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INTRODUCTION 

The Subcommittee on Oversight of the Internal Revenue Service 
of the Committee on Finance has scheduled a hearing on June 24, 
1983, on abusive tax shelters. This pamphlet, prepared in connec
tion with that hearing, provides background information relative to 
tax shelters. 

The fll'8t part of the pamphlet is an overview. This is followed by 
a description of elements of a tax-shelter investment (Part ll), a 
summary of income tax provisions designed to limit tax shelters 
(part liD, a discussion of the time value of money (Part IV), and a 
description of specific areas of present law that provide the base for 
tax shelters (Part V). 
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I. OVERVIEW 

Tax-shelter investments enable taxpayers to reduce their tax li
abilities by use of tax benefits generated by the investments. There 
are three selling points that are common to most tax-shelter invest
ments: (1) the ability to defer tax liability to a later year; (2) the 
opportunity to convert ordinary income to tax-favored income (such 
88 capital gains); and (3) the use of borrowed funds to fmance the 
investment Oeverage). The elements of a tax-shelter investment are 
described in Part ll. 

Beginning in 1969, Congress bas enacted a series of income tax 
laws that are designed. to reduce the use of tax shelters. Part m 
contains brief summaries of tax-shelter legislative provisions con
tained in the Tax Reform Act of 1969, the Revenue Act of 1971, the 
Tax Reform Act of 1976, the Revenue Act of 1978, the Economic 
Recovery Tax Act of 1981, and the Tax Equity and Fiscal Responsi
bility Act of 1982. 

Certain aspects of present law continue to provide taxpayers 
with opportunities to obtain possibly unintended tax benefits, pro
viding the basis for tax-shelter investments. For example, the bene
fits of deferring a tax liability are attributable, in large part, to the 
fact that present law does not take adequate account of the present 
value (or cost) of a future expense or receipt. The tax-law implica
tions of the time value of money are discussed in Part IV. 

Other identified abuses under present law include (1) the use of 
partnerships to achieve tax results not otherwise available, (2) the 
use of generally available deductions (e.g., interest) to offset unre
lated income, (3) the overvaluation of property that is used to gen
erate tax deductions (e.g. charitable contributions), and (4) the orga
nization of foreign corporations to avoid the application of U.S. tax 
rules. Part V describes tax-shelter operations that take advantage 
of loopholes in these areas of present law. 
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II. ELEMENTS OF A TAX·SHELTER INVESTMENT 

In general, a tax shelter is an investment in which a significant 
portion of the investor's return is derived from the realization of 
tax savings on other income, as well as the receipt of tax-favored 
(or, effectively, tax-exempt) income from the investment itself. Tax 
shelters are typically characterized as abusive if they are formed 
primarily to obtain tax benefits, without regard to the economic 
viability of the investment. 

In some instances, tax shelters are used to take advantage of spe
cific incentives, such as the accelerated cost recovery system, the 
deduction for intangible drilling costs, or the deduction for re
search and experimental expenses, which Congress has legislated. 
Other shelters use devices in the tax law to achieve tax savings 
which were never specifically intended by Congress, and some shel
ters attempt to inflate certain deductions, credits, etc. beyond the 
properly allowable amount. 

Although tax-shelter investments take a variety of forms, there 
are several elements that are common to most tax shelters. The 
first of these is the "deferral" of tax liability to future years, re
sulting, in effect, in an interest-free loan from the Federal Govern
ment. The second element of a tax shelter is the "conversion" of 
ordinary income (subject to tax at a maximum rate of 50 percent) 
to tax-favored income (such as capital gains subject to tax at a 
maximum rate of 20 percent). Finally, many tax shelters permit a 
taxpayer to leverage his investment (i.e .• to use borrowed funds to 
pay deductible expenditures), thereby maximizing the tax benefit of 
deductibility. What follows is a general description of the elements 
of a tax shelter.l 

Deferral 
Deferral generally involves the acceleration of deductions, result

ing in the reduction of a taxpayer's tax liability in the early years 
of an investment. instead of matching the deductions against the 
income that is eventuaHy generated. by the investment. Deferral 
also occurs when, for example, taxpayers funnel U.S. investments 
through a foreign corporation the earnings of which are not subject 
to current U.S. tax. 

The effect of deferral is that the taxpayer grants himself an in
terest-free loan from the Federal Government. which loan is repay
able when, and as, the tax~helter investment either produces tax
able income or is disposed of at a gain. For example. consider the 
case of a taxpayer woo, at the end of year one, realizes that he or 
she requires a $1,000 loan for use in year two. If this taxpayer ob
tained a one-year loan when the prevailing rate of interest is 15 

'The .. Iementa of a taJ: ahelter investment al'fl fully deecribed in the pamphlet "Overview of 
Tas: Shelten" (J(s'22-75), published in 1975 by the staff of the Joint Committee on Taxation. 
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percent (compounded annually), he or she would repay $1 ,150 at 
the end of year two. If, instead of obtaining a loan, the taxpayer 
were to invest in a tax shelter that generated a current deduction 
of $2,000 in year one, and the underlying investment were not ex
pected to generate $2,000 of income until the following year, the 
taxpayer would have a $1,000 tax savings (at the 5O-percent maxi
mum rate of tax), In the latter case, at the end of year two, instead 
of repaying a lender $1,150, the taxpayer would incur a Federal 
income tax of $1,000 on the $2,000 of income genera ted by the in
vestment. Obviously, the longer the deferral period, the greater the 
benefit obtained by the taxpayer. Alternatively, the taxpayer could 
invest the $2,000 of income in another tax shelter to provide a 
"rollover" or further deferral of the tax. 

In some cases, deferral is obtained by the use of legislatively 
sanctioned tax benefits. such as. for example. the Accelerated Cost 
Recovery System (ACRS) or the expensing of intangible drilling 
costs. Other benefits associa ted with deferral reflect the tax law's 
treatment of the time value of money, and are discussed at length 
in Part IV below. 

Conversion 
The second aspect of most tax-shelter investments is the "conver

sion" of ordinary income to tax-favored income (such as capital 
gains or income that is otherwise subject to a reduced rate of tax). 
Conversion is achieved where, for example. a taxpayer takes an ac
celerated deduction against ordinary income. and the income that 
is eventually generated by the investment is taxed at the 20-per
cent capital gains rate. Also, if the taxpayer is in a lower tax 
bracket in the rear when the investment generates income. he or 
she effectively' converts" the tax rate. 

In the case of certain deductions (e.g., depreciation deductions). 
as described in Part III below, Congress has dealt with conversion 
by requiring a portion of the gain on disposition of an investment 
to be treated as ordinary income (rather than capital gains). How
ever, the current "recapture" rules apply only to prevent the con
version of some ordinary income to capital gains, and do not apply 
to all tax shelters. 

Leverage 

The use of borrowed money to fund a tax-shelter investment may 
result in an economic benefit, as well as a tax benefit. Generally. a 
taxpayer will borrow an amount of money that equals or exceeds 
his or her equity investment. From an economic viewpoint, to the 
extent that a taxpayer can use borrowed money to fund a tax-shel
ter investment, he or she can use his or her own money for other 
purposes (such as other investments), resulting in an increase in 
earnings if the investments are profitable. From a tax viewpoint, 
borrowed funds generally are treated in the same manner as a tax
payer's own money that he or she puts up as equity in the invest-. 
ment. Because a taxpayer is allowed deductions for expenditures 
paid with borrowed funds, the tax benefits of deductibility (e.g., de
ferral) are maximized. 

Because interest payments on indebtedness are themselves de
ductible, a debt-.financed investment provides an additional tax ad-
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vantage relative to an equity-financed investment. This is so be
cause the deductibility of interest payments lowers the effective tax 
rate 2 on the income generated by the investment. 

The benefits of leveraging a tax-shelter investment can be illus
trated by a simple example. Assume that a 5O-percent bracket tax
payer invests $10,000 of his or her own money. and borrows $90,000 
to fund a $100,000 investment. If the investment generates a "tax 
loss" of $30,000 in the first year by reason of accelerated deduc
tions, the taxpayer will save taxes of $15,000 on his or her invest
ment of $10,000. 

The significance of leverage increases where a taxpayer obtains a 
nonrecourse loan (i.e., where there is no personal liability to repay 
the loan). The benefits associated with the use of nonrecourse loans 
are discussed below in connection with the partnership rules. 

Scope of tax shelter calle. 
Tax shelter cases require substantial resources of the Jnternal 

Revenue Service and the Tax Court. AB of September 30, 1982, 
284,828 returns with tax shelter issues were in the Internal Reve
nue Service examination process, an increase of 36,000 returns over 
the prior year. During 1982, 71,793 returns were closed after exami
nation, with recommended tax and penalties totaling $954.2 mil
lion. 3 

On January 1, 1982, the Tax Court had 10,522 tax-shelter cases 
docketed. At the end of 1982, that number had increased to 15,693. 
During the 100month period beginning March 1, 1982, 6,780 tax 
shelter cases were received by the Tax Court and 2,362 COSCB were 
disposed of. 

According to a private register of tax shelters, taxpayers invested 
$8 billion in "tax-advantaged investments" (excluding IRAs and 
municipal bonds) in 1981 and $9 billion in 1982, and will invest an 
estimated $11 billion in 1983. According to a related newsletter, in· 
vestments in public tax shelters (i.e., limited partnerships regis
tered with the Securities and Exchange Commission) for the first 
quarter 4 of 1983 were 53 percent higher than they were one year 
ago. This increase appears partially attributable to the improve
ment in the oil and real estate markets, two major tax shelter 
areas. 

• The effective tall rate on income derived rrom an investmeJIt iM the amount of tall paid per 
dollar of income earned. The concept of an "effective tall rate" iM e.plained more fully in the 
pamphlet "Analysis of Proposals for Depreciation and Investment Taz CJedit Revisions, Part I: 
OviIrview" (JCS-1S-81), published in 1981 by the staff of the Joint Committee on Tazation. 

• 1982 Annual Report, CommiMioner &nd ChiefCouneeI, Internal Revenue Service, p.ll. 
• The Stanger Regmer. To: Shelter Profilell (Robert A. Stanger'" Co.), Feb. 1983, pp. 1-9; The 

Stanger Report: A Guide to Tn Shelter Invtl6ting (Robert A. Stanger '" Co.), April 1983, p. 2. 

21-964 0 - 83 _ 2 



III. SUMMARY OF INCOME TAX PROVISIONS DESIGNED TO 
LIMIT TAX SHELTERS 

BeIDnning in 1969, Congress has enacted substantive and proce
duraf income tax provisions that deal with tax-shelter investments. 
Following are brief summaries of the major changes contained in 
the Tax Refonn Act of 1969, the Revenue Act of 1971, the Tax 
Reform Act of 1976, the Revenue Act of 1978, the Economic Recov
ery Tax Act of 1981 (ERTA). and the Tax Equity and Fiscal Respon
sibility Act of 1982 (TEFRA). 

Minimum tax 
In 1969, a minimum tax was enacted which applied to both indi

viduals and corporations, The original minimum tax was an "add
on" tax which applied to a taxpayer whose defmed. tax_preferences 
exceeded his regular tax by more than $30,000. In 1976. the tax 
rate was increased from 10 percent to 15 percent and the exem~ 
tiOD greatly reduced. Since that time, the individual minimum. tax 
has been amended several times. 

TEFRA repealed the individual "add-on" minimum tax and re
placed it with an "alternative" minimum tax be2inning in 1983. 
This tax requires all individuals to pay a tax of at-least 20 percent 
on their "economic" income (i.e., taxable income plus tax prefer
ences) in excess of an exemption level of $40,000 for married cou
ples and $30,000 for single taxpayers. The corporate "add-on" mini
mum tax was retained. 

Inoo.tment intereJt limitation 
Prior to 1969, a tax~yer was able to reduce tax on income from 

the taxpayer's professIOnal or other income-producing activities by 
voluntarily incurring interest deductions attributable to tax-shelter 
investments. The 1969 Act limited the deduction for interest paid 
or incurred by an individual (and other noncorporate taxpayers) on 
funds borrowed to purchase or carry an investment. Under the 
1969 Act, the deduction for investment interest was limited to 50 
percent of the interest in excess of the taxpayer's net investment 
lDcome, long-term capital gains, plus $25,000. The 1976 Act further 
limited the deduction for investment interest to $10,000 per year 
plus the taxpayer's net investment income. Disallowed interest de
ductions are carried over and may be deducted in future years. 

