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INTRODUCTION

This pamphlet! is prepared by the staff of the Joint Committee
on Taxation for the House Committee on Ways and Means and
Senate Committee on Finance in connection with the respective
committee review of comprehensive tax reform proposals. This
pamphlet is one of a series of tax reform proposal pamphlets, and
it describes and analyzes tax provisions and proposals relating to
tax shelters, the minimum tax on corporations and individuals, and
related proposals.

The pamphlet describes present law tax provisions and the tax
reform proposal made by President Reagan (“The President’s Pro-
posals to the Congress for Fairness, Growth, and Simplicity,” May
1985, referred to as the “Administration Proposal”), the 1984
Treasury Department report to the President (“Tax Reform for
Fairness, Simplicity, and Economic Growth,” November 1984, re-
ferred to as the “Treasury Report”), Congressional proposals (iden-
tified by the primary sponsors), and other related proposals.

The first part of the pamphlet is an overview of tax shelters. The
second part provides an economic analysis of tax shelters generally.
The third part discusses interest deduction limitations; part four
liscusses the at-risk rules; part five discusses partnerships; part six
:iismisses farm losses; and part seven discusses minimum tax pro-
posals.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposals:
Tax Shelters and Minimum Tax (JCS-34-85), August 7, 1985.
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1. OVERVIEW OF TAX SHELTERS

A. The Nature 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 with respect to other income, as well as the receipt of
tax-favored (or, potentially, tax-exempt) income from the invest-
ment itself. Generally, tax shelters are passive investments in the
sense that the investor is not involved in actively managing a busi-
ness. Tax shelters are typically characterized as abusive if they
claim to give the investor larger tax benefits than may be warrant-
ed under present law, or if they are structured to take advantage
of uncertainties in the law primarily to obtain tax benefits, without
regard to the economic viability of the investment.

In some instances, tax shelters merely take advantage of specific
incentives, such as the accelerated cost recovery system or the de-
duction for intangible drilling costs, which Congress has legislated.
Other shelters use devices in the tax law to achieve tax savings
which may never have been specifically intended by Congress. Still
others inflate certain deductions, credits, etc. beyond the properly
allowable amount.

B. The Elements of a Tax Shelter

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. A second frequent element of a tax shelter is the “conver-
sion” of ordinary income (subject to tax at a maximum rate of 50
percent for individuals) 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 maximiz-
ing the tax benefit of deductions. These elements of a tax shelter
are described below.

Deferral

Deferral generally arises from the acceleration of deductions to
reduce a taxpayer’s tax liability in the early years of an invest-
ment while income is concentrated in the later years.

The effect of deferral is as if the taxpayer grants himself an in-
terest-free loan from the Federal Government, which loan is repay-
able when the tax-shelter investment either produces taxable
income or is disposed of at a gain. For example, if at the end of
year one, a taxpayer wishes to have an additional $1,000 loan for
use in year two, he can obtain a one-year bank loan. If the prevail-
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ing rate of interest is 15 percent (compounded annually), he would
repay $1,150 at the end of year two. If he is in the 50 percent
bracket, the benefit of the interest deduction will reduce his after
tax cost to $1,075. Alternatively, the taxpayer could invest in a tax
shelter that deferred tax on $2,000 of income until the following
year. The taxpayer then would have a $1,000 tax savings for year
one (at the 50-percent maximum rate of tax), and at the end of
year two, instead of repaying a lender $1,150 at an after tax cost of
$1,075 (after deducting the $150 of interest payments), the taxpayer
would incur a Federal income tax of $1,000 on the $2,000 of income
generated by the investment. Thus, the taxpayer would have in
effect borrowed $1,000 for the one-year period without an interest
cost. The longer the deferral period, the greater the benefit ob-
tained by the taxpayer. In addition, the taxpayer could invest in
another tax shelter to provide a “rollover” or further deferral of
the tax. A lengthy deferral of tax approaches an exemption.

In some cases, deferral of tax liability is obtained by the use of
legislatively sanctioned tax provisions which accelerate deductions,
such as, for example, the Accelerated Cost Recovery System (ACRS)
or the expensing of intangible drilling costs. The tax law also per-
mits the deferral of tax through the use of certain accounting
methods, such as the installment method of reporting income. Cer-
tain benefits associated with this so-called time-value of money
were limited by the Deficit Reduction Act of 1984.

Conversion of ordinary income

A second aspect of many 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 when, for example, a taxpayer takes an ac-
celerated deduction from an investment against ordinary income
and receives income on disposition of the investment that is taxed
at the 20-percent maximum capital gains rate. Also, if the taxpayer
is in a lower tax bracket in the year when the investment gener-
ates even ordinary income, he effectively “converts” the tax rate.
Corporations may benefit from converting ordinary income or even
capital gain income to dividend income eligible for the 85-percent
dividends received deduction.

In the case of certain deductions (e.g., depreciation deductions),
as described in the forthcoming Capital Income pamphlet, Congress
has dealt with conversion by means of “recapture rules” which re-
quire a portion of the gain on disposition of an investment to be
treated as ordinary income (rather than capital gain). However, the
current recapture rules apply only to prevent the conversion of
Sﬁme 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 equity investment. From an economic viewpoint, to the extent
that a taxpayer can use borrowed money to fund a tax-shelter in-
vestment, he can use his own money for other purposes (such as
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other investments), resulting in an increase in earnings if the in-
vestments are more profitable, after tax, than the after-tax cost of
the borrowing. From a tax viewpoint, borrowed funds generally are
treated in the same manner as a taxpayer’s own money. Because a
taxpayer is allowed deductions for expenditures paid with borrowed
fu_ndz, the tax benefits of deductibility (e.g., deferral) are maxi-
mized.

In addition, because interest payments on indebtedness are them-
selves deductible currently against ordinary income while the
income attributable to the investment often is taxed only when re-
alized or at reduced capital gains rates, a debt-financed investment
provides an additional tax advantage relative to an equity-financed
investment. The significance of leverage can increase where a tax-
payer obtains a nonrecourse loan (i.e., when there is no personal
liability to repay the loan). The benefits associated with the use of
nonrecourse loans are discussed below.

To some extent, from an overall revenue point of view, the tax
benefits to borrowers arising from interest deductions are offset by
the tax paid on the lender’s interest income. However, many lend-
ers are tax-exempt, and taxable lenders tend to have lower margin-
al tax rates than do borrowers. As a result, debt financing tends to
result in revenue losses to the Treasury.

C. Scope of Tax Shelters

According to an industry newsletter, taxpayers invested approxi-
mately $8.25 billion in “public program” tax-advantaged invest-
ments (i.e, limited partnerships registered with the Securities and
Exchange Commission) in 1984, compared to $8.4 billion in 1983
and $5.5 billion in 1982.2 These included approximately $3.9 billion
in “shelter-oriented” investments (i.e., partnerships which pass
through wholly or partially tax-free cash distributions and in some
cases excess losses), including leveraged real estate, oil and gas
drilling, equipment leasing, and miscellaneous categories. The re-
maining $4.4 billion was invested in “income-oriented” partner-
ships (generally, partnerships which pass through partially or
wholly taxable income), including unleveraged real estate, mort-
gage loan partnerships, and oil and gas income funds which invest
in producing properties. An additional $10.5 billion? is estimated to
have been invested in “private placement” partnership invest-
ments in 1984 (generally involving fewer than 35 partners), nearly
all of it in “shelter-oriented” investments.* According to the news-
letter, real estate accounted for 69 percent of the public programs
market in 1984, while oil and gas declined to approximately 19 per-
cent (as compared to 36 percent in 1983). Real estate also accounted
for the largest share of private placements.

