably, the
professional redeveloper had access to out-of-state capital. In the New York
City area where construction on leaseholds is perhaps more familiar, some
institutions extend equivalent terms for leasehold and fee mortgages,1'9 al-
though others charge slightly higher rates of interest on leaseholds.

Is There a Fall-Guy.-The Position of the Federal Government

The apparent dupe in lease disposition is the federal government. Munici-
palities can issue low interest bonds partially because the lender's return is
not federally taxed.1" The redeveloper secures similar tax benefits from leas-
ing, in the form of deductible rental payments."1 The city obtains a further

106. See N.H. REv. STAT. ANN. § 387:4(IV) (1955) ; OHIo REV. CODE ANN. § 1105.19
(C) (Page Supp. 1958) ; R.I. GEN. LAws ANN. § 19-9-17(b) (1956).

107. 69 Stat. 635 (1955), 12 U.S.C. § 1713(a) (1), (A), (B) (iSupp. V, 1958).
108. Redevelopment Questionnaire Responses. In another example of leasehold financ-

ing, a $4,468,000 leasehold mortgage was extended on a Washington, D.C., leased pro-
ject. Ibid.

109. See Letter from New York Life Insurance Co. to Yale Law Journal, Dec. 17,
1958, on file in Yale Law Library (would extend 66ysa% on the value of either the fee
or the leasehold estate, although would charge an extra /2% to 1% interest on leasehold
mortgages) ; Bowery Savings Bank, Leasehold Lender Questionnaire Response, on file
in Yale Law Library (bank charges 4% to 3/% more on uninsured leasehold mortgage).
See also Letter from Bowery Savings Bank to Yale Law Journal, Dec. 18, 1958, on file
in Yale Law Library (as of that date, bank held $32,000,000 of leasehold mortgages in
its portfolio).

110. See INT. REv. CODE OF 1954, § 103.
111. See INT. REv. CODE OF 1954, §§ 162 (a), (a) (3) (rental deductions), 163(a)

(mortgage interest deductions). On distinguishing between rentals and nondeductible pay-
ments, see Southern Ford Tractor Corp., 29 T.C. 833 (1958); cf. Wade Motor Co. v.
Commissioner, 241 F.2d 712 (6th Cir. 1957) (indirect distribution to stockholder). See
also Bruton, To Own or to Lease Busiiess Property, 29 TAXEs 657 (1951) ; Cary, Cor-
porate Financing Through the Sale and Lease-back of Property: Business, Tax, and
Policy Comsiderations, 62 HARv. L. REv. 1 (1.948) ; 56 HAv. L. REv. 474 (1943).
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federal assist when it obtains definitive loans or borrows from private sources,
backed by a federal guarantee.1 1 2 In short, private and local government in-
comes rise while immediate national revenues decline.1 3 Ostensibly, lower
federal income must eventually be recovered by increased national borrowing
or higher taxes elsewhere in the economy.

But in the total context of federal renewal finance, neither a higher public
debt nor increased taxes is necessary. To the extent that leasing brings a
higher disposal price, and thus lower net project costs, tax losses are offset
by a reduction in unrecoverable federal grants-in-aid. Moreover, if the mu-
nicipality borrows directly under title I rather than from commercial lenders,
interest payments will comprise a new source of federal revenue provided that
the federal government, itself, can borrow at a lower rate than it receives on
loans to municipalities. Most significantly, leasing should curtail long-term
federal renewal expenses by reducing costs of subsequent urban redevelop-
ment in the same area, and thus requiring less federal financial assistance for
future renewal.

Summary

The lease device can enable municipalities and lenders to realize their
renewal objectives to the fullest extent. Taking advantage of the definitive
loan provisions of title I, cities can minimize their share of redevelopment
costs by obtaining higher disposal prices and rentals in excess of borrowing
costs. Over the long run leasing will increase the local revenue base and can
prevent future recondemnation expenses. Property maintenance can be assured
as adequately as under sale if the lease contains proper covenants. Moreover,
the sanction of lease termination may be more effective in enforcing munici-
pal ordinances than the conventional fine or the seldom-exercised right of re-
entry included in the terms of a sale contract. As for lenders, they may some-
times discover that leaseholds offer greater security than fee interests.