Inoo8tment hu credit: Noncorporate Ie .. or limitation 
The 1971 Act, which reinstated the investment credit, im~ 

limitations on the availability of the investment credit to individu
al (and other noncorporate) lessors. This provision was enacted to 
limit the extent to which individuals are able to utilize the tax 
benefits of leasing transactions (i.e., the credit, depreciation deduc
tions, and interest deductions) to shelter other income. Un'der 

(6) 



7 

present lawf the investment credit is available to noncorporate les
sors in only two situations: (1) if the leased property was manufac
tured or produced by the lessor, and (2) in the case of a short-term. 
lease. where the lease term (including renewal options) is less than 
50 percent of the useful life of the property. and for the first 12 
months after the transfer of the property to the lessee, the sum of 
certain deductions allowable to the lessor with respect to the prop
erty exceeds 15 percent of the rental income produced by the prop
erty. The credit not usable by a noncorporate lessor may be passed 
through ~ a corporate lessee (sec. 48(d)). 

At-risk rule, 
Loss limitation.-As part of an effort to limit abusive tax shel

ters, the 1976 Act enacted an at-risk limitation for deductions from 
an economic activity. The at-risk limitation is designed to prevent a 
taxpayer from deducting losses in excess of the taxpayer's actual 
economic investment in the activity. The limitation applies to all 
activities except the holding of real property. $ 

Under the at-risk rules, a taxpayer may deduct losses (including 
depreciation) from an activity only to the extent of his or her ag
gregate at-risk investment in the activity at the close of the taxable 
year. In general, the at-risk investment includes (1) cash and the 
adjusted basis of property contributed by the taxpayer to the activi
ty, and (2) amounts borrowed for use in the activity for which the 
taxpayer has personal liability for repayment. This amount is gen
erally increased by the taxpayer's share of net income from the ac
tivity and decreased by its share of losses. At-risk investment does 
not include the proceeds of nonrecourse loans. The at-risk amount 
also excludes (1) amounts borrowed from other participants in the 
activity, (2) amounts borrowed from related parties, and (3) 
amounts with respect to which the taxpayer is protected against 
loss through guarantees, 'stop-loss agreements, or other similar ar
rangements. However, the at-risk rules often will not apply, for ex
ample, where the taxpayer is personally liable on a note for the 
purchase of property, which is then leased to a credit-worthy lessee 
under a long-term lease. 

The at-risk rules are applicable to individuals and certain closely 
held corporations. 6 An exception is provided for certain equipment 
leasing activities (not including the leasing of master sound record
ings and other literary or artistic properties) engaged in by closely 
held corporations. In the case of partnerships or S corporations, the 
rules are applicable at the partner or shareholder level. Thus, a 
partner is considered at-risk with regard to a loan to the partner
ship only if the partner is personally liable for repayment. 

Investment tax credit.-ERTA added a new at-risk limitation 
with respect to the investment tax credit (lTC). The limitation ap-

• As enacted in 19'16, the et-rial rules applied to four specific activiUell: (1) farming; (2) oillllHi 
natural g8lI eJtploraUon: 13} holdinj:. producilllf. or distributing motion picture fiI.m.!I or video 
1apM; and (4) iea.ring of penoonal property. The Revenue Act. of 19'18 eJttended the at-ridr. rulea 
to other activitiea. 

"The Revenue Act. of 1978. upended the at-rial rulea to rover cloeely held rorporati_ A 
corporation is subject to the at-risk rule if mort! than 60 percent in value of it. OI,IwtaDding Btoclr. 
ill owned (directly or indirectJy) by ;; or fewer individual8. 
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plies to the same activities, and to the same taxpayers, as the loss 
deduction at-risk rules. 

Under the ITC at-risk rule, the basis of property for ITC pur
poses may not exceed the taxpayer's at risk investment in the 
property at the close of the taxable year. In general, the amount at 
risk for ITC purposes is determined. on the same basis as under the 
1088 deduction rules. However, an exception is provided for 
amounts borrowed from certain "qualified lenders" (including 
banks. savings institutions, and other commercial lenders) or from 
governmental authorities. A taxpayer is considered at risk with 
regard to these amounts if he or she has at least a 20 percent at
risk investment in the property (determined without regard to the 
exception).7 The law also provides an exception for property used 
in connection with various alternative energy sources. 

Farm operations 
Farm operations are governed by special tax provisions. many of 

which confer tax benefits on farming activities. Under prior law, 
the special tax rules available to farmers were utilized by passive 
investors who were motivated, in large part, by a desire to use the 
special farming rules to shelter income from other sources. The 
1976 Act contained several provisions designed to reduce the tax in· 
centives for passive investors to invest in syndicated farming oper
ations. In general, the 1976 Act limits the deductions of farming 
syndicates that serve as tax-shelter vehicles for passive investors. 

The 1976 Act limits the deductibility of prepaid feed, etc. by a 
farm syndicate, requires the capitalization of the pre-production ex
penses of a fann syndicate in growing fruits or nuts and requires 
the use of the accrual method of accounting by farm corporations, 
other than certain small corporations and family corporations. The 
farm syndicate rules are intended to deny the farm tax benefits to 
persons who are not actually engaged in the business of farming. 

Recapture TUleB 

The recapture rules under present law prevent the conversion of 
ordinary income to capital gains, by requiring gain on a sale or dis
position of certain property to be taxed as ordinary income (rather 
than capital gains), to the extent depreciation deductions were 
taken with respect to the property. 

Real estate.-Among the tax benefits derived from a real estate 
tax shelter are accelerated depreciation deductions. The 1969 Act 
imposed more stringent recapture rules on real estate investments, 
requiring a larger portion of gain attributable to accelerated depre
ciation deductions to be taxes as ordinary income. However, under 
the 1969 Act, residential real property received favorable treat
ment. With limited exceptions, the 1976 Act provided for complete 
recapture of all depreciation in excess of straight-line depreciation, 
regardless of whether the property was residential real property. 
However, unlike personal property, only accelerated depreciation 
deductions are recaptured. 

, In the cue of partnenhiJIII and S corpo .... tions. the 2I).peroent ten is applied at the partI1er 
or ehareholder level. 
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Finally. under the Accelerated Cost Recovery System enacted by 
ERTA. all gain or disposition of nonresidential real property whose 
cost is recovered on an accelerated basis over the allowable 1S-year 
period will be treated as ordinary income, to the extent of recovery 
allowances previously taken under the prescribed accelerated 
method. Thus, in the case of nonresidential property, taxpayers 
may either use straight-line recovery with no recapture. or acceler
ated recovery with recapture of all recovery deductions to the 
extent gain is recognized. 

Intangible drilling and ckuelopment costs.-Under present law, 
an investor in an oil and gas tax shelter can defer tax liability by 
deducting intangible drilling and development costs against ordi
nary income. The 1976 Act contained a recapture provision that 
prevents the conversion of the ordinary income against which such 
deductions are taken to capital gains. The amount subject to recap
ture is the amount deducted for intangible drilling and develop
ment costs, reduced by the amounts which would have been deduct
ible had those costs been capitalized and deducted through cost de
pletion. 

Production costs 
The 1976 Act contained a prOVlSlon that requires a taxpayer 

(other than a corporation that is not an S corporation or a personal 
holding company) to capitalize production costs of producing films, 
sound recordings, books. or similar property. and to deduct such 
costs over the life of the income stream generated by the produc
tion activity. This provision prevents a taxpayer from accelerating 
production costs. and. thereby, producing a mismatching of income 
and expenses attributable to the income. 

Sports franchises: Plager contracts 
Under prior law, the purchaser of a sports franchise attempted 

to allocate a large portion of the purchase price to player contracts 
that could be depreciated. The amount allocated to player contracts 
usually represented a large portion of the purchase price, and 
could be depreciated over a short life. The depreciation deductions 
taken in the early years usually exceeded the income generated by 
the franchise and, thus, sheltered other income. On the other hand, 
upon a subsequent sale of the sports franchise. the seller attempted 
to allocate most of the sales price to other assets (such as good will) 
that were not depreciable and, therefore. not subject to recapture. 
Thus, a sports franchise tax shelter could be used to obtain conver
sion, as well as deferral. 

Under the 1976 Act, on the disposition of a sports franchise (or 
the creation of a new franchise), the amount of consideration allo
cated to a player contract must not exceed the sum of the adjusted 
basis of the contract in the hands of the transferor and any gain 
recognized by the transferor on the transfer. On a sale or exchange 
of a franchise, there is a presumption that not more than 50 per
cent of the sales price is allocable to player contracts. Further, the 
1976 Act provided special recapture rules for depreciation deduc
tions taken with respect to player contracts. 
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Partne,..hip. 
The Tax Reform,Act of 1976 contain~ numerous provisions re

lating to the taxation of partnerships and their partners. 
Election to expense certain depreciable assets.-The Tax Reform 

Act of 1976 amended the provision relating to additional first-year 
depreciation (as subsequently amended by ERTA. an election to ex
pense certain depreciable business assets) to require a limitation on 
the amount of the deduction to be applied to the partnership and 
to each partner. 

Capitalization requirements.-The 1976 Act amended the rules 
governing guaranteed payments to a partner, (i.e., payments made 
by the partnership to a partner for services or for the use of capital 
that are determined without regard to partnership income), to re
quire such payments to be capitalized if such payments to a party 
who is not a partner would have to be capitalized. The Act also re
quired costs of organizing a partnership or promoting or selling in
terests when incurred. by the partnership, to be capitalized, subject 
to an election to amortize organization fees over a period of 60 
months or longer. 

Allocation of income and lass.-The 1976 Act limits allocations of 
partnership income or loss to a partner to the portion allocable to 
the part of the taxable year during which he is a partner. Further, 
the 1976 Act amended the provisions relating to allocations of 
income and loss to provide that such allocations win be controlled 
by the partnership agreement, unless they do not have a substan
tial economic effect, in which case the allocation is to be made in 
accordance with the pamers' interests in the partnership. Prior to 
the Act, the allocation provisions referred only to items of partner
ship income, loss, deduction or credit and it was unclear whether 
they applied to allocations of overall income or loss. Prior to the 
Act the allocation in the partnership agreement was not control
ling only if the principal purpose of the allocation was evasion or 
avoidance of tax. The "substantial economic effect" test has been 
adopted under Treasury regulations in applying the principal pur
pose test of prior law. 

At-risk provision.-The 1976 Act imposed limitations to disallow 
partnership losses attributable to nonrecourse liability except for 
investments in real property (other than mineral property). These 
restrictions were incorporated into the general at-risk rules of sec
tion 465 by the Revenue Act of 1978 and the special partnership 
restrictions were repealed. 

Prepaid interest 
Under the general rule of section 163(a), a taxpayer using the 

cash method of accounting can claim a deduction for interest paid 
within his taxable year. Prior to the 1976 Act, prepaid interest was 
used in many types of tax shelters to defer tax on ordinary income. 
In many cases, a deduction for prepaid interest was generated 
without adverse cash flow consequences by borrowing more than 
was needed and promptly repaying the excess as "prepaid inter
est." Under the 1976 Act, if a taxpayer uses the cash method of ac
counting, interest that is prepaid but that is properly allocable to a 
later taxable year must be deducted ratably over the period. of the 
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loan. This rule applies to all taxpayers (including individuals, cor
porations, estates, and trusts), and covers interest paid for person
al, business, or investment purposes. Once prepaid interest has 
been allocated to the proper periods, such interest is then subject 
to other applicable limitations (e.g., the limitations on the deduc
tion of investment interest). 

Construction-period interest 6:nt( taxes 
Under prior law, amounts paid for interest and taxes attributa

ble to the construction of real property were allowable as current 
deductions, even if there was no income from the property. The 
ability to take current deductions for construction-period interest 
and taxes permitted the deferra1 of tax on other income. Under the 
1976 Act, a taxpayer (other than a corporation that is not an S cor
poration or a personal holding company) is required to capitalize 
construction-period interest and taxes attributable to the construc
tion of real property (other than low-income housing). The capital
ized expenditures are amortized over a 100year period. TEFRA ex
tended the scope of the capitalization rule for construction-period 
interest and taxes to require all corporations to capitalize construc
tion-period interest and taxes attributable to the construction of 
nonresidential real property. 