The flourishing of tax shelters in recent years has affected the
administration of the tax laws in at least three ways. First, the
limited audit resources of the Internal Revenue Service have in-

2Robert A. Stanger & Co., The Stanger Review: Tax Shelter Sales, December 1984. The terms
“shelter-oriented” and “income-oriented” are the terms used in this newsletter.
3 ‘ITestimony of Investment Partnership Association before the Committee on Ways and Means,
uly 30, 1985.
+The volume of private placements appears to have declined so far in 1985.
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creasingly been diverted to focus on tax shelters. Second, the judi-
cial process, particularly the Tax Court, has been burdened by a
substantial increase in the number of pending cases. Third, the rise
of the tax-shelter industry may have contributed to a deterioration
in compliance by undermining taxpayer confidence in the fairness
and effectiveness of the tax laws.

With respect to audit resources, resource constraints on the In-
ternal Revenue Service have combined with growth in the number
of taxpayers to reduce audit coverage from 2.11 percent of all indi-
vidual income tax returns in 1979 to 1.27 percent in 1984.5 In 1979,
the Internal Revenue Service examined 1,844,986 individual income
tax returns. By 1984, that number had declined to 1,215,927 re-
turns, on which there were assessed approximately $4.38 billion in
additional taxes and penalties. At the same time the number of
staff positions assigned to examination increased slightly from
22,944 to 23,934. As of September 30, 1984, there were 331,395 tax
shelter cases in audit, as compared with 182,731 in 1979 (the 1983
figure was 334,549). During 1984, an additional 114,323 tax shelter
returns were closed after examination, with recommended taxes
and penalties of $2.2 billion. Thus, tax shelter cases accounted for
approximately one-half of recommended taxes and penalties.

The increasing number of tax shelter returns has also contribut-
d to the rising backlog of cases in the Tax Court. At the end of
1979, the Tax Court had 27,910 cases pending on its docket. In
1981, three additional judges were appointed to the Tax Court and
the interest rate on deficiencies was increased. Also, between 1979
and 1984, the Tax Court more than doubled the rate at which it
lisposed of cases, closing 84,451 cases in 1984, as compared to
13,098 in 1979. Nonetheless, by the end of 1984, the backlog of
locketed cases had risen to 63,932 cases. More than one-third of the
Tax Court’s current inventory consists of tax shelter cases, repre-
senting nearly $2 billion in asserted deficiencies.

Although the direct impact of tax shelters on the administrative
and judicial process is substantial, their indirect impact may be
more significant. A major concern is that the highly visible mar-
keting of tax shelters, and the accompanying belief that the Inter-
nal Revenue Service cannot deal with those shelters which are abu-
sive, may erode taxpayers’ confidence in the fairness and effective-
ness of the tax system. Likewise, to the extent tax shelters are le-
zitimate under present law, it is possible that a highly visible
market may tend to cause taxpayers to perceive the entire system
as unfair. Sociological research supports the proposition that tax-
payers are more likely to comply with the tax laws when they per-
ceive the system to be fair and when the penalties for noncompli-
ance are perceived as high and certain. Thus, compliance may de-
:line if the widespread use of tax shelters deprives the tax system
Of its claim to fairness and retards the administrative and judicial
processes so that penalties seem neither certain nor costly, in com-
parison with tax shelter benefits.

SIRS and Tax Court figures are derived primarily from the 1984 Annual Report, Commission-
»r and Chief Counsel, Internal Revenue Service, pp. 12, 13-14, 42-45, 60-61, and 73. The numbers
»f returns examined does not necessarily reflect the “quality” of the returns selected from the
riewpoint of assessing deficiencies.

©40,514 cases were filed in the Tax Court in 1984.



II. ECONOMIC ANALYSIS
A. Overview

The increase in tax shelter activity has an immediate impact on
tax revenue, particularly in the case of shelters where the tax
write-offs are larger than the equity investment. This shifts the
burden of the income tax to taxpayers that do not invest in tax
shelters. Furthermore, the proliferation of tax shelter activity may
decrease public confidence in the equity of the tax system. In addi
tion, the organization and promotion of tax shelters diverts thou-
sands of lawyers, accountants, and other professionals from other,
possibly more productive, activities.

B. Limited Partnership Tax Shelters

Generally speaking, a tax shelter is any investment which re-
sults in a mismatch between deductions (or credits) and income, sc
that the deductions (or credits) “shelter” unrelated income from
tax. For purposes of analysis it is useful to distinguish between tax
shelter benefits that arise from tax incentives provided by Congress
and those that result from the creative use of structural tax rules
to accomplish results not intended by Congress. A so-called abusive
tax shelter is structured to give the investor larger write-offs than
may be warranted under current law or take advantage of uncer-
tainties under the law. Abusive tax shelters may constitute illegal
tax evasion and sometimes may involve fraud.

Increasingly, the limited partnership form of organization has
been used to take advantage of tax shelters. Limited partnerships,
like corporations, limit the liability of investors, but unlike corpo-
rations, are not subject to the corporate income tax. The income or
loss of partnerships is flowed-through and taxed at the partner
level. In 1983, partnerships (both limited and general) with net
losses reported net losses of $62.9 billion, $2.6 billion more than the
$60.8 billion of net income reported by partnerships with net
income (see Table 1).7 It is estimated that the deduction of net
partnership losses reduced Federal income tax revenues by $7.4 bil-
lion in 1983, over 32 percent of the tax paid by individuals report-
ing net partnership loss.

In seven sectors, partnerships with net losses reported net losses
of over $1.5 billion: farming; oil and gas extraction; security and

7These data overestimate tax shelter losses to the extent that net partnership losses are due
to adverse economic circumstances as opposed to tax deductions. However, net partnership loss
data underestimate tax deductions to the extent that losses from one partnership offset profits
from another partnership in which the same taxpayer is a partner.

®)
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commodity dealers; holding and investment companies; real estate;
hotel and lodging services; and business services (including leasing).
Table 1 shows that over half of the $62.9 billion of business losses
claimed by partners is attributable to two sectors: real estate ($25.4
billion) and oil and gas extraction ($9.5 billion).



Table 1.—Partnership Income and Loss, 1980 and 1983

With net income Without net income
Number of Net income (billion Number of Net loss (billion
Sector partnerships ollars partnerships dollars)
(thousand) h d)
1980 1983 1980 1983 o0 1983 1980 1983
All sectors 774 783 45.1 60.3 606 1758 36.8 62.9
Farms 63 62 22 2.1 45 49 1.8 23
Oil and gas extraction, - 14 24 3.6 59 17 32 7.3 9.5
Security/commodity dealers - 1 2 0.6 2.0 1 5 1.1 1.6
Holding/investment companies......... 92 72 5.8 5.3 69 55 6.9 4.2
Real estate 211 245 8.1 11.6 253 340 114 25.4
Hotel and lodging services . 7 9 0.7 0.8 9 9 0.7 21
Leasing and business services 29 44 1.2 2.1 22 35 11 2.7

Source: Internal Revenue Service, Statistics of Income Branch.
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The use of limited partnerships to flow through losses to inves-
tors has increased significantly in recent years. Over the three-year
period 1980-1983, the number of partnerships reporting losses in-
creased by 25 percent, while the number of partnerships with net
income increased by only 1 percent. Over the same period, the
amount of losses flowed through to investors in partnerships re-
porting losses increased by 71 percent, while the amount of income
flowed through to investors in partnerships with net income in-
creased by 34 percent. Thus, despite the economic recovery in 1983,
the number of partnerships with losses increased 25 times faster
than the number of partnerhips with net taxable income, and the
amount of net loss increased twice as rapidly as the amount of net
income reported by partners.

