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INTRODUCTION

For more than thirty years a consuming preoccupation of the income
tax has been the control of "tax sheltered" investments. Of most widespread concern have been acquisitions, financed by debt, of assets that
enjoy some sort of "tax-preferred" treatment, most commonly some advantageous form of depreciation.' Tax-favored treatment has been conferred
1. Perhaps the most elegant introduction to this subject is to be found outside the pages of
law reviews, in Wayne Barnett's Brief Amicus Curiae, Commissioner v. Tufts, 461 U.S. 300
(1983) (No. 81-1536). A somewhat more accessible introduction may be found in MARVIN
CHIRELSTEIN, FEDERAL INCOME TAXATION, §§ 13.01-.04 (7th ed. 1994). Major pre-1986 contributions would have to include Diane M. Anderson, Federal Income Tax Treatment of Nonrecourse
Debt, 82 COLUM. L. REV. 1498 (1982); William D. Andrews, On Beyond Tufts, 61 TAXES 949
(1983); Boris I. Bittker, Tax Shelters, Nonrecourse Debt, and the Crane Case, 33 TAX L. REV. 277
(1978); George Cooper, The Taming of the Shrewd: Identifying and Controlling Income Tax Avoidance, 85 COLUM. L. REV. 657 (1985); Glenn E. Coven, Limiting Losses Attributable to Nonrecourse
Debt: A Defense of the Traditional System Against the At-Risk Concept, 74 CAL. L. REV. 41 (1986);
Richard A. Epstein, The Application of the Crane Doctrine to Limited Partnerships, 45 S. CAL. L.
REV. 100 (1972); Martin D. Ginsburg, The Leaky Tax Shelter, 53 TAXES 719 (1975); Calvin H.
Johnson, Tax Shelter Gain: The Mismatch of Debt and Supply Side Depreciation, 61 TEX. L. REV.
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on many productive assets through deliberate congressional action. Nevertheless, debt-financed acquisitions of those very same assets have been

regarded as exploiting the available tax benefits in ways that seemed "abusive" and have widely been regarded as "bad." This perplexing, fundamentally self-contradictory state of affairs has levied constant demands on the
courts and the Congress, and has captivated the attention of academic

observers. In the last twenty years, debt-financed (or "leveraged") tax
shelters have been the object of two major pieces of legislation-the "atrisk" rules of the Tax Reform Act of 1976,2 and the "passive activity loss"
limitations, the complex, controversial anti-tax shelter centerpiece of the
Tax Reform Act of 1986 3-together with a host of less sweeping enactto occupy the courts, and to preoccupy
ments.' Tax shelters continue
5
academic students of taxation.
1013 (1983); William S. McKee, The Real Estate Tax Shelter: A Computerized Expose, 57 VA. L.
REV. 521 (1971); Alvin C. Warren, Jr. & Alan J. Auerbach, Transferabilityof Tax Incentives and
the Fiction of Safe Harbor Leasing, 95 HARV. L. REV. 1752 (1982); Alvin C. Warren, Jr., The
Requirement of Economic Profit in Tax-Motivated Transactions, 59 TAXES 985 (1981) [hereinafter
Warren, Economic Profit]; Alvin C. Warren, Jr., Accelerated Capital Recovery, Debt, and Tax Arbitrage, 38 TAX LAW. 549 (1985) [hereinafter Warren, Tax Arbitrage].
2. Tax Reform Act of 1976, Pub. L. No. 94-455, § 204(a), 90 Stat. 1520, 1531 (1976)
(current version at I.R.C. § 465 (1988 & Supp. V 1994)). The "at-risk" rules are discussed infra

Part II.B.
3. Tax Reform Act of 1986, Pub. L. No. 99-514, §§ 501-02, 100 Stat. 2085, 2233-43
(1986) (current version at I.R.C. § 469 (1988 & Supp. V 1994)). The "passive loss" limitations
are discussed infra Part II.C.

4.

See infra note 238 and accompanying text.

5.

See, e.g., Alan J. Auerbach, Should Interest Deductions Be Limited?, in UNEASY COMPRO-