Straddle, 

Prior to ERTA, commodity straddles and straddle-related trans
actions were used to defer tax liability and to convert ordinary 
income or short-term capital gain into long-term capital gain. 
Straddles genendly involved both the buying and selling of t:limilar 
items. and then realizing the loss in one year and the gain in the 
subsequent year. The 1981 legislation adopted a number of provi
sions to deal with these issues. 

Gains or losses on straddles.-Under ERTA, all commodity fu
tures contracts are marked-to-market at year end and treated as if 
60 percent of the capital gains and losses on them were long-term 
and 40 percent were short-term. Net losses under the mark-to
market rule may be carried back three years against mark-to
market gains. This treatment was extended by the Technical Cor
rections Act of 1982 to cover certain cash settlement contracts and 
foreign currency contracts traded in the interbank market. 

In the case of straddles involving property other than futures 
that are marked-to-market, ERTA allows straddle losses only to the 
extent such losses exceed the unrecognized gains on offsetting posi
tions. Disallowed losses are deferred. The wash sale and short sale 
principles of present law are extended to straddles by regulation. 
The loss deferral rule applies to actively traded personal property 
but not to such property as real estate, stock and short-term stock 
options. Hedging transactions are excepted from this provision. 

Because short-term stock options are excepted from these rules, 
straddle transactions in these options have become widely used 
since the enactment of ERTA. 

Interest and carrying charges.-Under ERTA interest and carry
ing charges for purchasing or carrying commodity investments are 
required to be added to the basis of the commodity if it is part of a 
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straddle. Hedging transactions also are excepted from the capital· 
ization rule. 

Hedging exception.-ERTA excepts hedging transactions from the 
mark-to-market. loss deferral and capitalization rules. Syndicates 
are not entitled to the hedging exemption. A requirement that 
hedging transactions be entered into in the normal course of the 
taxpayer's trade or business prevents persons otherwise entitled to 
the hedging exemption from relying on that exemption in connec
tion with transactions whose motivation is the deferral or avoid
ance of tax liability. Taxpayers are attempting to structure trans
actions to qualify losses not entered into in the normal course of 
business as ordinary losses. 

Characterization of Treasury bills.-Prior to ERTA gain and loss 
on certain governmental obligations (including Treasury bills) 
issued at a discount and payable at a ftxed maturity date less than 
one year from issue date were treated as ordinary income and Joss. 
Under ERTA such obligations are dermed as capital assets and the 
discount on these obligations as ordinary income. 

Dealer identification of securities held for investment.-Prior to 
ERT A dealers were required to identify securities held as invest
ments within 30 days of the date of acquisition. ERTA requires 
identification of securities by the close of business on the date of 
acquisition. Floor specialists are allowed seven business days to des
ignate stock for which they are registered specialists. 

Sale or exchange of capital assels.-Prior to ERTA for gain or 
loss to be capital gain or loss, it must have resulted from the sale 
or exchange of a capital asset. ERTA provides that taxable disposi
tions of capital assets which are commodity-related property are 
treated as sales or exchanges. 

Original issue discount obligations 
Prior to TEFRA, holders of corporate bonds issued at a discount 

were required to include the total discount in income on a straight
line basis over the life of the bond and corporate issuers were per
mitted to deduct discount on the same basis. As amended by 
TEFRA, the original issue discount rules require the income inclu
sion and deduction at a constant interest rate, i.e., at a compound 
rate which paral1els the manner in which interest would accrue on 
interest-paying nondiscount bonds. The original issue discount 
rules were also extended by TEFRA to cover noncorporate obliga
tions other than those issued by individuals. 

Stripped-coupon bonds.-Prior to TEFRA, some taxpayers took 
the position that a disposition of the corpus without the coupons 
with respect to coupon-bearing bonds resulted in income deferral 
by allocating the entire cost of the bond to the stripped corpus, pro
ducing an artificial loss. The stripped coupons in the hands of a 
purchaser became capital assets which, if disposed of prior to re
demption, could result in capital gain. Under TEFRA, upon a dis
position which separates ownership of the bond and the detached 
coupons, the stripped corpus and detached coupons are treated as 
obligations issued by a corporation on the date of disposition and 
are subject to the periodic income inclusion applicable to original 
issue discount bonds. The basis of the bond is allocated to the com-



13 

ponenta, i.e., the corpus and each coupon, in accordance with their 
relative fair market values on the date of disposition. 

Reorganizations.-Prior to the Technical Corrections Act of 1982, 
the original issue discount rules did not apply to obligations issued 
in a corporate reorganization. New obligations issued in exchange 
for a corporation's outstanding obligations in a recapitalization 
could provide for the deferral until maturity of payments exceeding 
both the issue price and the fair market value of the old obliga
tions. Some issuers claimed deductions for interest accruals prior to 
payment without regard to the limitations applicable to the newly 
issued obligations under original issue discount rules. There was no 
taxable income to cash basis holders until maturity unless they dis
posed of the bonds earlier. This treatment would result in a su~ 
stantial mismatching of the holder's income and the deduction 
under the claimed treatment by the issuer. The original issue dis
count rules were amended by the Technical Corrections Act to 
remove the exception for recapitalizations and other tax-free reor
ganizations. 

Audit provisions 
In 1982, new audit procedures were enacted for partnerships and 

S corporations. These provisions are effective for taxable years be
ginning after 1982, Under these provisions, the tax treatment of 
partnership and S corporation income, deductions, credits, etc. will 
be determined administratively and judicially in a single proceed
ing at the entity level. Partners and shareholders generally must 
be notified of the proceedings and may participate. The partners 
and shareholden; are bound by the determlmtLlons WId may not 
contest the determinations in separate proceedings. 

Because these proceedings were not effective for years beginning 
before 1983, there is no experience as to the effect on tax shelters. 

Penalties 
Overvaluation penalty.-ERTA provided a graduated addition . to 

tax applicable to certain income tax "valuation overstatements." 
The addition to tax af-plies to the extent of any underpayment of 
income tax attributab e to such an overstatement, in the case of a 
taxpayer who is an individual, a closely held corporation. or a per
sonal service corporation. 

If there is a valuation overstatement. the following percentages 
are used to determine the applicable addition to tax: 

If the valuation claimed is the following percent of 
the correct valuation-

150 percent or more but not more than 200 
percent .................................................................... .. 

More than 200 percent but not more than 250 
percent .................................................................... .. 

More than 250 percent , ........................... -:~ ....... : ~.' ..... . 

The 
applicable 
percentage 

is-

10 

20 
30 
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The penalty may be waived if the valuation had a reasonable 
basis and was made in good faith. The penalty is effective for re
turns filed after December 31, 1981. 

Addition to negligence and fraud penalties.-Prior to ERTA, an 
addition to tax, or penalty. with respect to certain tax underpay
ments due to negligence or civil fraud, was imposed. That pena1ty 
for negligence was 5 percent of any underpayment that is due to 
negligent or intentional disregard for rules and regulations. The 
penalty for fraud was 50 percent of any underpayment due to 
fraud. 

ERTA imposed a nondeductible addition to tax equal to 50 per
cent of the interest attributable to that portion of an underpay
ment which is attributable to negligent or intentional disregard. for 
rules or regulations. TEFRA added a similar addition to tax in the 
case of fraud. 

Substantial understatement.-Under TEFRA, a penalty of 10 per
cent is imposed on any SUbstantial understatement of income tax. 
For this purpose, an understatement is the excess of the amount of 
income tax imposed on the taxpayer for the taxable year, over the 
amount of tax shown on the return. A substantial understatement 
of income tax exists if the understatement for the taxable year ex
ceeds the greater of 10 percent of the tax required to be shown on 
the return for the taxable year, or $5,000 ($10,000 for corporations 
other than S corporations and personal holding companies). 

The amount of the understatement will be reduced by the por
tion of the understatement that is attributable to (1) the treatment 
of any item fOT which there is or was substant.ial authority, or (2) 
any item for which there was adequate disclosure of the relevant 
facts on the return. In the case of a tax shelter, the reduction when 
there is substantial authority will apply only to the portion which 
the taxpayer reasonably believed was more likely than not to be 
the correct treatment. The disclosure defense is not available in a 
tax shelter case. A tax shelter is defined as a transaction for which 
evasion or avoidance of income tax is the principal purpose. 

The Secretary may waive all or a part of the penalty on a show
ing by the taxpayer that there was a reasonable basis for the un
derstatement and the taxpayer acted. in good faith. This penalty is 
in addition to all other penalties provided by law. 

The penalty is effective with respect to returns which have a due 
date after 1982. 

Penalty for promoting abusiue tax shelters, etc.- Under 
TEFRA, a new civil penalty was imposed on persons who organize 
or sell any interest in a partnership or other entity, investment, 
plan or arrangement, when. in connection with such organization 
or sale, the person makes or furnishes either (1) a statement, which 
the person knows or has reason to know is false or fraudulent as to 
any material matter with respect to the availability of any tax 
benefit said to be available by reason of participating in the invest
ment, or (2) a gross valuation overstatement as to a matter materi
al to the entity which is more than 200 percent of the correct 
value. 
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The penalty for promoting an abusive tax shelter is an assessable 
penalty equal to the greater of $1,000 or 10 percent of the gross 
income derived, or to be derived, from the activity. 

The Secretary is given authority to waive all or part of any pen· 
81ty resulting from a gross valuation overstatement upon a show· 
ing that there was a reasonable basis for the valuation and the val· 
uation was made in good. faith. This penalty is in addition to ail 
other penalties provided for by law. 

This provision took effect September 4, 1982. 
Action to enjoin promoters of abusive tax shelters.- TEFRA 

permits the United States to seek injunctive relief against any 
person engaging in conduct subject to the penalty for organizing or 
selling abusive tax shelters. Venue for these actions generally is 
the district in which the promoter resides, has his principal place 
of business, or has engaged in the conduct subject to the promoter 
penalty. 

This provision took effect September 4, 1982. 
The IRS has been successful in obtaining two injunctions re

straining the seller from promoting illegal trust schemes under 
these provisions. 8 Two more civil suits have been instituted by the 
government to enjoin the selling of certain tax: shelters involving 
the leasing of master plates for stamps and the sale of a trust 
scheme . 

• U.s. v. H"lch iMon. 83-1 USTC 1 9322 <5.0 . Cal.) (Apr. 6, 1983); U.s. v. B,,'torf/. 83-1 USTC 
1 9342 (N.D. Tex.) (Apr. 13, 1983). 



IV. TIME VALUE OF MONEY 

From an economic viewpoint, the present value of a future ex
pense or receipt is less than the face amount thereof. The treat
ment of the timing of income and deductions attributable to origi
nal issue discount is one area in which the income tax: laws deal 
with the time value of money. Another is section 483 which im
putes interest in a deferred-payment sales contract that has an un
stated interest element. However, in many cases, a taxpayer is not 
required to take the time value of money into account in comput
ing taxable income. Thus, by use of an advantageous accounting 
method, contractual arrangement. or other device, a taxpayer can 
obtain the economic equivalent of an interest-free loan from the 
Federal Government simply by currently deducting the full 
amount of a payment to be made in the future. 

Time value concept 
The present value (or cost) of a receipt or expense deferred one 

year is equal to the amount that will grow, at the prevailing inter
est rate, in one year to the face amount of the receipt or expense. 
The more distant a future expense or receipt, the lower its present 
value. For example, at an interest rate of 10 percent (compounded 
annually), the present value of $1 deferred one year is 90.9¢ (i.e., 
90.9¢ invested at a 100percent interest rate will grow to $1 in one 
year). If the receipt of $1 were deferred two years at a 10-percent 
interest rate, the present value of the receipt would be 82.6¢ (the 
amount required today that will grow to ~1 by the end of two 
years).{1 

Signirlcance of accounting method 
Taxpayers generally compute taxable income and me Federal 

income tax returns on an annual basis. In computing taxable 
income, most taxpayers use either the cash method of accounting 
or the accrual method of accounting. A taxpayer's choice of ac
counting method can affect the timing of both income and deduc
tions. 