With favorable construction financing, redevelopers can increase their re-
turns on the project land and use freed equity capital to earn additional profits
elsewhere. Redevelopers with more limited borrowing power may be enabled
to participate where they otherwise would have been barred. Long term leases,
buttressed with renewal or purchase options, will cure most objections con-
cerning reduced marketability or insecure tenure. Although leases have so far
been employed largely for residential and commercial projects, they seem
especially suited to industrial land." 4 The high percentage of improved realty
value which industrial land may constitute will significantly promote the re-

112. See note 16 supra.
113. For a discussion of federal "subsidies" in the urban renewal program, see John-

stone, The Federal Urban Renewal Program, 25 U. CHI. L. Rv. 301, 320-21 (1958).
See also 1957 Housing Act is Viewed with Mixed Emotions, 14 J. HousIxNa 230 (1957).

1,14. Only two redeveloping cities have used lease disposal for industrial property. See
Murfreesboro and Philadelphia, Redevelopmnent Questionnaire Responses.
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developer's interest in minimizing initial investment. Prerequisite to any ad-
vantage, however, are lease terms which permit favorable construction financ-
ing and maximum rental bids,115 as well as redevelopers and agencies fully
apprised of leasing's profit implications and leasehold financing's availability.

RECOMMENDATIONS FOR THE FUTURE OF LEASING

Leasing's utility in redevelopment projects would be considerably enhanced
'by changes in the applicable statutes, alterations in present lease instruments,
and more active support by federal housing officials. Legislative action appears
advisable on two fronts. State legislatures should amend statutes which com-
pletely bar leasehold lending wherever such laws exist. Many long-term leases
provide sufficiently satisfactory security to make prohibitive statutes unneces-
sary. Indeed, bank depositors may be harmed by this legislation which sup-
posedly protects them, since it renders banks unable to undertake investments
which may be safe and profitable. Such statutes particularly injure local busi-
nessmen wishing to participate in redevelopment by giving a competitive ad-
vantage to professional redevelopers with freer access to, and greater infor-
mation concerning, money markets in other states." 6 Jurisdictions specifying
modest minimum lease periods and creditor privileges, however, provide sound
and workable models for other states which wish to place checks on the occa-
sional irresponsible lending institution.117

In addition, those states which provide for computation of municipal debt
limits against a standard such as "taxable realty," thus engendering the pos-
sibility of leased redevelopment land's exclusion from the Grand List, should
remove such an artificial restriction on municipal borrowing power. Since the
city earns money to repay its debts from leased renewal realty, state statutes
should specifically provide that city owned land, let for renewal purposes, be
deemed included within the measuring realty.

On the national level, Congressional limits on FHA insurance of leasehold
mortgages under leases running less than ninety-nine years with no renewal
provisions or less than fifty years from the date of the mortgage's execution 11

should be liberalized. These restrictions apparently attempt to ensure that the
lease lasts sufficiently longer than the leasehold-mortgage period, so that the
mortgage is fully amortized within the term. A more flexible requirement,

115. The lease should contain no restrictions on the assignability of the leasehold or,
if such a limitation upon assignment does appear, it should be expressly stated that this
provision does not apply to a mortgage of the leasehold. Anderson, The Mortgagee Looks
at the Ground Lease, 10 U. FLA. L. REv. 1, 8-9 (1957).

1,16. Compare text accompanying notes 108-09 supra.
117. See N.Y. INs. LAw § 81(6) (a); MAss. ANN. LAws ch. 175, § 63(7) (Supp.

1958).
118. See 69 Stat. 635 (1955), 12 U.S.C. § 1713(a) (1) (A), (B) (Supp. V, 1958);

24 C.F.R. § 203.25 (1959). For other requirements imposed by FHA regulations on a
leasehold mortgagor, see 24 C.F.R. §§ 203.42, 203.15 (1959).
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consistent with present policy, would be that the lease extend at least ten years
beyond the stated expiration date of the leasehold mortgage." 9

Incorporation of renewal options into the lease instrument might be desir-
able. Most leasing cities have, instead, given purchase options.'20 But purchase
options, if exercised, will defeat possible public realization of land apprecia-
tion and lower future redevelopment costs. The redeveloper, too, may suffer,
because accrued rentals are seldom subtracted from the purchase price when
the option is exercised.121 Thus, his total payments, will be higher than if he
had purchased at the start. Moreover, purchase options can deprive rede-
velopers of rental deductions, while renewal options presumably would not.122

Nevertheless, redevelopers may feel that purchase options are needed for easy
refinancing. They will hesitate to take straight long term leases or leases with

119. Under present law, forty year FHA mortgages can be given on leases with un-
expired terms of fifty years. See 68 Stat. 598 (1954), as amended, 70 Stat. 1094 (1956) ;
12 U.S.C. § 1715(1) (d) (4) (Supp. V, 1958)) (authorizing FHA to insure mortgages
for forty year terms) ; 68 Stat. 599 (1954), 12 U.S.C. § 1713(a) (,1) (B) (Supp. V, 1958)
(permitting FHA to insure leasehold mortgages only where leases have unexpired terms
of not less than 50 years from the date the mortgage was executed). Thus, a lease last-
ing ten years after the expiration date of a leasehold mortgage, as proposed in text, is
entirely possible today.