MISE 195 (Henry J. Aaron et al. eds., 1988); Joseph Bankman, The Case Against Passive Investments: A CriticalAppraisal of the Passive Loss Restrictions, 42 STAN. L. REV. 15 (1989); Babette B.
Barton, Economic Fables/Tax-RelatedFoibles: On The "Cost" of Promissory Notes, Guarantees,Contingent Liabilities, and Nonrecourse Loans, 45 TAX L. REV. 471 (1990); Erik M. Jensen, The Unanswered Question in Tufts: What Was the Purchaser'sBasis?, 10 VA. TAX REV. 455 (1991); Calvin
H. Johnson, The Front End of the Crane Rule, 47 TAX NOTES 593 (1990) [hereinafter Johnson,
Crane Rule]; Stanley A. Koppelman, Tax Arbitrage and the Interest Deduction, 61 S. CAL. L. REV.
1143 (1988) [hereinafter Koppelman, Tax Arbitrage]; Stanley A. Koppelman, At-Risk and Passive
Activity Limitations: Can Complexity Be Reduced?, 45 TAX L. REV. 97 (1989) [hereinafter
Koppelman, At-Risk]; George Mundstock, Accelerated Depreciationand the Interest Deduction: Can
Two Rights Really Make a Wrong?, 29 TAX NOTES 1253 (1985); Robert J. Peroni, A Policy Critique
of the Section 469 Passive Loss Rules, 62 S. CAL. L. REV. 1 (1988); Frederick H. Robinson, Nonrecourse Indebtedness, 11 VA. TAX REV. 1 (1991); Cecily W. Rock & Daniel N. Shaviro, Passive
Losses and the Improvement of Net Income Measurement, 7 VA. TAX REV. 1 (1987); David J.
Shakow, Confronting the Problem of Tax Arbitrage, 43 TAX L. REV. 1 (1987); Daniel N. Shaviro,
Risk and Accrual: The Tax Treatment of Nonrecourse Debt, 44 TAX L. REV. 401 (1989) [hereinafter
Shaviro, Risk and Accrual]; Daniel N. Shaviro, Rethinking Anti-Tax Shelter Rules: Protecting the
Earned Income Tax Base, 71 TAXES 859 (1993); Daniel N. Shaviro, Selective Limitations on Tax
Benefits, 56 U. CHI. L. REV. 1189 (1989) [hereinafter Shaviro, Selective Limitations]; Lawrence
Zelenak, When Good Preferences Go Bad: A CriticalAnalysis of the Anti-Tax Shelter Provisions of the
Tax Reform Act of 1986, 67 TEX. L. REV. 499 (1989) [hereinafter Zelenak, Anti-Tax Shelter Provi-
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The predicate for this Article is simple: Despite all of the effort, where
the identification and control of tax shelters is concerned we have been
almost entirely wide of the mark. We have acted repeatedly to curb tax
shelter "abuse" without ever having arrived at a secure understanding of
what really makes an "abusive" tax shelter tick. Lacking any real grasp of
the underlying problem, we have been unable to distinguish legitimate
investments in tax-preferred assets from those that deserve to be curtailed.
That inability has produced a discontinuity in the literature between, on
the one hand, efforts to discern just what is so troubling about debtfinanced investments in tax-preferred assets, and, on the other, an insistence on coming up with a solution-any solution-to the "tax shelter
problem."6 The same inability has elicited remedial legislation that is as
difficult as any ever enacted to defend.'
The basic mechanics of a leveraged depreciation shelter always have
been relatively well understood. An investment in a depreciable asset is
financed with debt and structured to show losses for purposes of taxation.
Those losses are applied to reduce income from other sources, thereby
"deferring"-reducing temporarily, although usually not permanently eliminating-the incidence of tax.' Essential to these arrangements is some
"preferential" feature of the income tax-a departure from the Haig-Simons
sions]; Calvin H. Johnson, Why Have Anti-Tax Shelter Legislation? A Response to Professor Zelenak,
67 TEX. L. REV. 591 (1989) [hereinafter Johnson, Response] ; Lawrence Zelenak, Do Anti-Tax
Shelter Rules Make Sense? A Reply to ProfessorJohnson, 68 TEX. L. REV. 491 (1989) [hereinafter
Zelenak, Reply].
6. For a recent example of this sort of contrast, see, e.g., Zelenak, Anti-Tax Shelter Provisions, supra note 5; Johnson, Response, supra note 5; Zelenak, Reply, supra note 5.
7. The "passive loss" limitations are discussed infra Part II.C.
8. See, e.g., Bittker, supranote 1; Ginsburg, supranote 1; McKee, supra note 1. The operation of a tax shelter of this general sort is described in detail infra Part I. In some instances, it
has also been possible ultimately to "convert" wage or portfolio receipts normally taxable as
ordinary income into preferentially taxed long-term capital gain. Until 1986, some fraction-60% from 1978 until 1986-of an individual's "net capital gain" was deductible in computing taxable income, so that in effect long-term capital gains were taxed at only 40% of the otherwise applicable rate. I.R.C. § 1202(a), repealed by the Tax Reform Act of 1986 § 301(a), 100
Stat. 2216. With increases in rates more recently enacted, especially as part of the Omnibus
Budget Reconciliation Act of 1993, see Omnibus Budget Reconciliation Act of 1993, Pub. L. No.
103-66, § 13113, 107 Stat. 312, 422-30 (1993), preferential taxation of long-term capital gain, at
a maximum rate of 28%, has reappeared. I.R.C. § 1(h) (Supp. V. 1994).
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ideal of an "accretion" tax--especially the availability of "accelerated"
l
methods of recovering the costs of acquiring depreciable assets.'
Despite their mechanical simplicity, the history of the problem is
nevertheless rich. Academic observers have long been concerned about the
wisdom of selectively preferential tax treatment for some categories of
assets," and even more preoccupied with the special difficulties thought
to be posed by debt. Before the advent of specific legislative controls,
courts struggled, using inescapably vague standards, to distinguish "good"
tax shelters from "bad," 12 while academic observers labored often and hard
to make sense of what the courts did." Most of the legislation to which
9. HENRY C. SIMONS, PERSONAL INCOME TAXATION 50 (1938); Robert M. Haig, The
Concept of Income-Economic and Legal Aspects, in THE FEDERAL INCOME TAX 1 (Robert M. Haig
ed., 1921), reprintedin READINGS INTHE ECONOMICS OF TAXATION 54, 59 (1959). In Simons'
formulation, income during any period was defined as consisting of "(a) the market value of rights
exercised in consumption and (b) the change in the value of the store of property rights between
the beginning and end of the period in question," SIMONS, supra, at 50, or, more simply, as the
sum of consumption plus accumulation.
10. See infra Parts l.A.l.b, I.A.2.b.
11. A succinct summary of the issues can be found in David F. Bradford, Issues in the Design
of Savings and Investment Incentives, in DEPRECIATION, INFLATION, AND THE TAXATION OF
INCOME FROM CAPITAL 13 (Charles R. Hulten ed., 1981) [hereinafter Bradford, Investment Incentives]. See also, e.g., David F. Bradford, Tax Neutrality and the Investment Tax Credit, in THE ECONOMICS OF TAXATION 281 (Henry J.Aaron & Michael J. Boskin eds., 1980); Arnold C.
Harberger, Tax Neutrality in Investment Incentives, in READINGS INTHE ECONOMICS OF TAXATION, supra note 9, at 299.
12. Even a cursory review of the leading anti-tax shelter "tests" elicits sympathy for the
frustration of the Ninth Circuit in Collins v. Commissioner, where the court noted that "[tihe
casebooks are ... glutted with [anti-tax shelter] tests. Many such tests proliferate because they
give the comforting illusion of consistency and precision. They often obscure rather than clarify." 857 F.2d 1383, 1386 (9th Cir. 1988) (disposing of the case through a "substance over form"
approach). For a sampling of the profusion of "tests" that undoubtedly contributed to the court's
frustration, see, e.g., American Principals Leasing Corp. v. United States, 904 F.2d 477 (9th Cir.
1990) (applying "at risk" rules of I.R.C. § 465); Brannen v. Commissioner, 722 F.2d 695, 702-06
(11 th Cir. 1984) (analyzing tax shelters under the "hobby loss" rules of I.R.C. § 183); Brountas v.
Commissioner, 692 F.2d 152, 161-62 (1st Cir. 1982) (debt not included in basis if "too speculative or contingent"); Estate of Franklin v. Commissioner, 544 F.2d 1045, 1049 (9th Cir. 1976)
(focusing on relationship between the amount of a loan and the fair market value of the underlying asset involved in a tax shelter); Rose v. Commissioner, 88 T.C. 386, 414 (1987) (formulating
a "generic tax shelter" test), aff'd on other grounds, 868 F.2d 851 (6th Cir. 1989); Rice's Toyota
World, Inc. v. Commissioner, 81 T.C. 184, 195-209 (1983) (applying "sham" transaction approach to tax shelters), aff'd in part, rev'd in part, 752 F.2d 89, 91-92 (4th Cir. 1985); Grodt &
McKay Realty, Inc. v. Commissioner, 77 T.C. 1221, 1237-38 (1981) (constructing an "eightpronged" test to determine ownership for tax purposes of an asset used in a tax shelter). See
generally infra Part III.C.
13. See, e.g., D. Nelson Adams, Exploring the Outer Boundaries of the Crane Doctrine: An
Imaginary Supreme Court Opinion, 21 TAX L. REV. 159 (1966); Anderson, supra note 1; Andrews,
supra note 1; Barton, supra note 5; Bittker, supra note 1; Kenneth W. Gideon, Mrs. Gregory's
Grandchildren:Judicial Restriction of Tax Shelters, 5 VA. TAX REV. 825 (1986); James S. Halpern,
Footnote 37 and the Crane Case: The Problem That Never Really Was, 6 J. REAL EST. TAX'N 197
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this unsatisfactory state of affairs inevitably gave rise has been directed to
altering, where investments in tax-favored assets are concerned, the normal
rules governing the taxation of debt. For a while, debt that a borrower was
not personally obligated to repay-so-called "nonrecourse" debt-was
thought to be the key to the problem. 4 Consequently, explicit legislation
first took the form of the "at-risk" rules of Internal Revenue Code section
465, which sought to curb the use of nonrecourse debt in acquiring depreciable assets. When, by nearly a decade later, it appeared that "at-risk" had
not stemmed the tide of publicly syndicated tax shelters, Congress responded with the "passive activity loss" limitations, now found in Internal
Revenue Code section 469, which more generally limit the deductibility of
losses from debt-financed investments in depreciable assets."
The passive loss limitations have curtailed retail syndication of taxsheltered investments to the public at large.' 6 But they have accomplished that objective in a fashion that has been criticized as overly broad,
heavy-handed, inconsistent, and irrational, and that seems likely to entail
genuine economic costs.' 7 Even so, academic critics have been unable to
offer any more satisfactory way of distinguishing legitimate investments in
tax-favored assets from real tax shelter abuse." Hence, none of the criticisms levelled at what Congress 'has done have suggested any better a solution to the tax shelter problem.
In this Article, I propose to show that in fact we can easily do better.
My objective is to dispel the prevailing confusion by offering, for leveraged
(1979); Jensen, supra note 5; Johnson, Crane Rule, supranote 5; Robinson, supra note 5; Shaviro,
Risk and Accrual, supra note 5; Warren, Economic Profit, supra note 1; Cranston R. Williams,
Note, The Tax Court's Rose Test: More Thorns in the Sides of Taxpayers, 8 VA. TAX REv. 905
(1989).
14. See, e.g., Bittker, supra note 1.
15. In form, the passive loss limitations apply to more than debt-financed investments in
depreciable assets, but there is ample reason to believe that such investments were the principal
target. See infra Part II.C. 1.
16. See, e.g., Michael Moriarty & R. Eliot Rosen, An Interview with IRS Deputy Chief Counsel Peter K. Scott, 39 TAX NOTEs 920, 920 (1988) ("The passive loss rules pretty much put the
final nail in the coffin, in terms of the shelter business."). Similar public statements were made
by a number of senior officials of the Internal Revenue Service and the Treasury after enactment
of the Tax Reform Act of 1986.
17. See authorities cited infra notes 264-269.
18. One of the most astute of the many public finance economists to have delved into these
matters, whose own analysis suggested that borrowing to purchase tax-favored assets is largely
benign, was prompted to wonder whether the sense that "there is more to a [tax shelter] than the
straightforward combination of its apparent parts" was "simply ... an illusion." Auerbach, supra
note 5, at 219; see also infra notes 361-362 and accompanying text.
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investments in depreciable assets-historically the most prevalent species of
tax-sheltered investment-a coherent account of what really gives rise to
"abuse." That account emerges from simply narrowing the traditional
field
of view: In lieu of all debt-financed investments in depreciable assets,
including those acquired with "conventional" financing obtained from
independent third-party lenders, I confine my focus instead to assets
acquired with "purchase-money" financing (or "seller financing") provided
by the seller of the asset. 9 For, despite all the attention, it generally has
not been noticed that in many tax shelters two features of the law-other
than the mere presence of accelerated depreciation and debt, and peculiar
to the use of purchase-money debt-have played unobtrusive but nevertheless persistent roles.2"
The first is a feature of what usually are referred to as the "time value
of money" rules, which specifies the manner in which debt instruments
given in exchange for property must provide for the accrual of interest.21
The second is the "installment sale" rule found in Internal Revenue Code
19. In this setting, the seller of an asset, who provides the purchase-money financing, will
typically be the promoter of a tax sheltered investment. See infra Parts III-IV.
20. Even where the role of purchase-money financing has been noted, its significance has
not been adequately grasped. For example, Cooper, supra note 1, at 675-76, 716-18, Jensen,
supra note 5, at 491-97, and Shaviro, Risk and Accrual, supra note 5, at 440-42, all have taken
note of the role played by seller-financing in facilitating tax shelters, the first in the course of
analyzing the problems generally of debt, the latter two in the course of analyzing the problems of
nonrecourse debt. They do not, however, adequately emphasize what is identified here as the
heart of the tax shelter problem. For example, Cooper observes that "[slimply stated, the problem is not abuses of leverage but rather the fact that leverage, when used in conjunction with
other tax benefits, is inherently abusive." Cooper, supra note 1, at 716 (emphasis added). He also
suggests as a remedy to the problem as he conceives it that "[oinly cash payments should create
'basis' for purposes of computing special tax benefits." Id. None, moreover, identifies as the
remedy to the problems they respectively consider the simple solution proposed here. Johnson,
Crane Rule, supra note 5, focuses' on seller financing, but is concerned with nonrecourse seller
financing, and is so preoccupied with a quite unwieldy solution (and so otherwise devoted to
borrowing restrictions generally) that he fails to notice that seller financing (with or without personal recourse) is the key to the issue. See infra Part III.B.
The piece that comes closest to the insights developed here is Note, Fairnessand Tax Avoidance in the Taxation of Installment Sales, 100 HARV. L. REV. 403 (1986), an excellent piece of
analysis that, relying partly on Cooper, supra note 1, identifies § 453 as a part of the tax shelter
puzzle, but does not develop the pivotal role it has played. More generally, see infra Parts
III.B-C. To some extent, on the other hand, recent legislative enactments have reflected the
beginnings of an understanding. When the "at-risk" rules of I.R.C. § 465 were extended to real
estate in 1986, they were extended only to nonrecourse purchase-money debt. I.R.C. § 465(b)(6)
(1988 & Supp. V 1994); see infra notes 236, 403 and accompanying text.
21. I.R.C. §§ 483, 1271-75 (1988 & Supp. V 1994).
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section 453.22 The time value of money-the impact of "discounted" or
"present" values-poses problems for the tax system that initially seemed
intricate but ultimately proved soluble and, once properly understood, were
in many respects relatively straightforward to solve. 23 Section 453, on the
other hand, is a superficially innocuous provision, under which a seller of
property who finances the sale by taking back debt may defer taxation of
any gain technically "realized" from the sale, including it in income only as
installment payments are actually received. 24 It, too, has been the object
of both academic and legislative attention. In response to academic suggestions, 25 it was materially liberalized in 1980.26 As a result, its potential
So it, too, became
for mischief was almost immediately thrown into relief.
27
the object of both criticism and corrective legislation.
What has gone eerily unnoticed is that, in virtually every instance of
what might properly be characterized as tax shelter "abuse," either the time
value of money rules or section 453 appears to have played a role. The
organizing insight of this Article is that, in the creation of truly "abusive"
tax shelters, those provisions-especially section 453-have played a decisive
role. The analysis that follows demonstrates that the problems that genuinely merit concern are not attributable to conventional debt, as the passive loss rules implicitly assume, nor even to conventional nonrecourse
debt, as the at risk rules explicitly assume. They are, instead, most accu22. Id. § 453.
23. Between 1954 and 1984, Congress went from having those matters almost completely
wrong to getting them nearly exactly right. See generally DAVID C. GARLOCK, THE FEDERAL
INCOME TAXATION OF DEBT INSTRUMENTS (1992); Peter C. Canellos & Edward D. Kleinbard,
The Miracle of Compound Interest: Interest Deferral and Discount After 1982, 38 TAX L. REV. 565
(1983); Daniel I. Halperin, Interest in Disguise: Taxing the "Time Value of Money," 95 YALE L.J.
506 (1986); Lawrence Lokken, The Time Value of Money Rules, 42 TAX L. REV. 1 (1986). The
statutory solutions remain imperfect, although just how imperfect is not entirely clear. See Joseph
Bankman & William A. Klein, Accurate Taxation of Long-Term Debt: Taking into Account the
Term Structure of Interest, 44 TAX L. REV. 335 (1989); Theodore S. Sims, Long-Term Debt, the
Term Structure of Interest and the Case for Accrual Taxation, 47 TAX L. REV. 313 (1992); Jeff
Strnad, The Taxation of Bonds: The Tax TradingDimension, VA. L. REV. (forthcoming 1995).
24. I.R.C. § 453 (1988 & Supp. V 1994).
25. See Martin D. Ginsburg, Taxing the Sale for Future Payment: A Proposalfor Structural
Reform, 30 TAX L. REV. 469 (1975). But see Patricia A. Cain, Installment Sales by Retailers: A
Case for Repeal of Section 453(a) of the Internal Revenue Code, 1978 Wis. L. REV. 1.
26. See generally Installment Sales Revision Act of 1980, Pub. L. No. 96-471, 94 Stat. 2247
(1980).
27. See Note, supra note 20; see also infra Part III.B.2, notes 392-396 and accompanying
text.
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rately to be understood as difficulties that have arisen through the misuse of
purchase-money debt to which section 453 applies, especially (but not
essentially) when the face amount of the debt is also subject to manipulation through shortcomings in the time value of money rules. Those provisions furnish the key to the massive overvaluation of depreciable assets so
characteristic of tax shelters that smack of abuse. In fact, the real linchpin
to the "tax shelter problem" has been not so much the overvaluation of
debt-financed depreciable assets as it has been the manipulation of purchase-money indebtedness itself. That manipulation has made it possible to
fashion tax shelters out of "assets" that do not really even exist. , The
insight that these provisions have played so indispensable a role in creating
arrangements that truly deserve to be curtailed leads naturally to a precise
understanding, for this entire class of investments, of the term "tax shelter
abuse."
In the long-standing effort to get to the root of the tax shelter problem, singling out purchase-money financing for microscopic attention
proves to be an illuminating innovation. Isolating purchase-money debt
from the treatment more generally of debt makes clear just how readily the
former can be used to create precisely those "abuses" that have so repeatedly been decried. It simultaneously highlights the fact that non-purchase
money debt is, if not altogether benign, surely not worthy of the draconian
controls that have been progressively imposed on debt-financed investments in an effort to weed out tax shelter abuse. The insights developed
here thus operate to harmonize much of the conflict in the existing tax
shelter literature. What is more, the account I propose brings fresh light to
bear on why both the at risk rules and the passive loss limitations, both of
which deal all but indiscriminately with conventional and purchase-money
financing, are themselves not merely mis-focussed but unnecessary.
Indeed, the ease with which "abusive" tax shelters (properly speaking)
could be eliminated, and the debatable merits of curtailing debt-financed
investments other than those that traffic in purchase-money financing, make
powerful the case for an entirely new experiment with "anti-tax shelter"
legislation. Congress should take the few, relatively minor steps that would
be needed to embargo altogether the use of purchase money debt in acquiring depreciable assets. Doing that, and nothing more, would effectively
identify and eliminate real tax shelter abuse. If the analysis developed here
is sound in its diagnosis, as I believe it is, Congress could simultaneously
afford to do away with both the at risk rules and the passive loss limitations, as well as much of the ancillary machinery it has enacted to deal with
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tax shelters along the way, thereby achieving real simplification. More
importantly, the solution I propose would have little in the way of collateral economic costs: In contrast with the existing panoply of controls, it
would leave legitimate investments entirely undisturbed.
The balance of this Article is organized in the following way. Part I
describes, using a simple three-period model, the mechanics of a debtfinanced investment in a depreciable asset, of the sort to which the passive
loss limitations currently apply. That model is used to examine the premise
and operation of asset depreciation, the impact of preferentially "accelerated" depreciation, and the taxation of and the role played by debt. It
establishes that the problems with debt are substantially more limited than
has widely been supposed. Part II is transitional, and explores the extent to
which Congress has nevertheless imposed special restrictions on borrowing
to finance investments in tax-favored assets. Part II.A canvasses the arguments most commonly advanced on behalf of borrowing limitations and
identifies some shortcomings with those claims. Part II.B turns to the "atrisk" rules of section 465 and the still controversial matter of whether it is
sensible to treat "nonrecourse" debt any differently than personal recourse
debt. Part II.C examines briefly the passive loss limitations themselves.
Part III gets to the heart of the problem. It explores the relevant
aspects of both the taxation of debt instruments and section 453. It demonstrates that, given either shortcomings in the time value of money rules
or the presence of section 453, truly abusive transactions that otherwise
could never occur suddenly become easy to create. Consistent with that
analysis, it shows also that virtually every tax'shelter with which, as
reflected in reported decisions, the courts have struggled since the mid1970's involves precisely those forms of abuse. Part IV then analyzes recent
remedial changes to section 453, particularly those enacted in 1987, and
shows that they, together with amendments to the time value of money
rules enacted in 1984, render largely infeasible the abuses so prevalent at
the beginning of that decade. It nevertheless considers additional revisions
to (including outright repeal of) section 453 that would address the problem
even more directly. Although some additional revisions ideally would be
desirable, one thing that emerges is that, even without such revisions, we
could repeal both sections 465 and 469 without any real harm. In all
events, we shall find that Congress could easily (and safely) render the
income tax both simpler and more economically benign in its taxation of
debt-financed investments than the system that we currently have in place.
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A PRIMER ON DEPRECIATION, ACCELERATED
DEPRECIATION, AND DEBT