Limited partnerships serve a variety of legitimate business pur-
poses and are an important source of investment capital in the
economy. However, there is concern that limited partnerships are
being used to market tax shelters to a rapidly growing number of
taxpayers. In response to this concern, Congress enacted increased
penalties for substantial underpayment of tax liability, new penal-
ties for tax shelter promotions, and other compliance measures in
the Tax Equity and Fiscal Responsibility Act of 1982. Additional
provisions were added by the Deficit Reduction Act of 1984, includ-
ing: tax shelter registration and reporting requirements; mainte-
nance of investor lists by tax shelter promoters; increased penalties
for promoting tax shelters; and an increased rate of interest on
substantial underpayments attributable to tax-motivated transac-
tions.

Net partnership losses are deducted primarily by higher income
taxpayers. In 1983, it is estimated that 43.2 percent of taxpayers
with over $200,000 of income reported net partnership loss, which
reduced tax liability by an average of 12.1 percent in this income
class (see Table 2). By contrast, only 0.6 percent of taxpayers with
income between $10 and $20 thousand reported net partnership
loss, and this loss reduced tax liability by an average of 0.3 percent
in this income class. Thus, the deduction of partnership losses has
tended to reduce the tax burden of upper income relative to lower
income taxpayers.

Tax losses from forms of ownership other than partnerships also
are used by high-income taxpayers to reduce tax liability on other
income. Table 3 is similar to Table 2 except that it analyzes the
effect of “passive” losses on tax liability. For the purpose of this
table, passive losses include, in addition to losses from limited part-
nerships, losses from rental and royalty activities and from sub-
chapter S corporations, since these activities or forms of ownership
may also give rise to tax losses which are not real economic losses.
Using this definition, many more taxpayers use tax losses to shel-
ter other income than those tabulated in Table 2, although the use
of losses, like partnership losses, increases with income levels.
More than half of all taxpayers in the $200,000 and above income
class have passive losses; these losses reduce the tax liability of
these taxpayers by 15.7 percent.



Table 2.—Distribution of Net Partnership Loss, 1983

[Returns in thousands; tax amounts in millions of dollars]

Numberof =~ Numberof  Taxlishiliy L Poemtal i
returns wii returns wi efore returns wi ercent tax
Income class ! (thousands) and without partnership partnership :ltue toh‘ partnership reduction
loss loss loss L l':):';s P loss

$10-$20 25,476 164 $31,747 $90 0.6 0.3
$20-$30 17,178 211 481123 116 12 0.2
$30-$40 10,130 236 44,5317 159 2.3 0.4
$40-$50 5,924 192 38,316 179 3.2 0.5
$50-375 4,041 301 39,299 690 74 1.8
$75-$100 936 171 15,5694 630 18.3 4.0
$100-$200 833 242 25,572 2,006 29.1 7.8
$200 and abOve ... 2171 117 37,898 4,596 43.2 12.1

1The income concept used to place tax returns into income classes is: Adjusted gross income plus nontaxable unemployment
compensation; contributions to individual retirement accounts; the deduction for two-earner married couples; the minimum tax preferences;
and net losses, in excess of minimum tax preferences, from rental and royalty activities, subchapter S corporations and limited partnership

interests.

Source: Joint Committee on Taxation.
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Table 3.—Distribution of Net Pagsive Loss !, 1983

[Returns in thousands; tax amounts in millions of dollars]

Number of — Nymber of  Tax liabilit Tax Perc
Income class 2 (thousands) l;:;::;m;hlt' returns with efore i x eg::tt':n retem:_v:sn tv‘i){h Pl-il;jc:ati;:x
o passive loss passive loss passive loss passive loss
$10-$20 25,476 713 $31,893 $236 2.8 0.7
$20-$30 17,178 1,087 48,614 607 6.3 1.2
$30-340 10,130 923 45,154 776 9.1 1.7
$40-$50 5,924 662 38,875 738 11.1 1.9
$50-$75 4,041 827 40,327 1,718 205 43
$75-$100 936 302 16,116 1,153 32.3 7.2
$100-$200 833 365 26,401 2,834 43.8 10.7
$200 and above s 271 152 39,488 6,186 56.1 15.7

1 Net passive loss is defined as net losses from rental and royalty activities, subchapter S corporations, and limited partnership interests.
2The income concept used to place tax returns into income classes is: Adjusted gross income plus nontaxable unemployment
compensation; contributions to individual retirement accounts; the deduction for two-earner married couples; the minimum tax preferences;
and net losses, in excess of minimum tax preferences, from rental and royalty activities, subchapter S corporations; and limited partnership

interests.

Source: Joint Committee on Taxation.

11
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Partly as a result of the use of tax losses, a significant number of
high-income taxpayers have relatively low tax rates. As shown in
Table 4, 2.6 percent of taxpayers with incomes over $200,000 have
no tax liability, 4.1 percent have tax rates (i.e., tax liability divided
by income) between 0 and 5 percent, and 7.4 percent have tax rates
between 5 and 10 percent. On the other hand, a substantial
number of taxpayers in this income class have relatively high tax
rates; one-third have a tax rate over 30 percent and another 24.0
percent have tax rates between 20 and 30 percent. It should be
noted that besides tax losses, factors such as the capital gains de-
duction and itemized deductions contribute to the dispersion of tax
rates among these taxpayers.

Table 4.—Percentage Distribution of Average Tax Rate for Tax
Returns with Incomes of $200,000 and above, 1983

Tax rate (percent) disl::l;ex?iton
0 2.6
0-5 4.1
5-10 74
10-15 11.8
15-20 17.0
20-30 24.0
Above 30 332
Total 100.0

Note: See footnote 1 in Table 3 for definition of income used for calculations
shown in this table.

Results similar to these were found by the Treasury Department
in a recent study.® Using an income measure which adds all busi-
ness and investment tax losses to adjusted gross income, the study
examines the effects of certain losses on the 1983 returns of taxpay-
ers with income over $250,000. It finds that losses from partner-
ships, subchapter S corporations, rental and royalty activities,
farms, and businesses offset 18.3 percent of the income of these tax-
payers; the corresponding figure for middle-income taxpayers (with
income between $30,000 and $75,000) is 4.4 percent. Of the high-
income taxpayers, approximately 64 percent reported partnership
losses. Largely as a result of tax losses, 11.4 percent of these tax-
payers had tax liability less than 5 percent of income, 9.8 percent
had a tax rate between 5 and 10 percent, and 32.0 percent had a
tax rate between 10 and 20 percent.

C. The Market for Tax Shelters

To understand tax shelter activity it is useful to analyze the
market for tax shelters. On the demand side of the market are tax-
payers with substantial taxable income confronting high marginal

& Office of Tax Policy, Department of the Treasury, Taxes Paid by High-Income Taxpayers and
the Growth of Partnerships, July 31, 1985.
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tax rates. On the supply side of the market are users of tax-advan-
taged assets. The users of tax-shelter assets have an incentive to
rent them from a tax shelter partnership, rather than own them, if
they cannot take full advantage of tax deductions because they (1)
lack sufficient unrelated income to shelter, or (2) have low margin-
al tax rates. Also on the supply side of the market are tax shelter
promoters who organize and market limited partnerships interests
in tax-shelter assets. The growth of tax shelter marketing is attrib-
u}?ia})le to factors increasing both the supply and demand for tax
shelters.