120. E.g., Washington, D.C., Redevelopment Land Agency, Lease Agreement § 301,
on file in Yale Law Library; Philadelphia Redevelopment Authority, Lease Agreement
art. II, § 1, on file in Yale Law Library; see Bodkin, Options To Purchase in Leases,
24 SOL. 320 (1957).

121. See Washington and Philadelphia leases supra note 120. But New Haven permits
Ia of each rental payment to be attributed to the option price. The agency feels that, at
worst, only this '/t will be disallowed as a tax deduction. Interview with Harold Grabino,
Counsel for New Haven Redevelopment Agency, Feb. 11, 1959.

122. Rental deductions are allowed only where the taxpayer is not taking title to the
property or has no equity therein. Judson Mills, 11. T.C. 25 (1948). Payments made
under leases with options to purchase have "dual potentiality" as either rentals or non-
deductible instalment payments on a sales contract. To determine if such payments are
deductible rentals, the Tax Court uses an economic test, Ersel H. Beus, 28 T.C. 1133,
1141 (1957) (rental payments exceeded fair rental value of property); see Oesterreich
v. Commissioner, 226 F.2d 798 (9th Cir. 1955). The Fifth Circuit, however, stresses the
intent of the parties at the time the agreement was executed as to whether the instru-
ment is a lease or a conditional sales contract. Benton v. Commissioner, 197 F.2d 745
(5th Cir. 1952) (where parties in good faith intend lease, taxpayer acquires no title or
equity in the property until he exercises purchase option). The Treasury has adopted the
Fifth Circuit's intent theory. Rev. Rul. 55-540, 1955-2 Cume. BuLL. 39, 41; see Note, 11.
TAX L. REv. 65 (1955). See also Cohen, The Future of Lease Financing Under New
Depreciation Rules, 98 J. AccouNTANcY 189, 191 (1954) (on rejectable offer clauses, a
variation of options to purchase which have been used to preserve the full deductibility
of rentals).

No case has ever held renewal options to forfeit rent deductions. COHEN, LONG Tama
LEAsEs 61-62 (Mich. Bus. Studies, ser. 11, No. 5, 1954). But where the renewal term
provides for an unduly low rental, the rental payments during the initial term may con-
ceivably be held to give the lessee an equity in the property and, hence, not be deductible.
This result may be avoided either by providing for renewal rentals at the level of initial
rents, or for renewal rentals based on the fair value of the property in the future. Re-
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renewal options if refinancers will not honor appreciated land value. In theory,
at least, these fears are not substantiated, for standard appraisal techniques
recognize appreciations in land value as part of a long-term leasehold's
value.

23

Options to renew should provide cities with a means of permanent land-use
control, while retaining for redevelopers (and their assignees) renting's spe-
cial tax advantages, leasehold marketability, relatively permanent occupancy
and adequate construction financing. If the initial lease term is geared to the
underlying plan's termination date, the city ought to be able to exercise full
control over future land use. At the end of the original redevelopment plan,
the lessee could be allowed to renew his lease for the term of any new project,
on condition that he adapt his use to the new plan. Such a plan could not,
however, be arbitrary or confiscatory as to his property. 24 Conveyance of the
leasehold should not adversely affect the municipality's control, if the assignee
can be required to conform to subsequent redevelopment plans.' 25 Thus the

newal options are not treated as having dual potentiality because they do not become
effective for many years and it is too difficult to establish an equity at that time. Ibid.;
see Nmiuss & FIsHER, PRO3LEMS OF LONG-TERm LEASES 33-34 (Mich. Bus. Studies,
ser. 2, No. 8, 1930) (comparing purchase options against perpetually renewable leases).

123. ZANGERLE, PRIIcrPLES OF REAL ESTATE APPRAISING 194-200 (1924). On the
method of appraising leasehold values for sales purposes, see BABcocK, THE APPRAISAL
oF REAL ESTATE 242-71 (1925) ; MCLICHAEL, LEASES: PERCENTAGE, SHORT AND LONG

Tmi 228-41 (1947).