Tax shelters of the sort discussed here have most commonly involved
29
developed real estate,2" or long-lived ("durable") productive equipment.
In principle, however, virtually anything depreciable will work. Shelters of
this general sort have been fashioned out of assets running the gamut from
computers and freight cars3 ° to movie master negatives3" and Picasso
graphic reproduction plates.32 Under the right conditions, as we eventually will see, the teakettle now sitting on your stove might very well do.
Such arrangements have usually been denoted by the kind of property
involved. We shall, however, adopt the convention of referring to them
generically as "depreciation" shelters.
Before coming to grips with how depreciation shelters can be abused,
we must begin by exploring just how they actually work. Although in
detail such devices can sometimes be intricate, in principle their operation
is not. Over its life a depreciable asset produces a series of deductions. A
depreciation "shelter" is structured to maximize the extent to which those
deductions are "bunched" into the early years of the asset's productive life,
producing, at least for tax purposes, deductible losses. 33 Typically those
tax losses are temporary: Eventually the deductions are "used up"'34 and
the investment begins producing taxable income. So, although all the net
income from the investment is eventually taxed, payment of some portion of
28. See, e.g., Commissioner v. Tufts, 461 U.S. 300 (1983); Crane v. Commissioner, 331
U.S. 1 (1947); McKee, supra note 1.
29. Warren & Auerbach, supranote 1.
30. See, e.g., Sutton v. Commissioner, 84 T.C. 210 (1985) (refrigerated freight cars), aff'd,
788 F.2d 695 (11th Cir. 1986); Rice's Toyota World v. Commissioner, 81 T.C. 184 (1983) (computers), aff'd in part, rev'd in part, 752 F.2d 89 (4th Cir. 1985).
31. E.g., West v. Commissoner, 88 T.C. 152 (1987) (motion picture).
32. Rose v. Commissioner, 88 T.C. 386 (1987), aff'd on other grounds, 868 F.2d 851 (6th Cir.
1989).
33. The periodic losses produced for tax purposes by a depreciation shelter typically exceed
in magnitude the asset's periodic "cash flow" loss and may in fact exist with respect to a project
that shows a cash flow profit because the annual deductions for depreciation, based on the asset's
original cost, do not represent actual cash outlays.
34. Depreciation is limited to an asset's historical acquisition cost. That initial acquisition
cost is the asset's "basis" and is the touchstone for the allowance of depreciation. I.R.C. §§
1011-1012, 167(a)-(c), 168(a) (1988 & Supp. V 1994). The asset's initial basis is "adjusted"
downwards as deductions for depreciation are taken. Id. §§ 1011, 1016. Once its basis has been
adjusted to zero, no further depreciation deductions are allowed.
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the tax is deferred. 3' Before the deferred taxes are actually collected, the
investor is free to invest them and to earn a return.
To see how this all comes about, one need only understand the basic
income tax treatment of a depreciable asset and the fundamentals of our
taxation of debt. To be concrete, we explore the fundamentals using an
asset that is productive for only two periods. Although in practice depreciation shelters are of longer duration, this model has the virtue of simplicity, while being of sufficient duration to capture all the features of their
operation that are essential to an analysis of the issues they raise. We
develop the model in a step-by-step fashion, examining first the function of
asset depreciation, then the operation of accelerated depreciation, and
finally the impact of financing a depreciable asset with debt. This systematic form of exposition facilitates pausing to ask whether anything remarkable has been introduced at each step along the way, looking to the
literature for illumination as we proceed.
A. The Basic Taxation of Depreciable Assets and Debt 6
1.