Supply factors

The supply of tax shelters is partly dependent on the ability of
asset users to take advantage of the tax write-offs generated by
their assets. The combination of the Accelerated Cost Recovery
System (ACRS) and debt-financing, particularly in highly leveraged
investments such as real estate, can generate tax deductions which
are substantially larger than pre-tax income over the early years of
the life of the property. It is interesting to note that debt-financing
or ACRS alone will not, in general, cause the value of an invest-
ment’s deductions to exceed the value of its pre-tax income in
present value terms. However, in combination, tax deductions can
greatly exceed pre-tax income. In these situations it is often diffi-
cult for asset users to absorb fully interest and depreciation deduc-
tions (and tax credits). This encourages asset users to lease from
partnerships, the owners of which are better able to utilize tax
write-offs (and credits).

Another factor that may explain the proliferation of tax shelters
in recent years is the increasing complexity of the tax law, and the
backlog of regulations, which appear to be providing more opportu-
nity to take advantage of uncertainty in the tax laws.

Demand factors

The Economic Recovery Tax Act of 1981 (ERTA) reduced the top
tax bracket on unearned income from 70 to 50 percent, a reduction
of 29 percent, and reduced other tax rates by 23 percent, upon be-
coming fully effective in 1984. This change alone might have been
expected to decrease the demand for tax shelters since the value of
a $100 write-off to a top bracket taxpayer dropped from $70 to $50.
ERTA also expanded eligibility for individual retirement accounts
(IRAs) and increased the limitation on contributions to IRAs. Both
of these changes would be expected to reduce demand for marketed
tax shelters. In addition, the rapid growth in tax-exempt bond
issues would tend to reduce this demand.

An increase in demand for marketed tax shelters could be attrib-
utable to a lagged response to the rapid increase in marginal tax
rates which occurred prior to ERTA. Table 5 shows that from 1971
to 1981, the average tax bracket of individual taxpayers rose from
24.0 to 32.1 percent.

sn_cEa A - QR - 2
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Table 5.—Average Marginal Income Tax Rates, 1962-1982

Average
Calendar year marrg;:lea} tax
(percent)
1962 24.9
1963 26.1
1964 22.7
1965 218
1966 22.2
1967 229
1968 2 27.0
1969 2 21.5
1970 2 24.5
1971 24.0
1972 24.4
1973.... 25.7
1974 26.2
1975 26.8
1976 518
1977 987
1979 y 29.6
1980 319
1981 32.1
1923 208

1 Marginal tax rate (i.e., the rate applicable to the last dollar of income) for all
returns, weighted by adjusted gross income.

2 Includes surtax at 7.5% of individual income tax liabilities for calendar year
1968, 10% for calendar year 1969, and 2.5 percent for calendar year 1970.

3 Data estimated for 1982.

Source: Joint Committee on Taxation.

It is likely that taxpayers do not immediately adjust their invest-
ment portfolios in response to an increase or decrease in their mar-
ginal tax rate. It takes time to compare and evaluate investment
alternatives, and taxpayers may be cautious about investing in tax-
oriented limited partnerships.

In conclusion, the recent growth in tax shelter marketing ap-
pears to be explained by the abundance of deductions and credits
in the tax system as a result of ACRS and high real interest rates;
and an increase in taxpayer interest in tax shelters as a lagged re-
sponse to increasing marginal tax rates prior to 1982. Even as mar-
ginal rates decline, so long as significant effective marginal rate
differentials are available (for example, due to the availability of
accelerated deductions or preferential capital gains rates), taxpay-
ers may continue to engage in tax shelter activity.

Approaches to reducing tax shelter marketing
The market for tax shelters can be reduced by policies which op-
erate on the supply or the demand side of the market. One ap-

proach to reduce the supply of tax shelters would be to broaden the
tax base and, thereby, reduce the excess deductions and credits
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that encourage users of tax-advantaged assets to lease, rather than
own, these assets. This strategy would require an examination of
the tax incentives that Congress has enacted over the years. Broad
base income tax proposals with lower and flatter tax rate schedules
such as the Administration proposal, the Bradley-Gephardt bill,
and the Kemp-Kasten bill would reduce these incentives. These
proposals would reduce tax shelter activity on both the supply and
demand sides of the market. On the supply side, base broadening
reduces the amount of tax-shelter assets offering large deductions.
On the demand side, tax rate reductions decrease the value of
write-offs to taxpayers.

A second approach to reduce tax shelter activity would be to
retain certain preferences in the tax Code, but limit the amount of
incentives available. In view of the significant amount of tax shel-
ter activity in real estate, leasing, and the oil and gas industry, in-
centives that might be reviewed include: accelerated depreciation;
the investment credit; percentage depletion; expensing of intangi-
ble drilling costs. Percentage depletion, and expensing of intangible
drilling costs, and certain other tax preferences could be reduced
by extending the cutback in corporate preference items enacted in
1982 (section 291) to individuals. Alternatively, the scope of section
291 could be expanded to cover other preferences, or to have a
more significant impact on certain of the preferences to which it
applies.® This is the approach adopted in the Stark-Chafee bills
(H.R. 1377 and S. 556).

A related approach would be to revise the present law minimum
tax to reduce the extent to which any single taxpayer is able to uti-
lize tax shelters. The present alternative minimum tax on individ-
uals covers some, but not all, deductions and credits used in tax
shelters, and was significantly expanded in 1982. It would be possi-
ble to modify the alternative minimum tax further so that it would
more accurately reflects economic income. The Administration pro-
posal and several congressional bills would revise the individual
and corporate minimum taxes.

A third approach to reduce tax shelter deductions would be to
add special anti-tax shelter provisions to the existing rules. The
Administration proposal would extend to real estate the applica-
tion of the at-risk provisions enacted in 1976. In general, the at-risk
rules limit current tax deductions on an investment made by indi-
vidual investors and certain closely held businesses to the inves-
tors” maximum economic loss (on an activity-by-activity basis). Ter-
minating the exclusion of real estate investment from these rules
could reduce the rapid growth of real estate tax shelters.

A related provision of the Administration proposal would extend
the scope of the investment interest deduction limitation to include
a taxpayer’s share of the interest expense of partnerships in which
the taxpayer is a limited partner. The unlimited deductibility of in-
terest by limited partners is an important feature of many real
estate tax shelters. The Administration proposal generally would
limit an individual taxpayer’s deduction of interest expense (other
than interest on debt used in a trade or business or secured by the

9 The preference cutback was generally increased from 15 to 20 percent by the Deficit Reduc-
tion Act of 1984.
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taxpayer’s principal residence) to the taxpayer’s investment income
(including partnership income) plus $5,000. For this purpose, a lim-
ited partner’s share of interest deductions of a partnership would
be treated as investment interest.

Finally, the viability of tax shelters could be limited by altering
the rules applicable to vehicles, such as limited partnerships, which
are used to market shelters.

D. Economic Effects of Tax Shelters

The proliferation of tax shelters has had an important impact on
revenues and on the efficiency and equity of the income tax
system. The growth of shelters feeds on itself: as the tax base is
eroded, rates must be raised if revenues are to be maintained,
which in turn increases the demand for tax shelters. This vicious
circle threatens the integrity and fairness of the tax system as the
tax burden falls increasingly on taxpayers who do not, or cannot,
take advantage of tax shelters. The growth of tax shelters affects
the fairness of the tax system in other important respects, includ-
ing shifts in the ownership of certain assets from low-bracket tc
high-bracket taxpayers. For example, farms are being sold to limit-
ed partnerships who can pay more than others due to their superi-
or ability to utilize tax write-offs or in some cases their willingness
to take more aggressive positions on their tax returns. This may
bid up the price of farmland and may encourage sole proprietors tc
abandon agriculture.