124. The lessee's interest is "property," which cannot be taken without due process
of law. See, e.g., CONN. CoNsT. art. I, § 9; N.Y. CoNsT. art. 1, § 6; W. VA. CONST. art.
III, § 10.

125. The renewal leases generally contain covenants that the lessee, his assignees and
successors will redevelop and use the land only in accordance with the renewal plan. See
leases of Philadelphia, Washington and New Haven on file in Yale Law Library. The
restriction on compliance with the renewal plan expires in forty years, the same period
in which similar requirements expire under a sale contract. HHFA, Guide Form of Con-
tract for Disposition of Land for Private Redevelopment, Sept. 1957. The renewal lease
either forbids the redeveloper to assign his interest without permission of the agency, or
requires the assignee to assume in writing all of the lessee's covenants. See leases of
Philadelphia, Washington and New Haven, supra. An assignee who assumes or agrees to
perform the covenants and conditions of a lease is liable to the lessor for their perform-
ance because of privity of contract. Williams v. Hawkins, 20 Cal. App. 161, 128 Pac. 754
(Dist. Ct. App. 1912); Bereolos v. Roth, 74 Ind. App. 100, 124 N.E. 410 (1919); H. H.
Camp Co. v. Pabst Brewing Co., 172 Wis. 211, 178 N.W. 474 (1920).

When the assignee does not assume the covenants care should be taken to assure that
the covenant to comply with a future plan as a condition to the exercise of the option
"runs with the land."

Even though the redevelopment leases state that the conditions attached to them shall
bind purchasers at judicial sales, see leases of Baltimore, New Haven, Schenectady, and
Washington, on file in Yale Law Library, such a statement may not suffice, CLAIU.,
COVENANTS AND INTERESTS RUNNING WITH THE LAND 96 (2d ed. 1947). To "run with
the land," the covenant must (1) clearly express the intent of the parties that it shall
do so, (2) touch and concern the land, and (3) comply with proper form. In addition,
there must be privity of estate between the lessor and the lessee's assignee. Morgan Lake
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city would be relieved of most future redevelopment and rehabilitation costs.
The presence of a renewal option would not destroy the lessee's right to de-
duct his rental payments from his taxable income.' 26 Nor would marketability
of title be unduly impaired, since a purchaser of the leasehold could secure
permanency of occupancy by taking over the lessee's renewal option. Like-
wise, construction financing should be readily available if the lease permits
the leasehold lender to exercise the renewal option upon the lessee's default
on mortgage payments and refusal to renew. 127 Such an option adds to the
leasehold's security, and functionally extends the lease for an unlimited time
period. The mortgagee should be able to protect his interest from most ad-
verse fee claimants 128 and derive sufficient income from the property to re-
cover the amount extended.

Lenders, redevelopers and municipalities might also find the introduction
of rentals based on a percentage of the property's actual return a beneficial
change. Fixed rentals on a long term basis require highly speculative calcula-
tions concerning the property's income potential, and, in the later (and less
profitable) years of the lease, may reduce the lessee's financial capacity to
maintain the realty adequately.' 2 9 Conversely, if the property proves extreme-
ly profitable, the municipality is denied its fullest possible return. Percentage
rentals, on the other hand, would give both lessor and lessee the optimum
returns consistent with the project's successful operation. Although the lessee
risks higher rentals, the dangers of not attaining his expected return are re-

Co. v. New York, N.H. & H.R.R., 262 N.Y. 234, 238, 186 N.E. 685, 686 (1933). For-
merly American courts held that negative covenants to refrain from performing certain
acts run with the land, but affirmative covenants do not. See Miller v. Clary, 210 N.Y.
127, 103 N.E. 1114 (1913). The present rule abolishes such distinctions and holds that
all covenants run with the land if they satisfy the four requirements above. Mosldn v.
Goldstein, 225 Mich 389, 196 N.W. 415 (1.923) (covenant by lessor to repay lessee's de-
posit); Neponsit Property Owners' Ass'n v. Emigrant Indus. Say. Bank, 278 N.Y. 248,
15 N.E.2d 793 (1938) (holding purchaser of fee at judicial sale may be ousted for failure
to pay four dollar annual charge imposed in deed covenant). Covenants may run with
the land even though they concern objects not yet in being, such as compliance with a
subsequent renewal plan. See Mott v. Oppenheimer, 135 N.Y. 312, 31 N.E. 1097 (1892)
(coevnant empowered either party to erect a party wall, with agreement that the other
should have right to use it by paying his share of cost). See generally Abbott, Covenants
in a Lease Which Run With the Land, 31 YAL L.J. 127 (1921.).