Wasting Assets and Depreciation

We assume that our asset will be acquired for $1,000, and, with perfect
foresight, it is known to be productive for two periods (say, years), during
each of which it will produce an identical cash flow. A purchaser of the
asset is assumed to insist on a ten percent pre-tax annual rate of return on
her investment. On these assumptions (and denoting the date on which
the asset is acquired by "Time 0"), the purchaser will invest in the asset
only if it produces a cash payment of at least $576.19 at the end of "Period
1" and again at the end of "Period 2." In a world without taxes, this combination of outlay and returns produces an "internal rate of return"-the
35. See infra text accompanying note 59. In practice, simple deferral, valuable in and of
itself, was compounded by the fact that the income ultimately taxed often took the form of gain
realized from a sale or other disposition of the asset that might be eligible for preferential taxation
as "long-term capital gain." See supra note 8. But see, e.g., I.R.C. §§ 1245, 1250 (1988) (some
portion of gain on sale of depreciable assets "recaptured" and taxed as ordinary income).
36. The form of exposition adopted here self-evidently owes debts to a number of prior
authors, especially to Warren, Tax Arbitrage, supra note 1; see also CHIRELSTEIN, supra note 1, §§
6.08, 13.01-.04; Auerbach, supra note 5; Joseph J. Cordes & Harvey Galper, Tax Shelter Activity:
Lessons from Twenty Years of Evidence, 38 NAT'L TAX J. 305 (1985); Mundstock, supra note 5;
Warren, Economic Profit, supra note 1, at 990-92.
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interest rate that sets the "discounted" (or "present")" values of the
$576.19 cash flows in Period 1 and Period 2 just equal to the $1,000 initial
outlay-of precisely ten percent.3" An asset's "internal rate of return" is
one of the two measures most widely employed in comparing the relative
profitability of different investments.39 It will be the key to comparing the
examples that follow.
For federal income tax purposes, the cost of purchasing this asset, even
though it is acquired for use in a trade or business (or for the production of
income), is not immediately deductible under section 162 (or 212) .4 By
acquiring it, the purchaser has simply exchanged one asset ($1,000 cash) for
another, and the tax system responds to that fact by requiring the cost of
the asset to be "capitalized" under Internal Revenue Code section 263. 4 ,
As the asset's productive life unfolds, however, its value typically declines.
The periodic changes in the asset's value are reflected in the holder's taxable income by the allowance of annual deductions that go by a variety of
names (such as "cost recovery" or "amortization"), but are most commonly
called "depreciation. "'42 Depreciation that accurately mirrors the actual
periodic change in an asset's value is usually denoted "economic" deprecia-

tion.

43

37. The concept of a "discounted" or "present" value simply reflects the fact that, in a
world with interest, $1 next year is worth less than $1 today. See generally RICHARD A. BREALEY
& STEWART C. MYERS, PRINCIPLES OF CORPORATE FINANCE 11-24 (4th ed. 1991). For a given
(annual) interest rate, the discounted value of $1 next year is simply the amount on hand today
that will grow to $1 next year at the given interest rate. So, if the interest rate is r, the present
value of $1 to be received next year satisfies PV + PV*r = PV*(1 + r) = $1,or PV = $1/(1 +
r). In computing present values over longer periods, interest is usually assumed to compound, in
which event the discounted value (at interest rate r over n periods) is usually given by PV = $1/(1
+ r).See, e.g., id. at 36-42.
38. See, e.g., id. at 79-88. Stated differently, the sum of the cash flows to be realized from
an investment in this asset, each discounted to its present value using the internal rate of return,
exactly equals its acquisition cost. See infra note 53 and accompanying text.
39. The other is "net present value." See, e.g., BREALEY & MYERS, supra note 37, at 15-21.
40. I.R.C. § 162 allows a deduction for any current expenses paid or incurred in carrying on
a trade or business, I.R.C. § 162(a) (1988 & Supp. V 1994), while § 212 allows comparable
deductions for expenses currently incurred for the production of income whether or not incurred
in carrying on a trade or business, id. § 212 (1988). Historically, many tax shelters have been
non-trade or business "income-producing" activities, although ownership of a single depreciable
asset may amount to the conduct of a "trade or business." See, e.g., Wasnok v. Commissioner, 30
T.C.M. (CCH) 39, 40-41 (1971).
41. I.R.C. § 263 (1988 & Supp. V 1994).
42. Id. §§ 167(a)-(b), 168(a).
43. See, e.g., Paul A. Samuelson, Tax Deductibilityof Economic Depreciation to Insure Invariant
Valuations, 72 J. POL. EcON. 604 (1964); see also Harold Hotelling, A General Mathematical Theory
of Depreciation, 20 J. AM. STAT. ASS'N 340 (1925).
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a. Economic Depreciation
In the real world, where "perfect foresight" is no more than a simplifying assumption, determining the rate at which an asset actually declines in
value-and hence the correct amount to be allowed as depreciation each
year-can be a formidable task." With the assumptions adopted above,
however, ascertaining an allowance for "economic" depreciation of this
particular asset turns out to be relatively simple. The actual schedule of
depreciation is slightly unexpected: It does not consist of deducting one-half
the asset's cost in Period 1 and the balance in Period 2. For, regardless of
the precise physical details of the asset (as to which we have remained
silent), its value to a prospective investor consists entirely of the sum of its
anticipated cash flows, each discounted from the date it is expected to be
realized to its "present value" on the date the investment is made.45 Conperiod to period is just the
sequently, the change in the asset's value from
46
change in the sum of those discounted values.
For this asset, the initial pattern of investment and cash flows,
together with their respective present values (discounted at the asset's pretax internal rate of return), are depicted in lines 1 and 2 of Table I. Line 3
depicts the present value of the remaining (Period 2) cash flow, discounted
to the end of Period 1. On our assumptions, the asset's value as of the end
of Period 2 (its "salvage value") is 0. The appropriate depreciation schedule
for this asset, then, simply reflects the changes implied by these successive
valuations, and is depicted in the final column of Table I. The asset's
value declines by $476.19 during Period 1, and by another $523.81 during
Period 2.47 These amounts add up to $1,000, the asset's original cost. If
allowed to the holder of the asset as deductions for depreciation, they will
exactly mirror the periodic changes in the asset's value.
44. In general, ascertaining the correct amount of depreciation would require either annual
valuation of an asset, or perfect foresight knowledge of (1) the asset's "useful" (or "service") life,
(2) its "salvage value" at the end of its useful life, and (3) the rate at which it declines in value
over its useful life. In practice, none of these can ever be known to a certainty in advance. So,
in practice, estimating depreciation is complex. See, e.g., Charles R. Hulten & Frank C. Wykoff,
The Measurement of Economic Depreciation, in DEPRECIATION, INFLATION, AND THE TAXATION OF
INCOME FROM CAPITAL, supra note 11, at 81; JEFF STRNAD, TAX DEPRECIATION AND RISK