Even the tax shelters based on incentives can have important ef:
fects on tax equity. For example, the Accelerated Cost Recovery
System (ACRS) increased the value of depreciation deductions on
rental housing purchased after 1981. This contributed to a con:
struction boom which has glutted the real estate market in several
southwestern cities. Post-1981 investors (often limited partnerships,
can afford to lower rents or sustain high vacancy rates because of
the generous ACRS deductions. However, the income of pre-1981
investors in real estate, who rely on the old depreciation rules, may
have been reduced as rents fell and vacancy rates increased in re-
sponse to this oversupply. Thus, the effect of tax incentives for new
investment can be to transfer wealth from existing investors tc
new investors.

The growth of tax shelters may have had an adverse impact on
the efficiency as well as the fairness of the tax system. Tax shelter
activity has significantly reduced the tax base over time, thus con-
tributing both to higher deficits and the need for higher tax rates.
In addition, tax shelter marketing absorbs the talents of thousands
of highly skilled professionals who might otherwise be employed in
activities that contribute to the growth of GNP rather than the re-
distribution of the tax burden. Finally, in the case of shelters based
on tax incentives, there is evidence that the government has lower
cost alternatives to the creation of tax shelters, such as targeted
spending programs, for encouraging certain types of economic ac-
tivity. Tax shelters tend to be inefficient incentive mechanisms as
a result of the high organizational and management fees charged
by the tax shelter promoters. Tax shelter incentives are also ineffi-
cient to the extent that they are targeted to investors taxed at less
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than the top tax bracket. If investors in the 40-percent bracket are
considered a market for a tax shelter, then the benefit passed
through to the users of the assets are determined by the tax bene-
fits of these marginal investors. In this case, high-income investors
in the 50-percent bracket would receive a windfall, since the value
of write-offs is 25 percent larger for these upper income investors.
Thus, to the extent that these windfalls and organizational fees
absorb the tax benefits of an incentive-type shelter, the tax system
is an inefficient mechanism for increasing desirable economic activ-
ity.



I11. INTEREST DEDUCTION LIMITATIONS

Present Law and Background

Present law imposes a limitation on the deductibility of invest-
ment interest (Code sec. 163(d)). In the case of a noncorporate tax-
payer, deductions for interest on indebtedness incurred or contin-
ued to purchase or carry property held for investment is generally
limited to $10,000 per year, plus the taxpayer’s net investment
income. Investment interest paid or accrued during the year which
exceeds this limitation is not permanently disallowed, but rather is
subject to an unlimited carryover and may be deducted in future
years (subject to the applicable limitation) (sec. 163(dX2)). Interest
incurred to purchase or carry certain net lease property is treated
as investment interest.

Income and interest of partnerships and S corporations generally
retains its entity level character (as either investment or non-in-
vestment interest or income) in the hands of the partners and
shareholders. The present law treatment of interest incurred to
purchase or carry a partnership interest or S corporation stock is
not entirely clear.'?

Under present law, no limitation is imposed on the deductibility
of either personal (consumer) interest, or of interest on funds bor-
rowed in connection with the taxpayer’s trade or business.

Investment income

Investment income under present law means income from inter-
est, dividends, rents, royalties, short-term capital gains arising
from the disposition of investment assets, and any amount of gain
treated as ordinary income pursuant to the depreciation recapture
provisions (secs. 1245, 1250, and 1254), but only if the income is not
derived from the conduct of a trade or business (sec. 163(d)(3)(A)).

Investment expenses; straight-line depreciation and cost depletion

In determining net investment income, the investment expenses
taken into account are real and personal property taxes, bad debts,
depreciation, amortizable bond premiums, expenses for the produc-
tion of income, and depletion, to the extent these expenses are di-
rectly connected with the production of investment income. For
purposes of this determination, depreciation or depletion with re-
spect to any property is taken into account on a straight-line basis
over the useful life of the property or a cost basis, respectively.

1°Proposed Treasury Regulation sec. 1.57-2(b)2)(i) under prior law implies that the interest
would not be investment interest where the underlying assets are not investment assets. Com-
pare Rev. Proc. 72-18, 1972-1 C.B. 740, Sec. 4.05 (relating to section 265 of the Code), and sec.
163(dX7); see H.R. Rep. No. 97-760, 97th Cong., 2d Sess. at 476-477 (1982).

(18)
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Minimum tax

For purposes of the individual alternative minimum tax, interest
(other than interest on certain qualified housing) is deductible as
an itemized deduction only to the extent of the taxpayer’s net in-
vestment income. For this purpose, interest on indebtedness in-
curred to acquire or carry a limited partnership interest or stock in
an S corporation (in the case of a stockholder who does not actively
participate in corporate management) is treated as an itemized de-
duction. Also for this purpose, investment income includes net
income (or loss) taken into account through a limited partnership in-
terest or such S corporation stock.

Administration Proposal

Under the Administration proposal, investment interest subject
to the limitation on deductibility would be expanded.'! In addition
to interest subject to the limitation under present law, investment
interest would also include the taxpayer’s share of all interest ex-
pense of S corporations (other than S corporations in which the
taxpayer actively participates in management), and the taxpayer’s
distributive share of all interest expense of limited partnerships in
which the taxpayer is a limited partner. It would also include all
other interest not incurred in connection with a trade or business,
except home mortgage interest on the taxpayer’s principal resi-
dence (to the extent of its fair market value).

Interest on indebtedness incurred to carry or acquire business
rental property used by the taxpayer for personal purposes for part
of a taxable year would generally be treated as business interest
(and thus not subject to limitation) in the same proportion that the
number of days the property is rented at a fair rental bears to the
number of days in the taxable year.

Interest subject to the limitation would be deductible only to the
extent of the sum of (1) $5,000 ($2,500 in the case of a married
person filing a separate return), and (2) the taxpayer’s net invest-
ment income. In general, net investment income for this purpose
would have the same meaning as under present law, except that it
would include the taxpayer’s share of all income of S corporations
not managed by the taxpayer and the taxpayer’s distributive share
of all income of limited partnerships in which the taxpayer is a
limited partner. Any interest deduction disallowed for the taxable
year under this limitation would be treated as interest expense
subject to the limitation for the succeeding taxable year. This rule
would be phased in under two separate transitional rules over a 10-
year period commencing in 1986.

Other Proposals

S. 409 and H.R. 800 (Bradley-Gephardt)

The Bradley-Gephardt bill (S. 409, H.R. 800) would limit the de-
duction for nonbusiness interest for noncorporate taxpayers to the

11 The Administration proposal and others as they relate to limitations on the itemized deduc-
tion for consumer interest are also discussed in a forthcoming pamphlet relating to Taxation of
Individuals.
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sum of housing interest (on a principal residence plus other dwell-
ings used by the taxpayer or his family during the year) plus the
amount of the taxpayer’s net investment income, including net cap-
ital gains from investment property. No additional $5,000 amount
would be allowed under the bill. The Bradley-Gephardt bill would
limit—to the amount of net investment income—the deduction for
interest incurred to purchase an interest in a limited partnership,
an S corporation in whose management the taxpayer does not ac-
tively participate. These rules would become effective after 1986.

1984 Treasury Report

The 1984 Treasury report is similar to the Administration pro-
posal except that it would take account of the indexing of interest,
which was also proposed in the report.