126. See note 122 supra.
127. 'See Kelly, Some Aspects of Leaselwid Financing, 33 NoTRE DAmE LAw. 34, 47

(1957); Bowery Savings Bank, femorandum of Minimum Requirements for a Lease
on Which a Leasehold Mortgage Is To Be Placed, No. 2, May 23, 1958, on file in Yale

Law Library.
128. See note 97 supra and accompanying text. In this respect renewal options are

also more satisfactory than purchase options. Unlike a lender who exercises an option to
purchase, one who exercises an option to renew will not sustain the immediate burden
of the full fee value. Thus, an additional cushion for the lender is supplied.

129. Rents will reduce the amount of the lessee's income which is available for main-
tenance. On the difficulties of proper maintenance in the later years of the lease, see
Nmutss & FISHER, op. cit. supra note 122, at 28-29.
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duced. Redevelopers should be further benefited if tax deductions based on
high rents in lucrative years enable them to remain in lower tax brackets. In
low-income years, percentage rents may aid the city and the leasehold lender,
as well as the redeveloper. Reduced rents will permit the redeveloper to
undertake maintenance which the city desires, and give the lender an added
cushion security against defaults.130

Percentage rentals must, however, be carefully reconciled with statutes re-
quiring competitive bidding.13 1 If a flat percentage rate were established by
the municipality prior to bidding, or if highest-percentage offers were auto-
matically accepted, ambitious redevelopers with relatively low income expec-
tations could outbid those of their brethren who have higher income expecta-
tions. To protect both itself and competing redevelopers, a municipality might
examine the income projections of all candidates. But this would constitute
condoning the same subjective awarding of contracts that competitive bidding
statutes condemn. 132

A better approach might be for the city to conduct its bidding in terms of
fixed rentals, but to announce that they will be abandoned when income ex-
ceeds a specified amount. The municipality must be careful not to set an
extremely low figure, since redevelopers would then reduce their basic bids
to guard against lost profits. When income reaches the prescribed level, a
percentage formula-also determined by the municipality-would be applied.
The executed lease would then contain these rental provisions. 33

Ultimately, wider and more effective use of long term leases in urban re-
newal projects depends upon greater knowledge of leasing's availability and
implications. Here, the federal government, which has already approved the
lease device, can play a significant role. Lenders are traditionally hesitant to
engage in new types of investment. Local agencies, often understaffed and

130. On drafting percentage rent clauses, see Landis, Problems int Drafting Percent-
age Leases, 36 B.U.L. Rav. 190 (1956); Note, 61 HARv. L. REv. 317 (1948). See also
Morris, Shopping Centers-The Role of the Lawyer, 1955 U. Iii- L.F. 681, 691-93.

131. See, e.g., MAss. ANN. LAws ch. 34, § 17 (1957); OHio REV. CODE ANN. §
735.05 (Page 1954); OKLA. STAT. ANN. tit. 61, § 22 (Supp. 1958).

132. The purpose of competitive bidding requirements is to guard against favoritism,
fraud and corruption in awarding municipal contracts, and to secure the best work or
supplies at the lowest price. Iowa Elec. Co. v. Town of Cascade, 227 Iowa 480, 288 N.W.
633 (1939) ; Seysler v. Mowery, 29 Idaho 412, 416-17, 160 Pac. 262, 263 (1916).

133. See the excellent analysis in Landis, The Drafting of Percentage Leases, 11
U. TORONTO L.J. 43 (1955). The percentage rent lease generally includes the following
provisions: computation of percentage rent on an annual basis; furnishing of quarterly
or monthly sales statements; books maintained by tenants at or near the premises; con-
duct of business by tenant continually throughout year; specified daily business hours,
amount of stock and size of sales force; covenant by tenant not to engage in competing
business within specified radius; and express provision negativing intent by landlord and
tenant to engage in joint venture or partnership or be liable for each other's debts. Pro-
visions indicating absence of a de facto partnership are especially important to prevent
a percentage lease from being judicially construed as a partnership agreement. Landis,
supra note 130, at 191; Note, 61 Hagv. L. REv. 317, 320 n.21 (1948).
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overburdened, are ill-suited to fully investigate leasing.13 4 And only a few
redevelopers have indicated an awareness of leasing's potentialities and have
endeavored to educate the other participants in redevelopment. 135 The Urban
Renewal Administration, which has so far remained aloof, appears most fit to
vitalize title I's leasing provisions by publicizing leasing's potentialities and
by giving informed advice on leasing's legal, economic, and social implica-
tions.