(California Institute of Technology Social Science Working Paper No. 765, 1991).
45.
46.

See, e.g., BREALEY & MYERS, supra note 37, at 12-24.
E.g., CHIRELSTEIN, supra note 1, § 6.08(d).

47. This "decelerated" form of depreciation is often referred to as "sinking-fund" depreciation. CHIRELSTEIN, supra note 1, § 6.08(d); see aLso Hulten & Wykoff, supra note 44, at 88-89
(referring to it as "the one-horse-shay pattern"). It is appropriate only for assets that are equally
productive in all periods and then instantaneously "disappear."
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Table I
Economic Depreciation
Returns

Outlay
IRR = 10%

Sum
of PV

Change
in PV

Time 0

Period 1
(CF1)

Period 2
(CF2)

1,000.0048

576.19

576.19

1,000.00

523.8149

476.1950

1,000.00

-0-

523.8151

523.81

(476.19)

-0-

-0-

-0-

(523.81)

PV
(Time 0)

PV (End of
Period 1)

PV (End of
Period 2)

Under an income tax, ideal treatment of the holder of this asset would
consist of requiring each periodic return to be included in gross income,
allowing a deduction in each period for economic depreciation, and subjecting the difference to tax. Assuming that tax is imposed at a thirty percent
marginal rate, that treatment is illustrated in Table II.
48. The sum of the Period 1 and Period 2 cash flows, each discounted to present value at
Time 0 using the internal rate of return of 10%, just equals the initial outlay of $1,000.
49. Discounted from the end of Period 1 to Time 0 at 10%. This value is simply
$576.19/1.10.
50. Discounted from the end of Period 2 to Time 0 at 10%. This value is $576.19/1.102.
51. Discounted from the end of Period 2 to the end of Period 1 at 10%. As with the Period
1 cash flow, when the latter is discounted to Time 0, this value is again $576.19/1.10.
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Table II
Income Tax with Economic Depreciation
Time 0
(Outlay)

Period 1
(CF1)

Period 2
(CF2)

0.

Investment

1.

Gross Income

576.19

576.19

2.

Depreciation

(476.19)

(523.81)

3.

Taxable Income

100.00

52.38

30.00

15.71

546.19

560.48

1,000.00

(1 - 2)
4.

Tax (Savings) @ 30%

5A. Net Investment
(After-Tax)
(0 + 4)

1,000.00

5B. After-Tax CF
(1-4)

After-Tax IRR =7%52

Using the after-tax cash flows from the investment depicted in line 5B,
we have re-solved for the internal rate of return. 53 The change in that
number summarizes succinctly the effect of imposing an income tax on this
52. The after-tax cash flows depicted in line 5B, each discounted to present value at Time 0
using an interest rate of 7%, exactly equal the net investment of $1,000 on line 5A.
53. Assuming discrete compounding, the internal rate of return, see supra note 38, is the
solution to the algebraic equation that emerges from the requirement that the sum of the cash
flows, each discounted at the internal rate of return from the time the cash flow is to be realized
to the date of the investment, just equal the investment that is to be made. That is, given an
initial outlay, CF0 , and a stream of returns, CF,, over a series of j = 1.
n, subsequent periods,
IRR solves the equation:

cF0 CF=-

c___
CFj
J;1 (1 +IRR)J

In general, this equation will have n (possibly complex valued) roots, a fact that makes solving for IRR difficult (and sometimes unreliable), especially when some of the CFj are negative
(that is, when additional investments are made after Time 0). See, e.g., BREALEY & MYERS, supra
note 37, at 78-82 & n.5.
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investment. It has declined from its pre-tax value (of ten percent) to seven
percent, or by exactly thirty percent, the marginal rate of tax. There are
two noteworthy consequences of this fact. First, the investor's pre-tax requirement of a ten percent return translates into a seven percent requirement in a world with tax at a thirty percent rate.14 That, however, is precisely the after-tax internal rate of return that we observe. Even more
important is the corollary to this fact: Despite the imposition of tax, the
asset's value to the investor has not changed. This is a fundamental consequence of allowing the holder deductions for "economic" depreciation.
Discounted at the investor's after-tax required rate of return-seven percent-the value of the after-tax cash flows from the asset (with taxable
income computed using economic depreciation) remains equal to its $1,000
cost. Thus, in a world in which tax depreciation allowances accurately
mirror economic depreciation, the valuation of assets is not affected by the
imposition of an income tax. This important insight, due originally to Paul
Samuelson, 55 will prove useful in sorting out what is problematic about
debt-financed investments in depreciable assets from what isn't.
b. Accelerated Depreciation
Since, as a practical matter, true economic depreciation is all but
impossible to determine in advance,56 depreciation allowances for tax
purposes have usually been computed using some form of mechanical approximation, applied to the asset's historical acquisition cost (or "adjusted
On our assumptions of only two productive periods and positive cash flows in each of
those periods, however, there will always exist only two roots, which may easily be found using
the "quadratic formula." All the examples developed in this paper were formulated in a standard micro-computer spreadsheet program and solved in precisely that fashion. Copies of the
spreadsheets are available from the author.
54. In an important sense, the defining characteristic of an "income" tax (as contrasted with
a cash-flow "consumption tax") is that investment returns (proto-typically interest) are included
currently in gross income. See, e.g., Alan Gunn, The Case for an Income Tax, 46 U. CHI. L. REV.
370 (1979); Alvin C. Warren, Jr., Fairness and a Consumption-Type or Cash Flow Personal Income
Tax, 88 HARV. L. REV. 931 (1975); cf. Bradford, Investment Incentives, supra note 11, at 19-20.
Hence, the rate of return on risk free investments will decline (in percentage terms) by the taxpayer's marginal rate. Consequently, the rate properly to be used in evaluating investments, for
example by computing the net present value of a prospective investment, is the after-tax discount
rate.

55.

Samuelson, supra note 43.

56.