Cash method of accounting.-Under the cash method of account
ing, receipts are included in income for the year when the income 
is actually or constructively received, and expenditures are deduct
ed for the year in which they are actually paid. 1o 

• Conve.-Iy, fur any annual rate of intere8t., the future amount that will be "changeable for 
any preeent value can be computed: at lO-percent l imple internat, $1 received today will be 
worth $1.10 at the end of one year. 

10 A cub-basis tupa)'1!r may be required to U8e the accrual method of accounting with re
IJped to certain items of income or deduction. For eumple, if a CBIlh-basis tupayer acquires an 
original iasue diacount bond (where the u...ue price is 1_ than the redemption price) the tupay
er would be ",,!uired to accrue the daily portions of original is6ue discount during the period the 
bond is held (8ec. 123ZA). Abo, eection 461{g) requires a cash·bluM tupa)'1!r who prepayll interest 
to treat the intereoJt ... paid in the year (or yeara) to which it is properly allocable. 

(16) 
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Many tax-shelter promoters tout the availability of deductions 
for prepaid expenses (paid with borrowed funds). Some iax-shelter 
offerings rely on Zaninovich v. Commissicner, 616 F.2d 429 (9th Cir. 
1980), as authority for deducting prepaid expenses that do not 
result in the creation of an asset having a useful life of more than 
one year. Zaninouich was recently cited with approval as authority 
for deducting prepaid rent by the Supreme Court in Hillsboro Na
tional Bank v. Commissicner, U.S.---(Mar. 7, 1983).11 The Supreme 
Court's citation of Zaninovich provides some support for the posi
tion that the "one-year" rule adopted therein may be relied upon. 

Taxpayers may argue that the rationale of Zaninovich applies to 
other types of expenses, such as prepaid breeding fees. Thus, cash
basis taxpayers may retain the ability to shelter other income by 
prepaying expenses (other than interest subject to section 461(g» . 
To deal with this problem, consideration may be given to extending 
the rule of section 461(g) to prepayments of items other than inter
esL 

Accrual method of accounting.-Under the accrual method of ac
counting, income is included, and expenditures are deductible, for 
the taxable year when all events have occurred which fix the right 
to receive such income or establish the liability to pay such expend
itures, and the amount thereof can be determined with reasonable 
accuracy.12 In general, an accrual-basis taxpayer can deduct the 
face amount of an accrued expense if the "all events" test is met. 

The "all events" test may not require that the taxpayer have a 
current liability, or that the ultimate recipient be known, in order 
to deduct an expense. 13 Thus, except for the "at-risk" rules (dis
cussed in part III). present law may be inadequate to prevent a tax
payer from deducting accrued expenses with respect to which the 
taxpayer has no current liability. 

Apart from the vagaries of the "all events" test. the accrual 
rules overstate the true cost of future expenses by failing to take 
the time value of money into account. An accrual-basis taxpayer in 
the 50-percent bracket can obtain a tax savings with a present 
value of $1 by taking a $2 current deduction for an expense to be 
paid in the future, notwithstanding the fact that the present value 
(or cost) of the future payment is less than $2, and the present 
value of reduction in future tax liability is less than $1.14 

A requirement that taxpayers take the time value of money into 
account in computing deductions for accrued but unpaid expendi
tures would raise several unresolved issues: (1) what the appropri-

11 Althou,gh the Hillaboro cue turned on the application of the tax benefit rule, ;n reaching 
ita decillion, the Supreme Court determined that a I'MtaI paid 30 days ;n advance WII8 properly 
deducted under Za"irnwwh. 

"In certain circUlllIItance!l, IUl accrual-buill taxpayer is prevented from takinK a C\lrrent de
duction for accrued ""'p"1l8e8 that are not paid within .. specified Wne. For e:ramPJ.e. if IUl acc:ru. 
al-hwlis taxpayer Caile to pay IUl IICCrued elIpel18e within 2-112 monthll after the d<Me of illl tax
able year, IUld the amount accrued is payable to a related peraon who IlIM!II the cash method, 
then !leCtion 267 would disallow .. deduction for the e"'peIllll! . 

.. ThWl, in Ohio Ri.- tAlkria Co. v. CommissioMr, '17 T.e. 1869 (1981 ), the Tn Court held 
that the accrual-basU! taxpayer could deduct the reaaonably estimated COIIIlI of ita obligation to 
reclaim strip-mined land durilllJ the mining operation, even though reclamation had not started 
IUld the ta:rpal"r had no pn!8I!nt liability to perform the work. The Treasury department hu 
te8tified that they belie", the case 111'811 incorrectly decided . 

.. To illustrate this point, consider that the taxpayer in thio e",ample OOl.Ild set aside 90.9. 
today at a 100peroent interest nlte. and earn the $1 required to pay the dererred ta:r liability by 
the end of one year. 
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ate discount rate should be (e.g., the interest rate offered by the 
local savings bank or the prime rate available to the most credit
worthy commercial borrowers), (2) how often taxpayers should be 
required to compound interest (e.g., section 6622 requires all inter
est payable under the internal revenue laws to be compounded on 
a daily basis, while the bond market normally calculates yields to 
maturity by compounding on a semi-annual basis), (3) whether tax
payers should be able to agree within a range of interest rates 
where valuation of property or services are at issue, and (4) how 
should accrued income be treated. 

The accrual rules could be amended to provide that an expense is 
not currently deductible unless the recipient of the payment is 
known and the taxpayer has a present liability to make the pay
ment. Another alternative would be to require taxpayers to report 
certain deferred payment transactions using the cash method of ac
counting. 

Accelerated cost recovery 
In general. income taxes are paid on the basis of net (or taxable) 

income. In computing net income, deductions are allowed for ordi
nary and necessary expenditures incurred in a trade or business or 
for the production of income. However. capital expenditures ( i.e .• 
expenditures for assets with useful lives extending substantially 
beyond the close of the year) are not deductible in the year the ex
penditure is made. Under present law, capital coats generally are 
recovered under the Accelerated Cost Recovery System (ACRS). 

ACRS is a system for recovering capital costs using accelerated. 
methods over predetermined recovery periods. Congress intended 
ACRS to serve as an investment stimulus; thus, ACRS does not re
flect only the annual loss in value of property ( i.e., the true meas
ure of a taxpayer's economic cost). Rather, ACRS concentrates 
larger deductions in the earlier years of the property's use and, 
thus, accelerates the return of the taxpayer's investment in the 
asset. 

Under ACRS, the acceleration of cost recovery allowances results 
in net cash flows (Le., economic income less tax on that income) 
that are larger in the early years of the property's use. Thus, be
cause the cash flows are received earlier rather than later, the 
present value of the net income generated by the property will be 
greater than if the taxpayer were required to measure the income 
from the property by reference to the economic decline in the value 
of the property. 

Deferred-payment contracts 
Transactions in which payment for the purchase of property, 

rents, or services is deferred afford taxpayers the opportunity to 
reduce the present value (or cost) of the tax liabilities of the parties 
thereto. 

Deferred-payment sales.-Under section 453, all sales of property 
(other than dealer sales of personal property) in which at least one 
payment is to be received by the seller after the close of the tax
able year of the transaction must be reported under the install
ment method. unless the seller elects not to have that method 
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apply,15 Under the installment method, a seller of property post.. 
pones recognition of gain until the receipt of payments from the 
purchaser, recognizing the gain ratably as payments are received. 
The purpose of section 453 is to make it easier for installment sell· 
ers to pay their taxes by deferring gain recognition until cash is 
received. However. in view of the time-value of money. one of the 
effects of section 453 is to reduce the effective tax burden on tax
payers who receive deferred payments. 

By way of example, if a seller (in the 5O-percent bracket) sold a 
building, with an adjusted basis of $20,000, for $100,000 in cash, as
suming no depreciation recapture, it would realize $80,000 of capi
tal gain and owe a current tax of $16,000. By contrast, if the tax
payer received a $20,000 downpayment and an $80,000 note. pay
able at the rate of $20,000 a year in each of the succeeding four 
years, the taxpayer's current tax liability would be only $3,200 (i.e., 
the tax on 80 percent of the $20,000 actually received). Thereafter, 
the installment seller would pay a $3,200 tax in each of the four 
succeeding years. The present value of the futUre tax liability will 
be less than the tax due from a cash sale. While the installment 
seller defers the recognition of gain, the buyer is entitled to a cost 
basis of $100,000, regardless of whether the building is paid for 
with cash or with a note. ACRS deductions based on the $100,000 
purchase price may be used by the buyer to reduce its tax liability. 

Deferred rents .~Under the accrual rules, an accrual-basis lessee 
can maximize the benefits of rental deductions by entering into a 
lease that provides for deferred rentals. The Internal Revenue 
Service (IRS) has ruled that an accrual-basis lessee can deduct de
ferred rentals on a straight-line basis, so long as the "all events" 
test is met. Rev. RuI. 70-119, 1970-1 C.B. 120. In Rev. Rul. 70-119, a 
21-year lease of improved real property called for an annual 
ground rent plus an amount equal to six percent of the cost to the 
lessor of buildings on the land. The lessee was permitted to with
hold portions of the stipulated rentals during the first three years 
of the lease; the rentals withheld were payable, in all events, rat
ably during the remaining 18 years of the lease term. The IRS 
ruled that, under the accrual rules, the rentals withheld by the 
taxpayer each year were deductible in the year in which they were 
accrued but withheld. Thus, if an accrual-basis lessee amortizes the 
aggregate rental on a straight-line basis, notwithstanding the defer
ral of a portion of the rentals, the tax deductions in the early years 
will shield other income (which can be put to other use). Similar 
issues arise in the context of accruing deductions currently for de
ferred fees. 

Accounting for intered 

Section 163(a) provides that there "shall be allowed as a deduc
tion all interest paid or accrued within the taxable year on indebt
edness." For section 163(a) to apply, assuming that there is a valid 
indebtedness of the taxpayer, the item sought to be deducted must 
be "interest" (as distinguished from other expenses), and the item 
must be "paid or accrued" within the taxable year. 

'"Installment .ales of dealer property may qualify for i.nstaIIment treatment under II8Cticm 
453A. 
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Interest" is commonly defined as the amount charged for the use 
or forbearance of money. 16 There are several income-lax provisions 
dealing with the treatment of items that serve as payments for the 
use of money but are not labeled. as interest, or which are not 
structured as a percentage of the principal amount due, as well as 
the timing of deductions for such items. However, because the 
scope of the statutory provisions that address the treatment of un
conventional items of "interest" is not comprehensive. taxpayers 
have sought to structure financing arrangements to generate inter
est deductions that do not reflect the economics of the arrange
ment. Many of these arrangements attempt to combine the accel
eration of interest deductions to the borrower with deferral of its 
inclusion in income to the lender, who typically is on the cash 
method. Thus, these schemes often involve a mismatching of deduc
tions to one taxpayer and offsetting income to another. 

Original ;S.ue di.eount 
Original issue discount (DID) arises when a borrower receives 

less from the lender than the amount to be repaid to the lender. 
The difference between the amount received by the borrower and 
the amount to be repaid (i.e., the DID) is functionally equivalent to 
an increase in the stated rate of interest, and is intended to com
pensate the lender for the use of money. I 7 Under present law, the 
issuer of an DID bond (other than a natural person) is allowed de
ductions for the DID over the life of the bond. IS Conversely, the 
holder of the bond is required to include in income the daily por
tions of DID determined for each day of the taxable year the bond 
is held.1 9 The statutory provisions for the treatment of DID do not 
apply to an obligation issued in exchange for property unless the 
obligation is part of a publicly funded issue or the property for 
which it is exchanged is publicly traded stock or securities. They 
also do not apply to obligations issued for consideration other than 
cash or property transfers, such as the performance of services or 
the use of property. 