Analysis

The present law limitation on the deductibility of investment in-
terest attempts to prevent the mismeasurement of income by limit-
ing differences in timing and character of deductions arising from
interest on indebtedness and the income that is related to that in-
debtedness. Thus, the present law limitations on deducting invest-
ment interest are intended to prevent the current deduction of in-
terest, which would be used to offset unrelated income (e.g., earned
income and business income), where the income attributable to an
asset purchased with the proceeds of the indebtedness is deferred
and in many instances potentially converted to capital gains.

Definition of investment interest

The Administration proposal, as well as the Bradley-Gephardt
bill, would change the present law definition of investment inter-
est. Both would characterize an interest in an S corporation in
whose management the taxpayer does not actively participate, as
well as an interest in a limited partnership (in which limited part-
ners usually cannot actively participate), as investments, the
income from which is investment income. The Administration pro-
posal also provides that interest expense of a limited partnership
or S corporation is investment interest, in the hands of limited
partners or shareholders who do not actively participate.

Both the proposal and the bill recognize that the status of a pas-
sive investor in a limited partnership or an S corporation may be
more akin to that of a holder of corporate stock than to a taxpayer
actively conducting a trade or business (under the passthrough or
“aggregate” view of these entities), because of the investor’s limited
liability and lack of active participation in management. For exam-
ple, limited partnership interests are generally treated as “securi-
ties” for purposes of federal and state securities laws.

To the extent that the dividing line between an investment activ-
ity and a business activity depends upon the status of the taxpayer
as an active participant in the underlying trade or business, a more
extreme approach would expand the definition of investment inter-
est and investment income to all interest and income attributable
to for-profit activities in which the taxpayer does not actively par-
ticipate.
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A similar approach would be to examine the taxpayer’s material
participation in any aspect of the activity. Material participation in
an activity could be determined, for example, by analogy to present
law rules determining when an activity of the taxpayer rises to the
level that income from it would constitute net earnings from self-
employment (sec. 1402 and accompanying regulations). Factors
which could be taken into account might include whether the tax-
payer is involved in the physical work of the activity and whether
he makes managerial decisions substantialiy affecting the course of
the activity.

A material participation standard for directly owned property,
like a standard based on active participation in management,
might demand a significantly higher level of taxpayer involvement
in certain activities (e.g., a rental real estate project) for purposes
of determining whether interest is subject to limitations than
would present law.12

Broadening the scope of investment interest subject to a limita-
tion could be viewed by some as unfair because interest represents
an actual “out of pocket” cost of investment. In addition, expand-
ing the limitation to a limited partner’s share of interest incurred
in the partnership business, as the Administration proposes, might
be viewed by some as inconsistent with the “aggregate” theory of
partnerships under which the character of items at the partnership
level passes through to partners. Even if limited partners are con-
sidered akin to corporate shareholders for investment interest pur-
poses, it could be argued that extending the limitation beyond lim-
ited partnership interests would require a factual inquiry into
whether any particular taxpayer is merely a passive investor or ac-
tively or materially participates in an activity, thus potentially
causing administrative and enforcement difficulties. On the other
hand, the Administration and Bradley-Gephardt proposals to
extend investment interest limitations to S corporation sharehold-
ers who do not actively participate in management recognize the
similarity of such shareholders to limited partners and the possibil-
ity that S corporations might be used to circumvent limited part-
nership rules. The concept of active participation in management
(and a concept of “material participation” in an activity) exist and
must be applied for specified purposes under present law.3

Depreciation for purposes of investment income

Under present law, the computation of investment income meas-
ures depreciation using straight line depreciation over the useful
life of the property. It is understood that the Administration pro-

12 Compare sec. 163(dX4) (net lease provision) with Treasury Regulation sec. 1.1402(a)-4(a) and
(b) (material participation for self-employment tax purposes) and Proposed Treasury Regulation
1 464 2(a)(3) (active partu:lpahon in management)

3 The concept of “active par " applies to ine whether interest
expense of a S corporation shareholder atmbutable to the acquisition of his stock is a preference
item for purposes of the alternative minimum tax under present law (sec. 55(e)(8)). The concept
also applies, for example, to limit the deductibility of losses of certain farming syndicates (sec.

464(c)); for purposes of aggregation rules under the at-risk provisions of present law (sec.
465(0)(3]) and to deﬁne “hedg‘mg transactions” for purposes of present law rules regarding the
ures and certain other interests (sec. 1256(e)).

epts of ‘material participation” in an activity apply for certain estate tax purposes (sec.
20321\(9}(6)] and for purposes of determining whether a taxpayer has earnings from self-employ-
ment in certain circumstances (Treas. Reg. § 1.1402(a)-4).
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posal would substitute RCRS!# in measuring depreciation for this
purpose. Thus, under both present law and the Administration pro-
posal, any loss caused by the benefits of accelerated cost recovery is
allowable in full without reducing investment income and accord-
ingly without reducing the amount of investment interest allow-
able. This is intended to preserve the benefits of the accelerated re-
covery deductions in a debt financing situation. However, to the
extent the passive investors take advantage of both the deductibil-
ity of interest in full plus the accelerated recovery deductions,
which together may provide substantial mismeasurement of
income,? it could be said that the availability of tax shelters will
not be restrained by the proposal. On the other hand, since acceler-
ated cost recovery tax incentives are intended to promote invest-
ment, whether or not debt-financed, a limitation on the interest de-
duction in such circumstances could be viewed as inhibiting debt-
financed investment.

Interest allocable to business use of vacation home

Another issue relates to the treatment of interest on rental prop-
erty used for part of the year by the taxpayer as a residence. In the
interests of simplicity and consistency with present law, the alloca-
tion of interest between the business use and the personal use
could be made in the same manner as presently provided under
section 280A, relating to rental of vacation homes. Under that pro-
vision, the allocation of deductions attributable to rental use is
made in accordance with the ratio of the rental days to the days of
actual use during the year (see sec. 280A(e)). If interest were so al-
located, the amount allocated to business use could be deductible to
the extent of rental income, as under current law, with only the
excess being subject to the nonbusiness interest limitations. Such
an approach would tend to be more generous than the Administra-
tion proposal, but would avoid the administrative difficulty of allo-
fating interest expense and other expenses under different formu-

as.

Scope of investment interest limitation

Expansion of the net interest limitation to interest deductions
with respect to certain holdings that may be considered essentially
passive would not limit the ability of taxpayers to use other deduc-
tions from such holdings against noninvestment income. An invest-
ment interest limitation expansion could, however, curtail the at-
traction of a tax shelter investment that furnishes a net tax saving
attributable at the margin to the deductibility of interest, in the
case of a taxpayer who does not have enough other investment
income to absorb the interest limitation. Some have suggested ex-
tending the “passive investment” concept (at least in certain limit-
ed partnership cases and possibly other situations) to limit the de-
ductibility of all losses from such activities to income from such ac-
tivities. (See Part V, Section B, below.)

14 RCRS is the depreciation proposal set forth in the 1984 Treasury report and is intended to
reflect economic (i.e., not accelerated) depreciation (as well as the effects of inflation).

15 This result could tend to be more pr under the Administration proposal, which
would index the basis of depreciable assets but would not require financing or interest deduc-
tions to be indexed.




IV. AT-RISK RULES
Present Law and Background

A loss limitation at-risk rule was first adopted by Congress in
1976, and later expanded in 1978, in order to limit the incentives
for taxpayers to reduce their tax liability by investing in tax shel-
ter activities in which they were not subject to real economic risk
(Code sec. 465). An investment tax credit at-risk rule was adopted
for similar reasons in 1981.16

The at-risk rules apply to individuals and to closely held corpora-
tions (sec. 465(a)(1)). They do not apply to the holding of real prop-
erty (other than mineral property) and, in the case of closely held
corporations, to certain equipment leasing activities or to certain
active business activities (sec. 465(c)(3)(D), (c)(4), and (c)(7)). In the
case of partnerships and S corporations, the rules apply at the
partner or shareholder level. Thus, a partner is considered at risk
with respect to a partnership loan from a third party to the extent
fhe partner may be held personally liable for repayment of the
oan.