See, e.g., authorities cited supra note 43.
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basis"). 5 7 Furthermore, depreciation allowances have rarely even been
intended to approximate true economic depreciation. Typically they have
involved some measure of preferential "acceleration. 8 For present purposes the important point is that accelerated depreciation (or some comparably preferential tax treatment) is an indispensable feature of any depreciation shelter. It is therefore essential, before turning to the subject of debt,
to modify the preceding example to illustrate the impact that accelerated
depreciation can have.
The simplest and most extreme form of acceleration is simply to allow
an asset's entire cost to be deducted at the moment the investment is made.
That treatment-usually denoted "expensing"-is illustrated in Table III,
preserving the assumption that tax is imposed at a thirty percent marginal
rate.
57. See, e.g, I.R.C. §§ 167(c), 168, 1012 (1988 & Supp. V 1994); supra note 34. To a
limited extent, the costs of depreciable assets can be deducted in full at the time the assets are
acquired. Id. § 179.
58. That is, depreciation deductions have typically been allowed earlier in an asset's productive life than would have been the case if depreciation were truly "economic." See infra notes
65-67 and accompanying text. It is safe to say that the wisdom of tax preferences generally, and
of preferences intended as incentives to investments in depreciable assets particularly, has been
one of the overriding themes of United States tax policy debate during the latter half of this
century. See, e.g., Warren & Auerbach, supra note 1, at 1756-58; Warren, Tax Arbitrage, supra
note 1, at 556-57, 559-60; Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 502-08; Edward
A. Zelinsky, Efficiency and Income Taxes: The Rehabilitationof Tax Incentives, 64 TEX. L. REV. 973
(1986). For an enlightening account of the recent tax history for non-specialists, see Joseph J.
Minarik, How Tax Reform Came About, 37 TAX NOTES 1359 (1987). One prominent theme of
the debate has been the desirability and feasibility of implementing the "Haig-Simons" vision of
an accretion tax, captured in the "Tax-Expenditure" analysis pioneered by Stanley A. Surrey.
See infra note 176. Another has been the relative merits of an income tax and a personal consumption tax. E.g., Henry J. Aaron et al., Introduction, in UNEASY COMPROMISE, supra note 5, at
1, 1. UNEASY COMPROMISE was itself a compilation of studies of the extent to which, because of
the existence of tax preferences, the income tax was (is) in fact a "hybrid" income-consumption
tax. See also, e.g., WHAT SHOULD BE TAXED: INCOME OR EXPENDITURE? (Joseph A. Pechman
ed., 1980); infra Part I.B.
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Table III
Income Tax with Expensing
Time 0
(Outlay)

Period 1
(CF1)

Period 2
(CF2)

576.19

576.19

1,000.00

0.

Investment

1.

Gross Income

0.00

2.

Depreciation
("Expensing")

(1000.00)

-0-

-0-

3.

Taxable Income (Loss)
(1 - 2)

(1000.00)

576.19

576.19

4.

Tax (Savings) @ 30%

(300.00)

172.86

172.86

403.33

403.33

5A. Net Investment
(After Tax)
(0 + 4)

700.00

5B. After-Tax CF
(1-4)
After-Tax IRR

=

10%

Here there are three things to note. First, accelerated depreciation by
itself bunches the deductions produced by the asset into the beginning of its
productive life. With expensing the bunching is extreme. The entire cost
is allowable as a deduction when the investment is made at Time 0. On
the flip side, however, no further deductions for depreciation are allowed.
Since capital recovery allowances are limited to historical cost, 9 the first
year deduction has "used up" all allowable depreciation. So the second
thing to note is that, as with all timing shelters, the bunching is exactly
offset by an increase in the taxable income from (and tax paid by the holder
of) the asset during Periods 1 and 2.60 Instead of producing taxable
income of $152.38 in Periods 1-2, the investment produces a $1,000 loss at
Time 0, offset by $1,152.38 of taxable income in Periods 1-2.
Third, and in simplest terms, the general effect of accelerated depreciation is that payment of tax on the income from the asset has been "de59.

See supra note 34.
60. In this example, and all those that follow, our assumptions rule out the possibility that
the asset's salvage value is greater than zero, and that it might subsequently be sold under circumstances that would produce long-term capital gain. See supra notes 8, 35. Introducing that possibility would complicate the analysis but would not alter the core conclusions at which we
arrive.
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ferred." From an analytical perspective, there are a variety of ways of
thinking about the phenomenon of deferral. 6' For this particular example,
however, in which accelerated "depreciation" takes the form of immediate
"expensing," one perspective in particular stands out. The depreciation
produces $300 in tax savings (at a thirty percent marginal rate), all of which
is realized at Time 0. So the private acquisition cost, net of those tax savings, is reduced by exactly thirty percent. On the other hand, the absence
of any further depreciation means that each subsequent periodic return is
taxed in its entirety, at the same thirty percent rate, so that each such subsequent return is also reduced by exactly thirty percent. This set of taxinduced changes produces a qualitatively noteworthy transformation in the
asset's internal rate of return. Even after tax it is ten percent, identical to
the pre-tax rate of return. This phenomenon is not just an artifact of the
numbers used in this particular example. Fully accelerated deprecation
(expensing) is equivalent to exempting the asset returns from tax.62 This,
63
too, is a key insight, due originally to E. Cary Brown.
In practice, capital recovery allowances, while accelerated, have been
both more complicated and less extreme than expensing. Until 1986 they
consisted of some accelerated form of depreciation together with an "investment credit. ' 64 The actual value of such "composite" incentives, in comparison with expensing, was sensitive to the prevailing rate of interest.65
The degree of incentive reached perhaps an all-time high shortly after the
Economic Recovery Tax Act of 1981 ("ERTA 1981"),66 which enacted an
61. E.g., WILLIAM D. ANDREWS, BASIC FEDERAL INCOME TAXATION 256-64 (4th ed.
1991).
62. In fact, any combination of tax benefits-deductions, credits, rate advantages,
etc.-having a present value equal to expensing an investment's acquisition cost, is likewise equivalent to an exemption. See Martin J. Bailey, Progressivity and Investment Yields Under U.S. Income
Taxation, 82 J. POL. ECON. 1157, 1167-70 (1974).
63. E. Cary Brown, Business-Income Taxation and Investment Incentives, in INCOME, EMPLOYMENT AND PUBLIC POLICY 300, 309-10 (1948), reprinted in READINGS IN THE ECONOMICS OF

TAXATION, supra note 9, at 525, 532-33.

It has also been attributed to others, including

RICHARD A. MUSGRAVE, THE THEORY OF PUBLIC FINANCE 343-44 (1959).

See Bailey, supra

note 62, at 1167. It is perhaps a major source of uncertainty about whether the provision of
extremely accelerated depreciation is rightly to be regarded as an incentive in the context of an
income tax or a move toward a consumption tax. See, e.g., authorities cited supra note 58.
64. While in effect, the investment credit essentially allowed investors in depreciable assets
(other than real estate) a credit against their income tax liabilities of as much as 10% of the cost
of acquiring such assets. I.R.C. §§ 38, 46(a) (1982) (current version at I.R.C. §§ 38, 46(a) (1988
& Supp. V 1994)).
65. A system of incentives that includes accelerated depreciation that is less extreme than
expensing will produce a stream of benefits from depreciation deductions realized over time, rather
than at the moment the investment is made. Hence, to compare the value of such a system with
the value of expensing, the benefits from all deductions and credits realized at different times must
first be discounted to present value. See supra note 62. It follows automatically that their compar-
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extraordinarily generous system of investment incentives (including a depreciation system denoted the "accelerated cost recovery system," or
"ACRS").67 The entire system was then substantially scaled back in 1982
and again in 1986.68 Even today, however, capital recovery allowances
remain moderately accelerated by comparison with the Treasury Department's best estimates of what allowances based on "economic" depreciation
69
would be.

2.

Debt

Debt has been an integral feature of depreciation shelters, and more
generally a problem for income taxation. The basic income tax treatment
of borrowing and lending is actually quite simple. But debt seems to have
been so inextricable a feature of other income tax matters regarded as problematic, of which the treatment of tax shelters is but one, 70 that, during
the past twenty-five years, its tax treatment has become statutorily balkanized and increasingly complex.
Even so, at least at some fundamental level, the income tax all but
ignores normal borrowing and lending. For the borrower, the proceeds of
borrowing are excludable from gross income, and repayment is not deductible in computing taxable income; for the lender, conversely, lending is not
deductible and the receipt of repayment is excludable. 7' The premise of
these rules is that, for the borrower, the transaction simultaneously produces both an asset and an offsetting liability; whereas for the lender (like
the purchaser of a durable, income-producing asset) it amounts to the substitution of one asset for another. Consequently, these events (and their
respective reversals on repayment) have no effect on the net worth of either
participant. For tax purposes they are generally ignored. There is, however, one extraordinarily important corollary to these rules that comes into
ative value will vary with the market rate of interest. See supra note 37.
66. Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172 (1981) [hereinafter ERTA 1981].
67. Id. §§ 201-11, 213, 95 Stat. at 203-35, 40 (codified at I.R.C. § 168 (1981) and others).
68. See infra notes 194-195 and accompanying text.
69. For a thorough study of existing depreciation, see STRNAD, supra note 44.
70. The treatment of interest has long been regarded as something of a problem, see, e.g.,
Curtis J. Berger, Simple Interest and Complex Taxes, 81 COLUM. L. REV. 217 (1981), and has
become even more so of late, with the problems now viewed as ranging from interest on debt
that finances pure individual consumption, see I.R.C. § 163(h) (1988), to interest on corporate
"junk" bonds, see I.R.C. § 163(i) (Supp. V 1994). See generally authorities cited supra note 23;
CHIRELSTEIN, supra note 1, § 13.01; infra notes 164-169 and accompanying text.
71. E.g., CHIRELSTEIN, supra note 1, § 3.01.
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play when a loan fails to be repaid. If the borrower is relieved of the obligation-other than through repayment-the resulting "cancellation of indebtedness" (often referred to as "COD") is includable in gross income at that
time. 72
Where debt is concerned, the bulk of the attention has been devoted
to the treatment of interest, historically allowed as a deduction,73 but now
subject to a variety of limitations scattered throughout the Code.74 For
the moment, however, we put the complications to one side, and illustrate
the basic interaction of borrowing with the acquisition of a depreciable
asset. Since borrowing itself does not enter into the computation of gross