The rules for amortizing DID parallel the manner in which inter
est would accrue through borrowing with interest..paying nondis
count bonds.20 The DID is allocated over the life of the bond 
through a series of adjustments to the issue price for each "bond 
period" (generally, each one-year period beginning on the da te of 
issue of the bond and each anniversary thereof). The adjustment to 
the issue price for each bond period is determined by multiplying 
the adjusted issue price (i.e., the issue price as increased by adjust
ments prior to the beginning of the bond period) by the bond's yield 
to maturity, and then subtracting the interest payable during the 
bond period. The adjustment to the issue price for any bond period 
is the amount of the DID allocated to that bond period. . 

.. 8ft Ok/ Colcny Railroad Co. v. Commissioner, 284 U.S. 552 (1932). 
IT 8ft Uniwl Sinks v. Midland·R()IJIf Corporutwn , 381 U.S. 54 (1965) (II C88e that al"Cl8e under 

the 1 9~ Code). 
' ·Sec.l63(e). 
1. Sec. 1232A . 
• 0 Under pre-TEFRA law, OlD was computed on IIlIt raight-l ine basis over the life of the bom!. 

Thus, the illsuer of an OlD bond WM allowed larger deductiollll in the early yeanl of .. bond'. 
term relative to deductioDl! allowed issuers of interest-bearing nondiBcount bond&. 
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Computing intered on deferred-paYlMnt .alell 
Under section 483, if a deferred-payment sales contract does not 

provide for interest (or calls for an unrealistically low rate of inter
est), a portion of the deferred payments must be treated as interest 
income rather than as part of the selling price. The unstated (or 
imputed) interest element of deferred payments is deductible as in
terest by the purchaser. Section 483 applies only to payments that 
are due more than six months after the date of sale, under a con
tract, with a selling price of more thaD $3,000, that provides for the 
payment of one or more installments more than one year from the 
date of sale. 

If interest is provided for in a deferred-payment sales contract, 
section 483 would not apply unless the rate provided is less than 
the rate fixed by the Treasury Department, currently 9 percent 
simple interest. In determining whether the contract contains un
stated interest, the present value (at the test rate) of all payments 
under the contract is required to be computed. If the total pay
ments due more than six months after the date of sale exceeds the 
sum of the present value of such payments (including the stated in
terest payments), then interest will be imputed at the rate set by 
the Treasury, currently 10 percent compounded semi-annually. 
Once the amount of imputed interest is determined, certain gener
al rules of accounting for interest come into play, including the 
limitations for investment interest (sec. 163(d», interest to purchase 
or carry tax-exempt income (sec. 265(2», and prepaid interest (sec. 
461(g)). 

Accounting for interest on imtallment obligation. 
The general rule for accounting for interest deductions had been 

thought to be that the interest deduction can be computed on a 
stra!§ht-line basis, although a different method (such as the "Rule 
of 78 s," described below) is permissible if the underlying contract 
so provides. 21 This pro rata spreading, in some cases, may result in 
larger deductions in the early years of an obligation's life than 
would result if interest were charged in the contract and payable 
(as is normally Jhe case) on a declining balance. However, on June 
6, 1983, the IRS published a revenue ruling that requires interest 
to be accounted for on the basis of an economic accrual method 
(with an exception for short-term consumer loan transactions). Rev. 
Rul. 83-84, 1983-23 I.R.B. 12. 

Rule of 7a's.-The "Rule of 78's" represents a formula for allo
cating interest over the term of a loan. The calculation of interest 
under this rule is illustrated by the following example: In the case 
of a 30-year loan, interest would be calculated by obtaining the 
sum of the years (i.e., 1+2+3+4 ... and so on up to 30), or 465. The 
debtor would then accrue 30/465 (or 6.45 percent) of the interest in 

U In Joma BrolM,. Cool a.., 41 T.C. 911 (1964). aPP"'1 di&miacd ~r .tipu.latWri, (6th Or. 
1964), the taxpayer borTOWed $164,683.61 from • bank for. period of three yean, under an ar· 
rangement whereby the borrower'. obligation to .... pay the pnncipa.lsum and intereat thereon of 
$2'1,172.99 ..::omputed at 5-112 pen:ent per annum for the entire th ...... year period ·were evi
denced by a am,le promis8ory note for '191,856.60, payable in 86 equal monthly inatall ..... nta of 
$5,329.35 each. The taxpayer acx:1"1lfO;! and deducted inte......t wrin&: the sum-of-th&-month digits 
method (a variation of the Rille of 18's). However, the To Court held that the interest was 
deemed to accrue in equal inItaIlments OVer the entire period of the loan. Accord. Lynthll E. 
Lay v. Commiaionu, 69 T.C. 421 (1977). 
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the first ¥ear, 29/465 (or 6.24%) in the second year, and so on down 
to 11465 m the 30th year. 

In recent years, the Rule of 78's has been used in tax-shelt.er 
schemes to generate extremely large interest deductions. Under 
one scheme, individual cash-basis taxpayers formed an accrual
basis partnership to buy real property at a price of $30,000. The 
partnership made a downpayment of only $10,000 and gave a mort
gage of $20,000 for the balance of the purchase price. The loan doc
uments stated that the partnership would be required to pay an 
"add-on" finance charge (i.e., included in the face amount of the 
note) as computed under the Rule of 78's in case the mortgage were 
prepaid. Over the SO-year term, the finance charge was $620,155 
(an average annual percentage rate of 16.44 percent) on the $20,000 
balance. However, the only payments required in the early years of 
the loan were three $10,000 interest payments in years two, three, 
and four, ending with a balloon payment of the principal and all 
unpaid interest at the end of the 30-year term. The promoters of 
this scheme took the position that the general tax accounting rules 
permitted the accrual-basis partnership to accrue interest under 
the Rule of 78's and to pass through the deductions to its cash-basis 
partners. If this scheme were successful, the cash-basis partners 
would deduct a total of $40,000 of interest for the first year of the 
investment, the equivalent of a 200-percent annual interest rate on 
the unpaid loan balance. 

Effect of ReuenlU! Ruling 83-84.-Consistent with the present-law 
rules for computing OID (sees. 1232A and 163(e», generally accept
ed accoun~~ng rules, and sound economic conceptions, in Rev. RuI. 
83-84 the IRS ruled that the amount of interest attributed to the 
use of money for a period between payments must be determined 
by appl~g the "effective rate of interest" on the loan to the 
"unpaid balance" of the loan for that period. The unpaid balance of 
a loan is the amount borrowed, plus interest earned, minus 
amounts paid. The effective rate of interest is a measure of the cost 
of credit, expressed as a yearly rate, that relates the amount and 
timing of values received to the amount and timing of payments 
made, and is thus a reflection of the cost of the amount borrowed 
for the time it is actually available. The effective rate of interest, 
which is a uniform rate over the term of the loan and is based on 
the amount of the loan and the repayment schedule, wilJ produce 
the true cost of the amount borrOWed when applied to the unpaid 
balance of the indebtedness for a given period. The concept of the 
true cost of the amount borrowed is referred to as the economic ac
crual of interest. The concept of economic accrual of interest is ap
plied in the statutory provisions dealing with OlD. 

Rev. RuI. 83-84 holds that, in the case of a discount obligation, no 
deduction for interest will be allowed for any year in excess of the 
amount of the economic accrual of interest. Thus, for a cash-basis 
taxpayer, any interest paid on a loan in excess of the amount of 
interest that has economically accrued is not deductible in the year 
of payment. Similarly, in the case of an accrual-method taxpayer, 
no deduction will be anowed to the extent that the tax~yer'8 lia
bility is for interest that does not economically accrue 10 the cur
rent year. Because interest is earned by application of the effective 
rate of interest over the term of the loan, any agreement that pre; 
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vides that interest is earned in another manner (such as the Rule 
of 78's) fails to reflect the true cost of borrowing. Thus, an accrual
basis taxpayer can no longer deduct any additional interest attrib
utable to the Rule of 78's computation. 

Exception for short-term consumer loon transactions.-In Rev. 
Proc. 83-40, 1983-23 lR.B. 22, a companion document to Rev. RuI. 
83-84, the IRS provided an administrative exception to the require
ment of economic accrual. This exception will apply only to COD

sumer loans, if there is a self-amortizing loan that requires level 
payments, at regular intervals at least annually. over a period not 
in excess of five years (with no balloon payment at the end of the 
loan term), and if the loan agreement provides that interest is 
earned in accordance with the Rule of 78's. 

PoSllible areall for Congre8sional consideration 

For deferred payment obligations reflecting both stated and un~ 
stated interest exchanged for property, whether or not of a kind 
that is publicly traded, consideration could be given to requirement 
that both parties use the cash method unless they elect to apply 
the OlD rules to a stated value for the property. In such a case, the 
portion of the deferred payment to be treated 8P ltnstated interest 
could be determined in accordance with sectio.. 483. This treat
ment, including elective-application of the OlD rules, could be ap
plied to obligations issued by natural persons. It could also be ex
tended to obligations issued in exchange for services or for the use 
of property. 

The section 483 imputed interest rules are inapplicable so long as 
a contract calis for at least 9 percent simple interest. When inter· 
est rates are high taxpayers can still disguise interest as part of 
the selling price so long as the 483 test rate is provided for. Consid
eration could be given to re-examining these rules. 

Finally, regardl~ of the correctness of the requirement of ec0-

nomic accrual, the new IRS ruling relating to the computation of 
deductible interest may be challenged by taxpayers. A statutory 
mandate for the economic accrual of interest could remove any am· 
biguity. 



V. DESCRIPTION OF SPECIFIC AREAS OF PRESENT LAW 
THAT PROVIDE THE BASIS FOR TAX SHELTERS 

This part describes specific areas of present law that provide tax· 
payers with opportunities to obtain apparently unintended tax 
benefits. providing the basis for tax-shelter investments. The 
present-law rules discussed involve: (I) the use of partnerships to 
achieve tax results not otherwise available; (2) the use of generally 
available deductions to convert ordinary income to tax-favored 
income; (3) the overvaluation of property that is used to generate 
tax deductions; and (4) the use of foreign corporations to avoid the 
application of U.S. tax rules. 

A. The Use or Partnerships As Tax·Shelter Vehicles 

In general 
The form of entity most commonly used to maximize tax benefits 

in a tax shelter investment is a partnership. A partnership does 
not incur income tax liability; rather individual partners are taxed 
currently on their share of partnership income and deduct current
ly their share of partnership losses to the extent of the basis of 
their partnership interests. 

An investor's initial bWliz:; in hiz:; partnership interest includes the 
amount he invests and his share, if any, of partnership liabilities. 
Treasury regulations generally provide that partnership liabilities 
are allocated in accordance with the partnership ratio for sharing 
losses. In the case of a limited partner, this amount is limited to 
any contribution which he may be required to make under the 
partnership agreement in excess of his original investment. Howev
er, where no partner is personally liable for repayment, i.e., nonre
course liabilities, liabilities are allocated to all partners, including 
limited partners, in accordance with the ratio for sharing profits. 

The allocation of partnership overall income or loss. as well as 
items of partnership income, loss, deduction or credit is generally 
determined by the partnership agreement if the allocation has a 
substantial economic effect. Otherwise, allocations are made in ac
cordance with the partners' interests determined by taking into ac
count all facts and circumstances. 

The limited. partnership is generally preferred over the general 
partnership for tax shelter investments because the limited part
ners, generally passive investors. have limited liability for the 
debts of or claims against the partnership and because limited 
partnership interests can be readily marketed.. Commencing with 
the Tax Reform Act of 1976, the limitation of the deduction of 
losses to amounts for which the taxpayer is personally at risk has 
diminished this advantage for most activities. However. real estate 
activities are excepted. from the "at risk" limitations and real 
estate tax shelter investments in the form of limited. partnership 

(24) 
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interests continue to provide deductions for losses attributable to 
nonrecourse liabilities. 