One social implication of municipal leasing is that it implies a new theory
of urban landholding-public ownership' 3 6 combined with private exploita-
tion-in those parts of a city's center which require renewal. Critics of private
land ownership have suggested that since the community gives land its value,
the community should reap the profits through public ownership of all urban
land.1 37 But such a proposal is unjust to private interests, when the city takes
no responsibility for the land's use or condition. Under such circumstances
community land ownership would constitute nothing more than the appropria-
tion of profit derived wholly from private effort. Through urban renewal pro-
grams, however, the community has begun to assume these liabilities; resus-
citation of blighted urban land is now undertaken at public expense.138 In

134. Local agencies face delay in dealing with the federal government, a lack of in-
formation about lease drafting and federal aids to leasing agencies, and unfavorable state
and local legislation. The problem of determining which disposal method is financially
preferable is not as serious since local agencies, in selecting their desired disposal method,
rely heavily upon expert market analyses and re-use appraisals. See, e.g., Letters from
Redevelopment Authorities of Medford, Mass., Oct. 22, 1958, and Denver, Colo., Oct. 10,
1958, to Yale Law Journal, on file in Yale Law Library. No information has been found,
however, on the uniformity or desirability of the standards which local appraisers use in
making their determinations. See HHEA, LocAL PUBLIC AGErcY MANUAL pt. 2, ch. 8,
§ 2 (1955) (setting forth vague criteria for re-use appraisals, and making no mention
of how to choose between leasing and selling). On the problems one agency had in chang-
ing state law to facilitate leasing, see Letter from Arlen T. St. Louis, Project Manager,
Schenectady, N.Y., Redevelopment Project, to Yale Law Journal, Jan. 13, 1959 (city
lacked delegated power to apply for definitive loans, so it obtained passage of state stat-
ute permitting city to finance project by sale of 35 year bonds. See N.Y. Sess. Laws
1958, ch. 972). On the need for experts to draft lease and leasehold mortgage instru-
ments, see ibid.; Letter from New York Life Insurance Co. to Yale Law Jour da, Dec.
17, 1958 (special counsel required to draft leasehold mortgages).

135. See Slayton, Leasehold as a Method of Disposing of Redevelopment Sites, 1950
(Redevelopment Information Serv. Spec. Pub. No. 1) ; THE CITY CLUB OF NEW YORK,
A PRACTICAL PROGRAM FOR REPLANNING THE CITY OF Nzw YORK (1955).

136. Private Ownership v. Public Ownership has been an extended controversy. See
COHEN, LAW AND THE SOCIAL ORDER 41-68 (1933); WHIrrAEER, HISTORY OF EcoNoMIc
IDEAS ch. IV (1940); Philbrick, Changing Conceptions of Property in Law, 86 U. PA.
L. REv. 691, 723-24 (1938).

137. See LINcOLN, GROUND RENT, Nor TAXES (1957). See also GEORGE, PROGRESS
AND PovERTY bk. IX, ch. I (1879), advocating a single tax on all the value of privately
owned land which can be attributed to the efforts of the community-the "unearned in-
crement."

138. See Johnstone, The Federal Urban Renewal Program, 25 U. CHL L Rev. 301,
31.7-37 (1958) ; Note, 72 H-iv. L. RPv. 504, 51113 (1959). Municipal condemnation and
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light of these public undertakings municipal leasing appears as a more realistic
method of adjusting the interests of the community and the land occupier in
land crucial to the urban community. Leasing places no greater restraints on
land use than sale. 139 Private parties profit to the same or a greater extent by
leasing from the municipality. Primary responsibility for proper upkeep re-
mains focused upon the land occupier. Meanwhile, the public is more fully
compensated for the renewal costs it must sustain. In short, the long-term
lease device can be a satisfactory means of recognizing the accomplished fact
of public responsibility for land use, and repaying the public for its renewal
costs, without reducing the incentives and rewards which have made private
ownership so vital to democratic prosperity.

clearance is a major incentive to private participation in renewal. Johnstone, supra at
320-21.

139. See text at notes 25-30 supra.