income, the taxation of the holder of the asset-at least in the absence of
special limitations-will not be affected if she borrows to purchase the asset,
apart from the deductibility (under section 163) of any interest payable in
respect of the loan. We explore the consequences assuming first that the
asset is subject to economic depreciation, and then that expensing is
allowed.
a. Debt-Financing, Economic Depreciation, and the Economic Accrual of
Interest
Suppose that the purchaser were to borrow half the acquisition cost, at
a nominal interest rate that, in the interest of simplicity, we assume to be
equal to the pre-tax internal rate of return on her investment. 75 On that
72. I.R.C. §§ 61(a)(12), 108 (1988 & Supp. V 1994); United States v. Kirby Lumber Co.,
284 U.S. 1, 3 (1931); CHIRELSTEIN, supra note 1, § 3.02. Typically, non-repayment is also consequential to the lender, producing a "bad debt" or comparable form of "loss" deduction under
I.R.C. § 166 or § 165. I.R.C. §§ 165-166 (1988 & Supp. V 1994).
An important (and perhaps not adequately appreciated) contribution by Glenn Coven has
been to establish that, in most circumstances, the rule of Kirby Lumber is sound in the sense that
it produces a result on cancellation that is equivalent to having taxed the proceeds of the loan at
the time of receipt. See Coven, supra note 1, at 67-7 1; infra Part II.B.3. This insight has been
generalized in Theodore S. Sims, Two Propositions on Haig-Simons Taxation and Financial
Distress (February 14, 1994) (unpublished manuscript, on file with the UCLA Law Review) [hereinafter Sims, Two Propositions].
73. See I.R.C. § 163(a) (1988).
74. See infra Part II.
75. This is not an especially restrictive assumption. Preferential tax treatment aside,
investors normally would not borrow to make the investment unless the (pre-tax) borrowing cost
were no greater than the expected pre-tax rate of return. If it were greater, investors could do
better (at less risk than they would incur by investing directly in the asset) by lending to some
other investor instead. In the event that the pre-tax borrowing cost was less, on the other hand,
the investor's activities might (conceptually) be decomposed into two events: (1) borrowing from
a lender at the market rate of interest and re-lending to herself to make the investment at, in
effect, a risk-adjusted rate equal to the pre-tax ex ante expected internal rates of return, and (2)
borrowing at the internal rate of return to make the investment. On that decomposition, the
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assumption, and assuming also that the loan will be repaid in two equal
installments of principal and interest, 76 the characteristics of the borrowing and repayment are illustrated in Table IV. The taxation of the investor, taking account of both the borrowing and the investment, is
depicted in Table V. The key number in the latter is the seven percent
after-tax internal rate of return.
Table IV
$500 Level Repayment Loan
r= 10%

Time 0
(Receipt)

Period 1
(Repay)

Period 2
(Repay)

288.10

288.10

3. Accrued Interest77

50.00

26.19

78

238.10

261.90

261.90

00.00

1. Borrowing

500.00

2. Repayment

4.

Principal Repaid

5. Principal Balance79

500.00

analysis that follows would be confined to the second of those two transactions and its content
would not be affected.
This conceptual decomposition has the virtue of separating the treatment of arbitrage profits
attributable to borrowing and relending at different interest rates-"economic arbitrage"-from
the treatment of borrowing to invest in the depreciable asset. Even without any special treatment of interest on either the borrowing or relending, the former will always be advantageous
(with or without an income tax) if the rate at which an arbitrageur lends exceeds the rate at which
they can borrow; but that has nothing to do with the tax treatment of the depreciable asset.
76. That is, we assume that the loan is a "level payment, self-amortizing" obligation, with
repayment characteristics like those of a home mortgage or consumer installment obligation such
as an automobile loan. This, too, is an assumption adopted for convenience. There are a variety
of alternative assumptions, such as that the "principal" balance of the loan was not repaid until
the end of Period 2, but the analysis would be unchanged. (This claim is corroborated in Part III,
where the same investment is financed with an "original issue discount" obligation on which
interest is assumed economically to accrue.) See infra Part III.A; infra notes 294-295 and accompanying text. For now, the assumption of a self-amortizing obligation has expositional advantages. See infra text accompanying notes 85-89.
77. Interest is accrued (at a 10% rate) on the "Principal Balance" shown at the foot of the
preceding column.
78. This equals the Repayment on line 2, reduced by the amount of "Accrued Interest"
shown on line 3.
79. This equals the Principal Balance at the foot of the preceding column, reduced by the
"Principal Repaid" shown in line 4.
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Table V
Income Tax with Economic Depreciation and Borrowing
Period 1
(CF1)

Period 2
(CF2)

576.19

576.19

(476.19)

(523.81)

(50.00)

926.9

50.00

26.19

4A. Tax @ 30%

15.00

7.86

4B. Debt Service

288.10

288.10

273.10

280.24

Time 0
(Outlay)
OA. Investment
OB.

Borrowing

1.

Gross Income

1,000.00
(500.00)

2A. Depreciation

2B. Interest
3.

Taxable Income
(1 -2)

5A. Net Investment
(After Tax)
(0+4)
5B. After-Tax CF
(1- 4)80

500.00

After-Tax IRR = 7%1

Together, Tables IV and V reflect two important insights into debtfinanced investments in depreciable assets. The first is that the simple
addition of leverage has had no impact-none-on the qualitative charac82
The borrowing
teristics of the investor's return from the investment.
has simply operated to re-scale the size of both her investment and her re80. This equals Gross Income minus Tax and Debt Service (Lines 4A & B). Interest, deducted for tax purposes on Line 2B, is subtracted from financial income as part of the Debt Service. See supra Table IV.
81. The after-tax cash flows (line 5B), each discounted to present value at Time 0 using a
7% discount rate, equal the initial outlay (net of the $500 borrowing) of $500 (shown on line
5A).
82. E.g., Frederic W. Hickman, Interest, Depreciation, and Indexing, 5 VA. TAX REV. 773,
779-80, 816-18 (1986); Warren, Tax Arbitrage, supra note 1, at 558-59.
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turns (after debt service) from that investment, with the result that her
after-tax rate of return (captured by the after-tax internal rate of return)
remains unchanged from the no-leverage example in Table II.83 That
phenomenon is partially due to the fact that the investor has been required
to use "economic" depreciation.
But economic depreciation is only half the story. The other, less
frequently noted but equally important fact is that, for tax purposes, interest
is accruing to and being deducted on the loan using what 'in a related usage
is often referred to as "economic" accrual of interest.14 In this setting, all
that this denotes is that the portion of each payment that is treated as
"interest," and therefore as deductible, equals the market interest rate,
multiplied in each year by the then outstanding balance of the loan. For
present purposes, both those features are important.
Indeed, as these Tables have been structured, the intimate relationship-in fact, the formal identity-between allowing "economic" depreciation of tangible asset costs and requiring "economic" accrual of interest to
outstanding debt should be reasonably apparent. Tables I and II depict a
"machine" costing $1,000 with two periods of equal productivity, whereas
Table IV depicts a $500 "loan" repaid in two equal installments. In the
abstract, however, regarding each as simply a sequence of positive and
negative cash flows, they depict essentially indistinguishable events, differing only by a scale factor of two. 5 The important implication is that, just
as Samuelson's fundamental insight leads to the conclusion that the value
of the asset is insensitive to the tax rate of the holder, it leads also to the
conclusion that the value of the loan will be insensitive to the tax rate of
83.

This result does not turn on the ratio of the borrowing to the investment. The internal

rate of return would remain at 7% regardless of whether $10 or $990 had been borrowed. More
precisely, the equation that the investment's internal rate of return must satisfy, see supra note
53, in this three-period model is a polynomial of degree two (a "quadratic") and will always have
precisely two roots, both of which, in an example of this general type, will always be real numbers. For the particularexample under study, one of those roots will always be 0.07, regardless of
the precise amount borrowed (as long as that amount is greater than or equal to zero and strictly
less than $1,000).
84. See generally authorities cited supra note 23.
85. If uncertainty were to be introduced, the two investments would then tend to differ in
the degree of risk that they (respectively) posed for investors and lenders.
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the borrower.8 6 Hence, even in a world with taxes, "leverage," in the
form of debt on which interest accrues (and is deductible) at an economic
rate, used to acquire an asset on which economic depreciation is allowed, has
no impact-none whatever-on the qualitative characteristics of the return
from the debt-financed investment. The value of the investment, with or
without borrowing, will therefore be insensitive to the marginal rate at
which a particular investor happens to be taxed. Conversely, to an investor
in any marginal bracket the value of the investment will be independent of
whether its icquisition was financed with debt. For tax purposes, at least
on these special assumptions, debt financing is entirely benign. So we have
what might be styled:
Proposition I: Under an income tax, with economic depreciation of wasting assets
and economic accrual of interest to financial assets, after-tax rates of return and
asset values are both unaffected by the manner in which the acquisition of assets is
financed. In particular,borrowing confers no advantage.