Allocation of income and /088 

The requirement that the allocation of partnership income and 
loss under the partnership agreement must have substantial eco
nomic effect has been interpreted to permit the agreement to 
govern the allocation of deductions only if the partner to whom the 
allocation is made is liable to restore the amount deducted in the 
event that the amount deducted corresponds to an economic loss 
sustained by the parlnership,22 For example, if a partnerhsip ac
quires property at a cost of $100, allocates partnership losses to 
partner A, incurs losses of $50 wholly attributable to cost recovery 
deductions, the property is thereafter disposed of for $50 and the 
partnership is liquidated, the allocation to partner A of the part
nership losses will be allowed only if he is required, except to the 
extent he has other funds invested in the partnership, to restore to 
the partnership the $50 deducted. This interpretation of the sub
stantial economic effect requirement has been incorporated in pro
posed regulations recently issued by the Treasury Department.23 

Where losses are attributable to nonrecourse liability, their allo
cation to any partner is without substantial economic eff~ since, 
by definition, no partner is liable to restore the amount deducted 
in the event that it reflects a true diminution in value which is re
alized upon disposition of partnership property. Only the creditor 
providing the nonrecourse loan is at risk and the creditor sustains 
the economic loss in such case. However, the basis of partnership 
property includes both recourse and nonrecourse indebtedness to 
acquire the property. Basis reductions attributable to cost recovery 
deductions may result in taxable gain when the property is dis
posed of, whether by sale, foreclosure, or other disposition, because 
the indebtedness, to the extent not previously amortized, is treated 
as an amount realized when discharged upon such disposition. Re
ductions in the loan through loan amortization payments are treat-. 
ed as payments of cash to the partners and may also produce tax
able gain if they exceed the basis of the partner for his interest in 
the partnership. 

The proposed regulations would allow an allocation of deductions 
attributable to nonrecourse liability provided the partners to whom 
such allocation is made are charged with any taxable gain from 
amortization of the indebtedness or its discharge upon disposition 
of the property. Since any special allocation of nonrecourse liability 
is without economic effect, this gain-chargeback rule, in order to 
comply with the requirements of the statute, must be considered to 
satisfy the requirement that the allocation accords with the part
ners' interests in the partnership. However, it excludes from con
sideration other facts and circumstances, particularly facts bearing 
on the economic sharing of profits and losses aside from tax conse
quences, which would be required to be considered in determining 

.. Thill interpretation of whlit oo[l8titut.et.. IJUbstantiaJ economic effect iB ba8ed larxe1y on !.he 
~~rill in Stan k,- C. Orri6ch 55 T.e. 39S (1970), affd ~r curiom AFI'R 2d 73-1069 (9th Cir., 
1974 . 

.. 48 Fed &g. 9671 d «q. (March 9, 1983). 
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whether allocations not attributable to nonrecourse liability satisfy 
the statutory standard. It is understood that the Treasury Depart
ment may reconsider that portion of the proposed regulations deal
ing with nonrecourse liability.24 

Item allocations.-Allocations of particular items of income and 
deduction may be provided for in the partnership agreement, as 
well as the allocation of overall partnership income or loss. As long 
as such item allocations are reflected as adjustments in a partner's 
investment, i.e., his capital account in the partnership, and upon 
liquidation of the partnership proceeds are distributed in accord
ance with the partners' capital accounts, the allocation may satisfy 
the economic effect requirement as interpreted by case law and the 
proposed regulations. This requirement is largely mechanical and 
does not preclude a partnership with, for example. $100 of net 
income exclusive of cost recovery deductions and $100 of cost recov
ery deductions, from allocating the income to partner A and the 
cost recovery deductions to partner B although the partnership 
overall has no taxable income or loss. provided the economic effect 
of such allocations is substantial in relation to their tax effect. The 
result is an assignment of income and losses between partners not 
permitted elsewhere in the tax law. 

It has been suggested that the partnership rules should be re
vised to permit allocations of only overall partnership income or 
loss. Alternatively, special allocations of items of income or deduc
tion could be restricted to preclude the allowance of losses not eco
nomically sustained by the partnership. 

Capitalization of organization and syndication fees.-Amounts 
expended to organize a partnership or promote the sale of partner
ship interests, subject to an election to amortize certain organiza
tional expenses, are not deductible. Denial of the current deduction 
of such costs was made explicit in the partnership provisions of the 
Tax Reform Act of 1976. However, if the organizer or syndicator is 
also a general partner, allocation of partnership gross income to 
such person may produce the same result as a deduction to the 
other partners for organizational and syndication fees paid to such 
person. The capitalization requirement for other types of expense 
can be avoided as well by this technique. Generally, if amounts are 
paid or payable to a partner when he engages in a transaction with 
the partnership in a capacity other than as a member of the part
nership or if guaranteed payments are made to a partner for serv
ices, such payments are required to be capitalized to the same 

.. The application of tile pl"OJ)lllled regulatiOn/j to nonrecourae liabilities has been criticized l1li 
offeri"l{ a Vf!hicle (or the trlU18(er of tax benefits aimilar to aaf'e harbor leaaing. Commenta of the 
Commtltee on Partnerships of the New York State Bar Asaoc:iation Tu Section (May 12, 1983) 
at pp. 82-38. It haa al.$o been suggested that a Kain~hargeback provilr.ion will not satisfy the .tat
utory requirements l1li applied to nooteCOllrae 1iabilitr and that the &llocation of tax benefiu. 
must be compared to economic benefits calculated Without reP.rd to tax benefits in order to 
determine the v&lidity of the &llocalion. Krane Iilld Sheffield, &ryond Orri$ch: All Alkroot;r>f: 
V~W of Substalltial Economic Effect Ulltkr &cti!m 704fbXZ) Where Nonrecourse Dtbt ~ 111' 
uolwd'. 60 Toz~ 987 (1982); American Law Institute Feder&l Income Tax Project, Subchapter 
K, Tenu.tiVf! Draft No. S, p. 115 et 1WJli. (1919). On the other hand, it ill contended that the pro
pc-.:! regulations inaof"ar l1li they relate to the treatment of 1_ attributable to nonreoourae 
3ebt, are a v&lid and appropriate interpretation of present law. However, the proponents of this 
view al80 slIgIIeet that certain addition&l restrictiOn!! could be added to provide a sar ... harbor 
rule for nonrecoune deductiohll. Memorandum dated May 24, 1983 from ad hoc committee of 
tax lawye .... to the Assistant Secretary for Tax Policy on propo8ed regulatiohll relating to nonn.
course liability dated May 24, 1983. 



extent 88 comparable payments to a party who is not a partner. 
The payments described would be subject to the capitalization re
quirement only if they are guaranteed payments smce the payee 
receives payment in his capacity as a partner. However, guaran
teed payments are defined to include only those which are made 
without regard to partnership income. Where a partnership pay
ment is based on partnership gross income, the partnership provi
sions have been construed to charJicterize the payment as a special 
allocation of partnership income. Edward T. Pratt, 64 T.e. 203 
(1975), a{('d, 550 F. 2d 1023 (5th Cir., 1977). The effect is to avoid 
the requirement that certain expenses be capitalized by character
izing them as allocations of partnership gross income and thus ex
cluding them from the income of the partners on whose behalf the 
expenses are incurred. 

If the definition of guaranteed payments included only those de
termined with regard to partnership net income, payments which 
require only that the partnership have sufficient gross income 
could be characterized as guaranteed payments and made subject 
to the capitalization requirement. Another approach, which would 
eliminate the possibility that this technique could be employed 
with net income allocations, would be to amend section 707(a) to 
cover all organizations and syndication services performed by part
ners. 

Like-kind exchange treatment of partnership interests.-Property 
held for productive use in a trade or business or for investment 
may be exchanged tax-free for property of like kind but this treat
ment does not apply if the property exchanged consists of inven
tory, stocks, securities, chases in action or other evidences of in
debtedness or interest. It is unclear whether an interest in one 
partnership may be exchanged for an interest in another partner
ship as a tax-free exchange of like-kind property. The Internal Rev
enue Service has ruled that the exception for interests in financial 
enterprises applies to partnership interests and thus they do not 
qualify as like-kind property that may be exchanged tax-free. Rev. 
Rul. 78-135, 1978-1 C.B. 256. Court decisions have held that ex
changes of partnership interests may qualify for tax-free treatment 
as like-kind property where the underlying assets of the partner
ships are substantially similar in nature. Estate of Rollin E. Meyer, 
Sr. 58 T.e. 311 (1972); Gulfstream Land and Development Co. 71 
T.C. 587 (1979). However, it was also held that an exchange of a 
general partnership interest for a limited partnership interest does 
not satisfy the like-kind requirement. Estate of Meyer, supra, affd, 
per curiam 503 F. 2d 566 (9th Cir., 1974). 

Special considerations may apply in determining whether like
kind exchange treatment should be available to facilitate the ex
change of partnership interests in tax shelter investments for in
terests in other partnerships. Under certain circumstances, tax
ation of the gain inherent in a partnership interest in a "burned 
out" tax shelter, i.e., one with substantial outstanding liability 
which has been reflected. in prior tax losses without reducing the 
indebtedness, may be avoided if the interest may be exchanged tax
free for an interest in another partnership. 

Retroactive allocations and tieredpartnerships.-The Tax Reform 
Act of 1976 amended the partnership provisions to preclude a part-
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ner who acquires his interest late in the taxable year from deduct
ing partnership expenses incurred prior to bis entry into the part
nership, so-<:alled "retroactive allocations" of partnership losses. 
Some taxpayers take the position that, in applying this restriction, 
partnership income and losses are considered to pass through to 
partners until the close of the partnership's taxable year and that 
if an investor, rather than acquiring an interest in the operating 
partnership which sustained the loss, acquires an interest in a 
second partnership which in turn is a partner in the operating 
partnership, there is no retroactive allocation because the operat
ing partnership's loss does not pass through to the second partner
ship until the close of the second partnership's taxable year, Le., 
until after the investor has acquired his interest. The Internal Rev
enue Service has taken the position that losses are sustained by the 
second partnership in this case at the same time they are sustained 
by the operating partnership and that the limitation against retro
active allocations is equally applicable whether an investor ac
quires his interest in an operating partnership directly or through 
a second partnership. Rev. Rul. 77-311, 1977-2 C.B. 218. 

The partnership provisions could be clarified to adopt expressly 
the Internal Revenue Service's interpretation. 

B. Conversion of Ordinary Income to Tax-favored Income 

Iniere3t deduction 
The availability of a deduction for interest under the general 

rule of section 163(a) has proved to be a fertile source for arrange
ments to convert ordinary income to tax-favored income. 

Deferred-payment sales.-Notwithstanding Rev. Rut. 83-84, 1983-
23 I.R.B. 22 (applying the concept of economic accrual of interest), 
transactions involving deferred-payment contracts continue to 
afford accrual-basis taxpayers the opportunity to claim huge cur
rent deductions for interest where the cash basis creditor defers 
the inclusion in income. For example, deferred payments sales can 
be used in tax-shelter schemes to generate deductions for accrued 
but unpaid interest. 2 :; In one scheme, an accrua1-basis purchaser 
acquires non-depreciable property with a low value relative to the 
nominal amount of the deferred obligation (which could be nonre
course), and claims deductions for the "discount" under the general 
rule for the deduction of interest (sec. 163(a)). In this case, no inter
est would be taxable to a cash-basis seller until payment. Thus, 
even though no deduction will be allowed for excess interest that 
does not economically accrue (under Rev. Rul. 83-84), the purchaser 
would be able to take current deductions for economically accrued 
amounts that are not includible in the seller's income. If the pur
chaser has received the property's full value. the obligation may 
never be paid. If all or some of the deferred obligation is later paid, 
the seller could also claim that the face amount of the obligation 
equalled the value of the property and no discount was present. 

U If nonpublicly trBded property is acquired for a non-traded obl~ation that providea for de
ferred interest paymente, Or if the issuer of the deferred·payment obh,ation is an individual, the 
nllee requiring the accrual of o~nal iasue diaoount would not apply. Further, the parties 10 
the transaction could avoid the imputation of intereat by providing lor 9 percent limple intereat. 
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The use of deferred-payment sales to generate excessive interest 
deductions could be prevented by one of several proposals. AB al
ready suggested (Part IV, Supra). both the seller and the purchaser 
coUld be required to use the cash method of accounting with re
spect to deferred payments, with section 483 determining the 
extent to which such payments are treated as interest. However, 
the parties could elect to agree to the value of the property (within 
an acceptable range of discount rates) and accrue OID under the 
general rules of sections 1232A and 163(e). Absent the election, no 
deductions for OlD would be permitted. AB indicated, this proposal 
could be applied to individual purchasers if the elective OID treat
ment were extended to obligations issued by individuals and fur
ther the proposal could apply to obligations issued for services or 
for the use of property. 