In general, the at-risk rules limit a taxpayer’s tax benefits (i.e.
losses and credits) from an activity to those benefits attributable to
funds which the taxpayer has personally invested in an activity (in
the case of the loss limitation rule) or a property (in the case of the
investment tax credit rule), including funds which the taxpayer
borrowed to the extent he is personally liable to repay or has
pledged other, non-financed, property (except property used in the
activity) as security (sec. 465(b)).

Purposes of at-risk rules

The at-risk rules serve several purposes. In the case of property
which is seller-financed (or financed by a party related to the
seller), they serve to reduce the incentive for the parties to inflate
the purchase price in order to give the purchaser additional tax de-
ductions (e.g., for depreciation or accrued interest) or an inflated
investment tax credit. In these situations, the buyer of overvalued
property might otherwise be unconcerned about the higher price,
since the property may simply be repossessed by the seller after
the buyer has benefited from the inflated deductions or credits.

By limiting deductions and credits to the amount the taxpayer
has at risk, the at-risk rules also prevent tax benefits from accru-
ing to a purchaser who has no real equity in a property because
the property’s value is, or may become, less than the face amount
of a nonrecourse loan on the property for which the taxpayer has
no personal liability. In these situations, the purchaser could re-

16 The Administration proposal would repeal the investment tax credit and with it the invest-
ment tax credit at-risk rule.

23)
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ceive tax benefits without bearing the economic burden of any cor-
responding decline in the property’s value. Thus, to the extent the
at-risk rules prevent the purchaser from taking current deductions
and credits attributable to nonrecourse financing, they generally
prevent him from deducting more than his maximum economic loss
with respect to nonrecourse-financed property.

In addition, the at-risk rules may limit the extent to which tax-
payers take deductions and yet may fail, upon disposition of lever-
aged property, to “recapture” prior deductions or credits taken
with respect to the property. Failure to recapture prior tax benefits
in the circumstance of a foreclosure, for example, is largely a com-
pliance problem. To the extent the taxpayer was not initially at
risk with respect to the property, however, the deductions or cred-
its would not originally have been allowed.

Administration Proposal

The Administration proposal would extend the at-risk rules to
real estate activities of individuals and closely held corporations,
effective with respect to losses attributable to property acquired
after December 31, 1985.17

Other Proposal
1984 Treasury Report

The 1984 Treasury report would extend the at-risk rules to all
investment and business activities of individuals and closely held
corporations, including equipment leasing activities of closely held
corporations, as well as real estate activities, which are not subject
to the at-risk rules under present law. This proposal would be effec-
tive for losses attributable to property acquired after the date the
proposal is introduced as legislation, unless acquired under a bind-
ing contact previously entered into.

) Analysis
In general

On the one hand, many of the reasons for applying the at-risk
rules to non-real estate activities also apply to real estate activities:
i.e., prevention of the deduction of tax losses in excess of maximum
economic loss by persons with no real equity in the property, over-
valuation concerns and compliance problems concerning avoidance
of recapture of prior tax benefits. Real estate tax shelters at
present offer an investor the ability currently to deduct tax losses
in excess of his maximum risk of economic loss. The investor may
be unconcerned about the economic soundness of the underlying in-
vestment, since, in any event, his economic losses are limited to his
actual investment at the same time that he enjoys the benefits of

17 The Admini proposal lly indexes the basis of depreciable property for infla-
tion, thereby allowmg more than one dollar of deduction for each dollar of investment. It is un-
clear how the at-risk rules are to apply to these additional deductions. This issue is discussed in
a forthcoming pamphlet relating to Capital Income.
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tax deferral and tax conversion with respect to amounts financed
on a nonrecourse basis.!8

On the other hand, the proponents of the real estate at-risk ex-
ception argue, as they successfully argued in 1976 and 1978, that,
unlike other activities, in the real estate business nonrecourse ﬁ-
nancing is a traditional method of lending money and also appro-
priately permits owners to spread the risk of loss to a diversified
third party lender in an arm’s length negotiated transaction; to
apply at-risk rules interferes with legitimate financing where the
investors have real equity in the property financed. Proponents of
this argument might distinguish nonrecourse loans made by third
party unrelated lenders, where some real equity is likely to be
present, from, for example, seller-financed nonrecourse loans where
the possibility of overvaluation and the utilization of tax benefits
by persons having little or no equity is more likely. At the least,
bona fide third-party loans should not come within the at-risk
rules, these persons argue, because lenders would tend not to make
nonrecourse loans in excess of the present and expected value of
the property, and would tend to require that borrowers have suffi-
cient equity in the property as to make abandonment and default
unlikely.

Applying the at-risk rules might not substantially change or in-
hibit certain real estate financing. For example, a lender and bor-
rower might be willing to agree to similar real estate financing
which is currently nonrecourse on a recourse basis (even if the bor-
rower’s other assets and income were insufficient to secure it), if
the lender and borrower believed that the value of the financed
real estate was sufficient collateral. Thus, one effect of applying
the at-risk rules to real estate activities might be to give the bor-
rower as well as the lender an additional incentive not to obtain
financing in excess of the property’s present and projected value,
and at rates not in excess of the income likely to be generated by
the property. For this reason, some argue, it would be especially
appropriate to extend the at-risk rules to seller-financed real estate
transactions.

Whether or not nonrecourse financing secured by real estate is
less likely than other nonrecourse financing to exceed the value of
the underlying property, overvaluation is not the only concern ad-
dressed by the at-risk rules. To the extent that, under present law,
owners of real estate may take deductions and credits attributable
to nonrecourse financing, proponents of the at-risk rules would
argue that it is inappropriate that such owners may enjoy tax ben-
efits unrelated to any real equity they may have in the property, in
excess of their maximum risk of loss from the property. It could
also be argued, however, that owners would be reluctant to proceed
with potentially risky or expensive projects if personal liability
were required to obtain the full benefit of the investment incen-

18 Under present law, the between the i basis of real property and the
outstanding nonrecourse debt can be taxed as capital gain rather than ordinary income, provid-
ing a conversion benefit even if the project becomes worthless. Such opportunities to convert
ordinary income to capital gain and to defer taxation would be hmn.ed under the Administra-
tion proposal to repeal capital gain treatment upon di an
business property. This special treatment of gain on sale would be remlned however, for disposi-
tions of land, under the Administration proposal.
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tives in the tax law. Thus, because nonrecourse financing is an im-
portant component of real estate investments some argue, extend-
ing the at-risk rules to real estate could inhibit real estate develop-
ment.

Aggregation of real estate activities

Another issue in the context of extending the at-risk rules to real
estate is the extent to which aggregation or separation of real
estate activities would be required. Aggregation of activities is im-
portant because, to the extent a taxpayer is permitted to aggregate
his activities for purposes of the at-risk rules, he may offset (i.e.,
shelter) income from one such activity against losses from another.
Opponents of extending the at-risk rules to real estate may suggest
that separating one real estate activity from another, for purposes
of the at-risk rules, creates serious enforcement and recordkeeping
burdens, and could be subject to manipulation.