Interest incu.rred on indebtedness borrowed to finance the pur
chase of market-discount bonds.-Market discount arises 88 the 
result of a decline in the value of an obligation after it has been 
issued (because, for example, of an increase in prevailing interest 
rates or a change in the issuer's credit rating). Under present law, 
upon maturity of a bond that was purchased at a market discount, 
the difference between the face amount of the bond and the price 
paid for the bond is taxable at the favorable capital gains rate (sec. 
1232). When a taxpayer borrows the funds used to purchase a 
market-discount bond it can deduct the interest on the acquisition 
indebtedness against ordinary income, even though the income 
eventually generated by the fmanced investment is taxed as capital 
gains. 

There are several options that would prevent the use of market
discount bonds to achleve deferral of tax liability and rate conver
sion. One option is to extend original-issue-discount treatment to 
market-discount bonds (i.e. , to require accrual of the daily portions 
of market discount during the period the bond is held). To simplify 
the computation of the amount of market discount to be included 
in income, taxpayers could be permitted to use a straight-line com
putation, rather than the constant -interest method. Since discount 
18 the economic equivalent of interest, extension of the OlD rules to 
cover market discount on bonds issued in the future may be appro
priate, regardless of whether the acquisition of the bond is financed 
by interest bearing obligations. This rule currently applies to short
term Treasury bills. Inclusion of market discount over the life of 
the bond would be in accordance with the present law treatment of 
bond premium, which is amortized against the interest due on the 
bond, in order not to produce a capital loss on maturity of the 
bond. Alternatively, leveraged. purchases of market discount bonds 
could be discouraged by requiring taxpayers to capitalize the inter
est on the amount borrowed to fmance the purchase or on the debt 
collateralized with the bond. 

Interest incurred by a corporation to finance the purchase or car
rying of stock.-Under present law, a corporate shareholder gener
ally can deduct 85 percent of dividends received from other corpo
rations (sec. 243). Because the maximum rate' of tax on corporate 
income is 46 percent, the maximum (effective) rate of tax on divi
dends received by a corporation is only 6.9 percent. Thus, when a 
corporation takes interest deductions against ordinary income, and 
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the interest is attributable to indebtedness incurred to purchase 
stock, the corporation effectively converts ordinary income to tax
favored income. 

A corporation that borrows to purchase stock is in a situation 
similar to that of a taxpayer who borrows to purchase a tax-exempt 
security. Under present law, for a taxpayer who borrows to pur
chase a tax-exempt security, a tracing concept is employed and no 
deduction is allowed for interest on indebtedness incurred or COD
tinued. to carry the tax-exempt security (sec. 265(2». A similar rule 
could be applied to a corporation that borrows to fmance purchases 
of portfolio stock. 

Transactions in mutuol fund shares 
Distributions by a regulated investment company (commonly 

called a mutual fund) from long-term capital gain may be treated 
88 long-term capital gain to its shareholders (i.e., the character of 
the capital gain is flowed through to the shareholders), regardless 
of whether a shareholder has held the mutual fund for over one 
year (the long-term capital gain hoJding period. After the distribu
tion of a capital-gain dividend, the market value of a mutual fund's 
shares usually decreases by approximately the amount of the capi
tal-gain dividend. Thus, absent an applicable statutory provision, a 
taxpayer could convert short-term gain to long-term gain by pur
chasing mutual fund shares just before a capital-gain dividend be
comes pa~able, and then, im~~iately after the r~ipt of the. di~
dend, sellmg the shares (realizing a short-term· capital loss which 18 
deductible against short-term capital gain). 

Under a special rule, if mutual fund shares are sold at a loss 
after a capital-gain dividend date, and the shares were held for less 
than 31 days, then the loss is treated. as a long-term capital loss to 
the extent of the capital-gain dividend on the shares (sec. 852(bX4». 
However, a taxpayer can avoid the application of this rule simply 
by holding mutual fund shares for 31 days or more. Thus, taxpay
ers retain the ability to engage in transactions in mutual fund 
shares as a device to achieve conversion. 

In order to restrict a taxpayer's ability to use mutual fund shares 
in the manner described above, the applicable statute could be re
vised to permit short-term loss treatment only if the stock is held 
by the taxpayer at the close of the taxable year in which the capi
tal-gain dividend is paid, or the taxpayer has heJd the shares for 
six months. 

Mutual funds which accumulate earning6 

Certain mutual funds, sometimes called tax-managed. funds, 
rather than paying dividends currently, accumulate the dividend 
income derived from their portfolio stock. While such funds are 
taxable, they are eligible for the 8~percent dividend-received de
duction, thus paying a corporate tax at a maximum rate of 6.9 per
cent (.15 x 46%) while increasing the fund net asset value. Share
holders who satisfy the I-year long-term capital gain holding period 
before disposing of their stock in such a fund can realize the earn
ings from their investment at a maximum tax rate of 20 percent. 

Present law imposes an accumulated earnings tax on corpora
tions formed or availed of to avoid the tax on their shareholders by 
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accumulating rather than distributing their earnings. The funds 
which accumulate earnings rely on the position. supported by some 
case law, that the accumulated earnings tax only applies to closely 
held oorporations. The Internal Revenue Service has ruled to the 
contrary. Rev. Rul. 77-399, 1977-2 C.B. 200. Present law could be 
amended to provide explicitly for the application of the accumulat. 
ed earnings tax to these funds. 

Expense. for the production of income 
Section 212 allows as a deduction all ordinary and necessary ex

penses paid or incurred. for the management, conservation, or 
maintenance of property held for the production of income. Ex
penses are deductible under section 212, even if the related proper
ty produces no current income.2tI 

Short sale of stock that is about to go ex dividend.-In a "short 
sale" of stock, the taxpayer sells borrowed property and later closes 
the sale by repaying the lender with identical property. Section 
1233 contains several rules that operate to prevent the use of short 
sales to convert short-term capital gains to long-term capital gains. 
However, under present law it is still possible to use a short sale to 
convert ordinary income to short-term gains. This conversion per
mits a taxpayer to utilize capital losses that cannot be deducted 
against ordinary income except, to a limited extent, in the case of 
noncorporate taxpayers. It further may allow the taxpayer to con
vert the short-term capital gains to long-term capital gains by use 
of mutual fund transactions, described above. 

The IRS has ruled that amounts paid with respect to cash divi
dends on stock borrowed to cover a short sale are allowable as de
ductions under section 212. Rev. Rul. 62-42, 1962-1 C.B. 133. Thus, a 
taxpayer can enter into a short sale of stock that is about to go ex 
dividend, and deduct the amount paid in lieu of dividends against 
ordinary income. After the dividend is paid (and, as a result, the 
market value of the stock has decreased), the taxpayer can close 
the short sale by purchasing identical shares (at the lower value), 
realizing a short-term capital gain. This transaction is particularly 
used where relatively large dividends are to be paid. This device 
could be prevented by requiring the seller to capitalize the pay
ment made in-lieu-of-the-dividend to the lender. 

C. Overvaluation of Property 

Char;ttJble contributiom 01 preci.olUl genu, etc. 
Present law (sec. 170) allows a deduction subject to certain limi

tations. for charitable contributions made within the taxable year. 
If a charitable contribution is made in property other than money, 
the amount of the contribution is generally the fair market value 
of the property at the time of the contribution.21 Treasury regula
tions define fair market value as the price at which the property 
would change hands between a willing buyer and a willing seller, 

.. Herx~l H. H~fJlUI'MT. 80 T.e. No. 26 (1983). 
It See Treu. Ree. IIeC. 1.170A·l(c). Mc:.t other taz ded\K:tionB are eilher IUnited to the buill of 

property (e.g.
bi
,- UDder III!C. 165), or pin • recopized when apPl'flCi.ted property iI WIIId to 

pay e d8clucti e ezpeIIM. 
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neither being under any compulsion to buy or sell and both having 
reasonable knowledge of relevant facts. 28 

In general, a taxpayer may not deduct that portion of fair 
market value which would not have qualified as long-term capital 
gain had the property been sold at the date of the contribution. 
Thus, a taxpayer must generally hold property for at least 1 year 
in order to deduct the full appreciated value of the property.29 

Tax shelter opportunities.-Because the value of donated proper
ty is frequently subjective, charitable contributions may be an at
tractive form of tax shelter. This is particularly true for donations 
of artistic or literary property.30 For example, assume that an indi
vidual purchases a work of art for $10,000, but is able to have the 
art appraised, a year or more later, at a value of $50,000. By donat
ing the art to a museum, the individual may claim a $50,000 tax 
deduction. Assuming that the individual is in a 50 percent tax 
bracket, this deduction is worth $25,000, or 250 percent of the origi
nal purchase price. 

One popular tax shelter 81 involves the purchase of precious 
gems for donation to a museum. In a typical transaction, an indi
vidual purchases gems from a promoter at a nominally "wholesale" 
price. The promoter represents that the gems, at the time of dona
tion, will have an appraised value substantially in excess of the 
purchase price. In certain cases, the gems are subjected to chemical 
treatments which allegedly increase their value. After holding the 
gems for at least 1 year, the taxpayer donates them to a museum, 
claiming a deduction based on an expert appraisal of the value of 
the gems.32 This value is frequently 5 or more times the price the 
individual actually paid for the gems. Thus, a 50-percent bracket 
taxpayer may receive a tax benefit 2 or 3 times the initial invest
ment. Congress may wish to consider lengthening the holding 
period to obtain a fair market value deduction for contributions of 
property of this type. 

Determination of fair market value.-To provide an attractive 
tax shelter, donated property (including precious gems) must be ap
praised at a value significantly in excess of the purchase price. The 
validity of these appraisals, in turn, depends, in part, upon the ap
plicable definition of fair market value. 

The courts have generally held that fair market value is the pub
licly available retail price in the relevant market. 33 For example, 

.. For colitributiolUl of inventory·type property, fair market value is the price wlllch the tax· 
~yer would h&ve received if he had sold the property in the ordin8l)' COUI'8e of bUl!in ..... TTeaiJ. 
Keg. !lee. 1.170A- l(c)(2). 

uSec. 170(eX1)(A.) . 
• 0 Under the Tu Reform Act of 1976, donations of artistic or literary property by the ~tor 

of the property are denied fav.;>rable tax treatment. However, the ownen of INch property (other 
than the f;n:!lltor and penolUl whose basis in the property is determined by ~ference to the c ..... 
ator's basis) may_ receIve a deduction for the full value of the property. 

SI See WILIIh. PoIIt, March 29, 1983, p. A-I; March 30, 1983, p. A_I; and April 15, 1983, p. A-I 
(concerning dooatioM to the SmithaonUUl Institution). 

sa In certain C8IIe8, the promoter has provided an appraiBal as part of the original tr8ll88ction_ 
S«, ~.g. , AlI&<!lnw u. Commirioner, SO T.e. No. 46 (MOlY 12, 1983). 

os Tre..aury RepllatiolUl under the estate and gift tax"" state ttu.t fair market value ia the 
price of an item In the market in which that item is IllOIIt common!1l1Old to the public, taking 
Into account the location of the item wherflVf!r appropriate. Tre..a. Re(. -,. 2O.2031-1(b) (l.lI!t.ate 
tax); -'. 25.2512-1 (gift tu). Theile regulatiolUl are not binding ror chantable contribution CIIIIe& 
HoweVf!r, they appear to state the general rule applicable in those caBell. 8ft! AlI&<!lmo u. a.m
mir ioner, 80 T.e. No. 46 (May 12, 1983). 
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in Goldman v. Commissioner, 388 F. 2d 476 (6th Cir. 1967), af(g 46 
T.e. 136 (1966), the court held that the value of donated bOoks 
should be computed based on the price that an ultimate consumer 
would pay, rather than a dealer buying to reselL However, the 
courts have held that the determination of fair market value must 
be based on the facts of the particular case. 