Under present law, aggregation of certain activities is permitted
where the taxpayer actively participates in the management of ac-
tivities which constitute trades or businesses, or, if the activity is
carried on by a partnership or S corporation, 65 percent or more of
the losses are allocated to persons who so actively participate (sec.
465(c)(3)(B)). The purpose of these rules is to permit aggregation
only of the taxpayer’s activities in which he is likely to be actually
a participant, but not those where he is a passive investor. Similar-
ly, appropriate aggregation rules for real estate activities, taking
into account the taxpayer’s active participation, the form of entity,
and the allocation of losses from the activity, the duration and pur-
pose of financing and the relation of the activity to sequential or
ghy§icglly adjacent real estate activities of the taxpayer could be

evised.

Relevance of at-risk rules to widely held or affiliated corporations

Although the Administration proposal would not extend the at-
risk rules to non-closely held corporations, many of the same con-
cerns applicable to individuals taking losses where they are not at
risk could apply in the corporate sector. For example, widely held
corporations may engage in tax-favored activities to take advantage
of tax benefits without necessarily having to be at risk. A corollary
problem involves the use of losses of a subsidiary corporation by a
parent corporation filing a consolidated return. Any losses in
excess of the parent’s basis in the stock and debt of its subsidiary
represent a tax loss without necessarily representing a real eco-
nomic loss to the parent.!® Thus, some argue that in the interests
of fairness all taxpayers, including widely held corporations, should
be subject to the loss limitation at-risk rules, and that affiliated
corporations filing consolidated returns should not be permitted to
geguct losses in excess of their basis in their subsidiaries’ stock and

ebt.

Those who favor extending the at-risk rules to all taxpayers
assert that, when financing arrangements and transactions are de-

19 Under the consolidated return regulations, such losses are recaptured as gain on disposi-
tion of the subsidiary. The gain is generally capital gain, unless the subsidiary has become
worthless. Treas. Reg. sec. 1.1502-19.
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termined on the basis of tax results rather than economic consider-
ations, the tax law may cause misallocation of funds to the detri-
ment of real economic productivity. Further, such transactions may
in some cases permit taxpayers to utilize tax benefits without bear-
ing the corresponding economic burdens. Thus, these persons might
argue that potential market disruption resulting from extension of
the at-risk rules, to the extent not stemmed by appropriate transi-
tional rules, merely represents the reallocation of capital away
lf)ri:m tax-motivated investments without marketable economic via-
ility.

On the other hand, others would argue that extending the at-risk
rules to all taxpayers and to consolidated groups would disrupt
normal business financing techniques, and would also create uncer-
tainty and have a chilling effect on pending and future transac-
tions. These persons assert that it could curtail the intended bene-
fits of tax incentives for capital investment to impose the at-risk
rules upon all taxpayers, including widely held corporations.



V. PARTNERSHIPS
A. General Background

The form of entity most commonly chosen to maximize tax bene-
fits in a tax shelter investment has been the limited partnership,
which, upon meeting certain requirements, is subject to both the
general provisions of the tax law applicable to partnerships, and
certain provisions of the income tax regulations having particular
application to limited partnerships. A limited partner is, in effect,
a passive investor who is not personally liable for any more than
his equity contribution to the partnership (plus his agreed future
contributions), even though he may benefit by certain partnership
provisions allowing him to deduct losses in excess of his currently
paid-in contribution.

Under the partnership provisions of the Internal Revenue Code
(secs. 701-771), a partnership is generally treated as an entity for
accounting purposes and treated as a conduit for taxpaying pur-
poses. It is an entity for purposes of calculating many particular
items of income, deduction, and credit and taxable income exclu-
sive of such separate items (sec. 703), It is also an entity for pur-
poses of reporting information to the Internal Revenue Service (sec.
6031), and tax audits, similarly, are conducted at the partnership
level (secs. 6221-6233).

Conduit tax treatment

A partnership is a conduit—i.e., it receives passthrough treat-
ment—for purposes of income tax liability and payment. Each part-
ner takes into income his own “distributive share” of the partner-
ship’s taxable income and the separately allocable items of income,
deduction, and credit (sec. 702(a)). The liability for income tax pay-
ment is that of the partner, and not of the partnership (sec. 701).

On the profit side, this means that income is taxed at only one
level: the partner’s level (as distinguished from a corporation
where, under present law, income is taxed at the corporate level
and again taxed at the shareholder level when the earnings are
distributed as dividends2?). Also, this means that the partner is
taxed on the partnership profits even though none of those profits
may actually be distributed to the partner.

On the other side, this means that the partnership losses, deduc-
tions, and credits pass through to the partner and can be used to
offset other income, thereby reducing the income tax liability of
the partner. The amount of losses which a partner may deduct
under these provisions for a particular year may not exceed the

20 Electing small business corporations (S corporations) however, are taxed in a manner
roughly similar to partnerships, but they are limited to no more than 35 shareholders and are
subject to other restrictions not generally applicable to corporations.
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amount of the adjusted basis of his partnership interest (sec.
T04(d)), which, at the inception of the partnership, equals the sum
of his capital contribution to the partnership plus his share, if any,
of partnership liabilities.

Partnership liabilities

Treasury Regulations (sec. 1.752-1(e)) provide that a limited part-
ner’s share of partnership recourse liabilities is determined in ac-
cordance with his ratio for sharing losses, and may not exceed the
difference between his actual contribution to the partnership and
the total contribution which he is obligated to make. The rationale
for this rule is that, to the extent he remains obligated to contrib-
ute to the partnership, a limited partner could be called upon to
satisfy its recourse liabilities if the partnership is unable to do so;
thus, he bears a risk of economic loss and to this extent he may
include such liabilities in his basis in the same proportion as he
would share in other partnership losses. With respect to partner-
ship nonrecourse liabilities (for which there is not personal liabil-
ity), the Treasury Regulations provide that a limited partner
shares in them in the same proportion in which he shares profits.
Because there is no personal liability for such nonrecourse obliga-
tions of the partnership and the limited partner could not general-
ly be called upon to satisfy them, he normally experiences no per-
sonal economic risk of loss (though partnership assets may secure
the debt), and includes a share of these liabilities according to the
ratio for sharing partnership profits.

Allocations

A limited or general partnership agreement may provide for the
manner in which the partnership’s items of income, gain, loss, de-
duction or credit will be allocated among the partners (sec. 704).
The allocation must have substantial economic effect; if it does not,
or if the partnership agreement does not provide for allocations,
partners’ distributive shares of partnership items must be deter-
mined in accordance with the partners’ interests in the partner-
ship, determined by taking into account all facts and circumstances
(sec. 704).

The Treasury Department issued proposed regulations in 1983 in-
terpreting the meaning of “substantial economic effect.” These pro-
posed regulations would require as a general rule, among other
things, that any partner with a deficit in his capital account?! fol-
lowing liquidation (for example, due to his having taken deductions
in excess of his share of partnership income and his capital contri-
butions) must restore such deficit to the partnership, if an alloca-
tion scheme is to have substantial economic effect. Special provi-
sions would apply to capital account deficits attributable to part-
nership nonrecourse liabilities (discussed in section D, Partnership
Liabilities, below).

21 A partner's capital account generally consists initially of his capital contribution, and is
generally increased by his share of profits and reduced by his share of losses and distributions in
accordance with the terms of the partnership agreement. A partner’s basis for his partnership
interest, by contrast, also includes the partner’s share of partnership liabilities.
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B. Limited Partnerships as Tax Shelter Vehicles

Present Law and Background

As described in Part I (Overview of Tax Shelters), the growth of
tax shelters over the past few years has been rapid despite the re-
duction in overall tax rates effected by the Economic Recovery Tax
Act of 1981. This growth in tax shelters strains the admini<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>