In Rev. Proc. 66-49, 1966·2 C.B. 1257, the Internal Revenue Serv
ice provided guidelines for appraisals of contributed property for 
charitable deduction purposes. The revenue procedure stated that 
all factors bearing on the value of donated property are relevant 
including, where pertinent, the cost or selling price of the item, 
sales of comparable properties. cost of reproduction, opinion evi
dence and appraisals. The revenue procedure stated further that 
appraisals and other opinion evidence will be given appropriate 
weight only when supported by facts having strong probative value. 

Rev. Rul. 80-69, 1980-1 C.B. 55, stated that the best evidence of 
the fair market value of an assortment of gems was the price at 
which a taxpayer bought the gems from the tax shelter promoter. 
The ruling involved a taxpayer who purchased an assortment of 
gems from a promoter for a price of SOOx dollars. The promoter as
serted that the price was wholesale, although the promoter and 
other dealers engaged in numerous sales at similar prices with 
other individuals who were not dealers in gems. The taxpayer con
tributed the gems to a museum 13 months after purchase and 
claimed a charitable contributions deduction of 1500x dollars. Ac
cording to the ruling, the best evidence of fair market value de
pends on actual transactions and not on an artificially calculated 
estimate of value. 34 

In Anselmo v. Commissioner, 80 T.e. No. 46 (May 12, 1983), the 
Tax Court held that the fair market value of unset gems was the 
price that would have been paid by a jewelry store to a wholesaler 
to obtain comparable items. The case involved a taxpayer who do
nated some 461 colored. gems to the Smithsonian Institution ap
proximately 9 months after purchasing them. u The ~payer 
claimed a charitable contribution deduction in an amount ($HU,680) 
more than 5 times the purchase price ($15,000). The appraised 
value of the gems was based on the retail prices charged. by jewelry 
stores for !'ewelry containing similar gems. The taxpayer purchased 
the gems rom a promoter which promised to obtain appraisals of 5 
times the purchase price as part of the contract of sale. 

The court held that the ultimate consumers of gems like those 
contributed were the jewelers who set the gems into fmished items 
of jewelry. Accordingly, the effective retail market for the gems (as 
0r.posed to the finished jewelry) was the market for sale to the jew
e ers. Based on these holdings, the court determined the fair 
market value of the gems as $16,800 (approximately 10 percent 
more than the purchase price). The charitable contribution deduc
tion in this case was claimed before the ERTA overvaluation penal
ty became effective. 

"10 another 1980 ruling, the Service llte.ted that the best evidence of the value of BiMeI! d<).
nated to chariti ... was the price at which similar quantities of Bibles were actually eold in arm', 
le~ tr8fUlllctioM. Rev. Rul. 80-233, 1980--2 C.B. 69 . 

• Under the then applicable rules, property held for 9 mootiul qualified for long·Worm capital 
gailUl treatmenL 
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Enforcement and administration.-The Internal Revenue Service 
has bad success in Anselmo, and in several art donation cases.36 in 
challenging charitable deductions. However, the effort to limit 
charitable deduction and other tax shelters presents problems of 
enforcement and administration. One of these problems arises from 
the volume of these cases. According to the Internal Revenue Serv
ice, 2,895 returns relating to charitable contribution deductions 
were under examination at the end of May, 1983. 

A further problem arises in detecting excessive charitable deduc
tions at the administrative level. The Art Advisory Panel of the In
ternal Revenue Service, composed of 12 outside art experts, bas 
helped the Service to detect excessive valuations in the art dona
tion area. In the last 8 years, the panel has recommended approxi
mately $24 million in reductions out of $141 million of appraised 
contributions. 37 The Service has also initiated a special audit pro
gram to combat charitable contribution tax shelters. However, it is 
not possible to detect all or even most instances of excessive deduc
tions. Because of the subjective nature of valuation, taxpayers may 
continue to play the "audit lottery" and claim excessive charitable 
deductions. 

Nonrecourse seller-financed property 
Another area in which the valuation of property can provide the 

basis for a tax shelter involves purchase-money nonrecourse loans 
to acquire depreciable property where the seller, or a party related 
to the seller, is the creditor. 

The parties may try to inflate the purchase price, since a higher 
price benefits the purchaser by reason of larger tax deductions (for 
depreciation or accrued interest). Because the purchaser is not per
sonally obligated to repay the loan, the higher price, in many situa
tions, will not be detrimental to the buyer, since the property may 
be simply repossessed by the seller after the buyer has benefitted 
from the tax deferral. 38 The higher price may economically benefit 
the seller, but cannot be to its economic detriment and may not in
crease the seller's tax liability where the seller is not taxable or 
where it uses installment reporting and no payments are received. 

If the nonrecourse indebtedness unreasonably exceeds the fair 
market value of the propertr, aClJuired with the indebtedness, the 
courts have found that the' loan' is not a genuine debt and have 
denied depreciation andlor interest deductions to the "purchas
er."39 However, the taxpayer may take the position that the trans
action is a purchase with bona fide nonrecourse debt. The IRS 
must then contest the valuation . 

.. 8«, e.g., Farbtr v. CCmmiuioner, 33 T.C.M. 678 (1974), affd 7&1 USTC par. 9118 (2d Cir, 
1976) ($150,000 deduction reduced to $10,(00); Vander Hod ... CCmmiuioner, 36 T.C.M. 1394 
(1977) ($12,000 deduction reduced to $1,2(0) . 

.. N.Y. Time&, May 2, 1988, p. 0-1. 
u 'The obligation diseha~ an the repo86l!8llion will be an amount realized from dillpoeing of 

the propertr regardle!lll of Lta value and generally will ~ult in taxable gain to the laJIpayer, 
.orne of which may be recaptured as ordinary moome. CCmmwioner v. 'I'u.(r. 461 U.s.--.{May 2, 
1983). See pIIIrtnership discussion mfra . 

.. S« ~.t:., &tak of Fra"/tli,, Y. CommiuioMr, 544 F.2d 104.5 (9th Cir. 1976),offg, 64 T.C. 752 
(1975); OtUrtd'hal Y. IAmmiuioner, 80 T.C. 588, 604 (1983); H<JIJe~ Y. Commissioner, 76 T.C. 759, 
788 (1981); Narov Y. CCmm<'io",,~, 75 T.C. 53 (1980), affd, ~r curiam 670 F.2d 855 (9th Cir. 
1982); &c. v. Com",<.ioner, 74 T.C. 1534 (1980), affd, 678F.2d 818 (9th Cir. 1982); Ock" v. Com
miaioMr, 80 T.C. 588 (1983). 
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The at-risk rules, which were first enacted in 1976, and expanded 
to apply to all activities other than real estate for taxable years be
ginning after 1978, reduce this problem for non-real-estate activi
ties. (See Part m above.) 

Inve.tment tax credit pa8.-through 
Under present law I a lessor of property eligible for the invest

ment tax credit may elect to allow the lessee to claim the credit 
(sec. 48(d)). The lessee's credit is based on the fair market value of 
the property. In certain instances. lessors have acquired property 
at an inflated price using seller nonrecourse fmancing or seller re
course financing by a corporation with little net worth and then 
leased the property to an investor who claims the credit based. on 
an inflated purchase price. It is uncertain whether the at-risk rules 
apply where the lessor is not a closely held corporation or is a 
thinly capitalized corporation with "recourse" debt and passes the 
credit through to an individual. Although the taxpayer may, in 
fact, not be entitled to the full investment credit claimed. the ques
tion of the value of the property may need to be litigated. Congress 
may desire to apply the at-risk rules specifically to the lessee in the 
case of certain 'pass-through" leases. 

D. The Use of Foreign Corporations 

Under present law, taxpayers can defer (and thereby minimize) 
U.S. tax on earnings derived through a foreign corporation until 
the earnings are distributed as dividends or the taxpayer disposes 
of the shares in the corporation. The advantage of using a foreign 
corporation to defer U.S. tax is enhanced when the corporation is 
organized in a tax-haven country that imposes little or no tax on 
the corporation's earnings. In recent years, U.s. investment firms 
have organized foreign corporations not only as a means of defer
ring U.S. tax liability, but also to circumvent the application of 
recent tax reforms. 

"Mark to market" rule applicable to commodity future. 
The Economic Recovery Tax Act of 1981 (ERTA) contained a p~ 

vision that effectively taxes net gains from regulated futures con
tracts at a 32-percent maximum rate (by treating gains and losses 
as 60-percent long-term and 40-percent short-teno capital gains and 
losses). This treatment applies to positions open at the end of the 
taxable year as well as those closed during the year. 

In one scheme, investors are offered stock in a foreign corpora
tion that trades in commodities futures on U.S. exchanges through 
an offshore subsidiary. The corporations are insulated from U.S. 
taxation by incorporating offshore and. although potentially liable 
for tax on U.S. source accumulated earnings, seek to escape that 
tax through distributions from the subsidiary to the parent co~ 
ration in whose hands the earnings become nontaxable foreign
source dividends. The deal is structured so that the investors will 
not be subject to tax until they dispose of their stock and then, if 
the long-teno capital gain holding period requirements are satis-. 
fled. will pay tax at a maximum capital gain tax rate of only 20 
percent. If successful, this scheme results not only in deferral of 
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tax, but in taxation of gain from futures trading at a maximum 20-
percent rate, rather than the 32 percent rate that Congress pre
scribed in 1981 for taxpayers who engage in such futures trading 
directly. The plan is also intended to avoid the present law treat
ment of gain that results from the disposition of the stock of cer
tain foreign investment companies. Under the foreign investment 
company rules, gain attributable to untaxed corporate earnings is 
taxed as ordinary income, but this ordinary income treatment is 
not applied to corporations trading in commodities. 

The straddle rules 
Under another provision of ERTA. the deduction of a taxpayer's 

losses from straddled investments is deferred to the extent that the 
taxpayer has unrecognized gains in offsetting positions. 

Under one offering, U.S. investors may invest in stock in an off
shore corporation that enters into forward contracts in U.S. Gov
ernment guaranteed debt instruments, such as GNMA certificates. 
The U.S. investors enter into offsetting positions in their individual 
capacities. The offshore corporation does not pay U.S. tax on its 
gains and the U.S. investors are not required to defer the deduction 
of losses on their individually held positions notwithstanding un
realized gain in their stock. Direct investment in both legs of this 
type of straddle would result in deferral of the deduction of loss 
until the gain was recognized. Under the tax shelter investment 
the result is that losses are deducted. and gain is deferred. This of
fering is a deliberate effort to exploit the exclusion of corporate 
stock from the restrictions of the 1981 straddles legislation. 

H.R. 3096.-A bill (H.R. 3096) was introduced in the House this 
year by Congressman Stark in order to prevent certain abuses in
volving tax straddles and to prevent the avoidance of the accumu
lated earnings tax through the use of foreign corporations. Under 
the bill, a foreign corporation that engages primarily in trading in 
commodities or interests in commodities, and which is at least 50-
percent owned (directly or indirectly) by U.s. persons, will be treat
ed as a foreign investment company. Thus, on the disposition of 
shares in such a corporation, gain attributable to previously un
taxed earnings will be treated as ordinary income subject to tax at 
regular tax rates of up to 50 percent (rather than the lower capital 
gains rate). 

The bill contains a new source-of-income rule, applicable solely 
for purposes of the accumulated earnings tax. Under this provision, 
if more than 10 percent of a foreign corporation's earnings and 
profits is derived from U.S. sources (or is effectively connected with 
a U.S. trade or business), then any dividends distributed from such 
a corporation (directly or through one or more other entities) to a 
"U.S. owned foreign corporation" will be treated. as from U.S. 
sources. For pUTFs of this provision, the term "U.S. owned for
eign corporation is defined as any foreign corporation 50 percent 
or more of the stock of which is owned (directly or indirectly) by 
U.S. persons. Under this provision, it will no longer be possible to 
avoid the accumulated earnings tax by interposing a holding com
pany between U.S. shareholders and a foreign corporation that 
earns significant U.S.-source income. 



The bill also would provide for a limited category of stock that 
will be treated as an offsetting position for purposes of the loss de
ferral rules of current law. Under this provision, "offsetting posi
tion stock" is included in the definition of property that is subject 
to the straddle rules. The term "offsetting position stock" is de
fmed as any stock of a corporation formed or availed of to take p0-
sitions in personal property that offset positions taken by such cor
poration's shareholders. 

o 