Apart from the specific insistence on economic accrual of interest, Proposition I is not original. It has long been recognized that the allowance of
economic depreciation leads to asset valuation being invariant to the tax
rate, generally whether or not an asset is financed with debt.87 It has
likewise been recognized that non-economic accrual of interest may be
exploited to manipulate the face amount of a loan, and hence to misstate
the value of an asset that the loan is used to acquire. 8 What has not as
generally been emphasized is that "economic" accrual of interest plays the
same role for debt as economic depreciation does for non-financial wasting
(i.e., "depreciable") assets, and that those two separate observations in
reality are twins.89 Consequently, it is only when the tax system pre86. This conclusion requires only that interest be accrued at a market rate using an economically sound methodology. In particular, it does not turn on the precise form of the loan. For an
illustration of the same phenomenon using an "original issue discount" obligation, see infra notes
294-295 and accompanying text.
87. E.g., Warren, Tax Arbitrage, supra note 1, at 558-59.
88. That is the premise of I.R.C. §§ 483 and 1274. See I.R.C. §§ 483, 1274 (1988 & Supp.
V 1994); see generally OARLOCK, supra note 23, at xxix-xxxii; infra Part III.A. In general, those
provisions arose in response to efforts to convert a seller's proceeds from the disposition of an
asset, usually real property, from fully taxed interest into preferentially taxed long-term capital
gain. See, e.g., OARLOCK, supra note 23, at xxx; infra note 291 and accompanying text. Hence,
attention was not at least initially drawn to the advantages to the purchaser in the form of additional deductions for depreciation, a feature that is now well understood. OARLOCK, supra note
23, at xxxiii.
89. But see CHIRELSTEIN, supra note 1, § 13.01; Sims, Two Propositions, supra note 72;
Warren, Tax Arbitrage, supra note 1, at 558-59. What tends to obscure this identity are formal
and mechanical differences between depreciable assets and debt. Where depreciable assets are
concerned, the income stream is typically not known in advance, so attention is focussed on the
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scribes both economic depreciation and economic accrual of interest that
there will be no tax-induced incentive to borrow to acquire depreciable
assets.
The second insight is just a corollary to the first. The lender in these
examples stands in the same relationship to the loan as the investor does to
the asset. To the lender, the loan is just an asset. Since, moreover, economic accrual is used with respect to the loan, it is, apart from differences
in risk, finahcially equivalent to an investment in a machine whose cost is
economically depreciated. Its value, then, will also be independent of the
lender's tax bracket. So we can summarize this section with the observation that, at least as far as taxation is concerned, debt confers no advantage, on either the borrower/investor or the lender, regardless of the marginal rates at which they are taxed.
b. Debt-Financing a Tax Preferred Asset
In contrast, debt financing can produce a real difference when used to
acquire a tax-favored asset, including a properly depreciable asset whose
cost may nevertheless be expensed. But the difference is more circumscribed than once was commonly supposed. This can be illustrated by
combining the investment in the tax-favored asset depicted in Table III
with the loan depicted in Table IV. That combination is depicted in Table
VI.
depreciation properly allowable as a deduction. With debt, most of the attention has been directed to determining the proper amount to be treated as interest and properly includible in income
each year. The principal repayments on debt, excluded from gross income, are the formal counterpart of the depreciation allowed with respect to a non-financial wasting asset, which is applied as
a deduction against (and hence has the same effect as excluding) the income derived from the
latter.
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Table VI
Income Tax with Expensing and Borrbwing

OA. Investr nent
OB. Borrow'ing

Time 0

Period 1

(Outlay)

(CFI)

1,000.00
(500.00)
576.19

576.19

(1,000.00)

526.19

550.00

(300.00)

157.86

165.00

288.10

288.10

130.23

123.09

Gross] [ncome

0.00

2A. Deprec jation
("Expensing")

(1,000.00)

1.

Period 2
(CF2)

2B. Interest
3.

Taxable Income (Loss)
(1 -2)

4A. Tax (Savings) @ 30%
4B. Debt Service
5A. Net Investment
(After Tax)
(0 + 4)
5B. After-Tax CF
(1 - 4) 90

200.00

After-Tax IRR = 17.5%91

Here, the presence of debt has elevated the internal rate of return from
ten to over seventeen percent. Now, borrowing does confer an advantage.
That advantage arises because the investor's after-tax return on the investment (without any debt) exceeds her after-tax cost of borrowing. 92 It is
therefore profitable to borrow at that lower after-tax cost to make the
90. This equals Gross Income minus Tax and Debt Service (Lines 4A & B). Interest, deducted for tax purposes on Line 2B, is subtracted from financial income as part of the Debt Service. See supra Table IV.
91. The after-tax cash flows on line 5B, each discounted to present value at 17.5%, just
equal the $200 initial investment (net of both the $500 borrowed and Time 0 tax savings of
$300) shown on line 5A.
92. That is, as depicted in Table III, the investor's after-tax return on the investment in the
asset is 10%, whereas her after-tax borrowing cost is only 7%.
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higher yielding investment.93 At bottom, that is what a (non-abusive) tax
shelter is really about. Before exploring the implications of that fact, however, it is worth taking a moment to make explicit one significant assumption underlying this example, and to point out one thing that is not going
on. First, Table VI implicitly assumes that, in response to the introduction
of expensing, the market has not "repriced" the asset to reflect the presence
of the tax-favored treatment, an assumption that we will relax in subsection
D. With that assumption, however, the second thing to note is that the
aggregate tax benefit to the purchaser of the asset has not changed. 94 She
is still acquiring a $1,000 asset, the entire cost of which may still be expensed. What has happened is that the resulting tax benefits have been
concentrated in the hands of a purchaser who, by borrowing a part of the
asset's cost, has reduced her investment net of borrowing from $1,000 to
$500. In effect, the balance of the investment has been made by the
lender.
B. Tax Shelters and Tax Policy
An important fraction of the debate over U.S. tax policy during the
1970s and 1980s is captured by the simple examples above (together with
some minor modifications to follow). Examples like that in Table VI, when
compared to the equity-financed investment in the same asset (depicted in
Table III), have formed the backdrop for a large part of the spirited discussion about just how problematic "tax shelters" really are. There have been
several dimensions to that debate.
Foremost is the fundamental question of the wisdom of tax preferences-in these simple examples, expensing the cost of a durable asset, with
the consequent exemption of its yield. To some, those preferences
serve-in the setting of an economy with an historically low rate of saving
and capital formation, subject to a tax that bears more heavily than do
others on capital income, and sometimes subject also to high rates of inflation-to stimulate increased investment in productive capital at the
93. This process, generally denoted "tax arbitrage," will be explored in greater detail in Part
I.D. For now, it is worth pointing out that the level of borrowing depicted in these examples was
selected arbitrarily. In general, absent market repricing of the tax-favored asset, the after-tax
internal rate of return on the investment will increase monotonically as the ratio of borrowing to
investment rises, asymptotically approaching plus infinity as the investor's investment, net of
both tax savings and borrowing, approaches zero.
94. See, e.g., Mundstock, supra note 5; Warren, Tax Arbitrage, supra note 1, at 560.
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margin.
Nevertheless, a prominent response, one that dominated the
thinking of the Treasury during much of the 1960s and 1970s, was that
such "subsidies"-that, after all, is what an "incentive" really is-were
better delivered directly through the budget process than indirectly through
the Internal Revenue Code.96
A second strain of sympathy towards accelerated depreciation, less
dependent on considerations dehors the income tax for support, defended
them (at least in the corporate sector) as an antidote for a glaring but longstanding anomaly of the existing system: The presence of a separate corporate income tax which, to the extent that it actually bites and actually falls
on corporate income, implies that some fraction of capital income is taxed
not just once but twice.97 If the corporate tax was (as it seemed) immune
from repeal, then it would be better, or at least less objectionable, the
closer its rate came to zero. On this view, the wisdom of investment incentives is intertwined with the longstanding debate over integration of the
98
personal and corporate taxes.
Finally, to many, the entire debate was more fruitfully to be focussed
on the choice between an income and a consumption tax. 99 Under one
version of the latter, additions to savings in any form, including the purchase
of durable productive assets, would be immediately deductible, while dissaving for consumption would be taxable. Thus, expensing asset costs, as
in the examples above, would be not the exception but the norm. l °°
Such a tax might be expected to increase savings and investment; once
phased in it would offer the promise of substantial gains in simplification

95. See, e.g., Bradford, Investment Incentives, supra note 11 at 13-18; see also Minarik, supra
note 58, at 1361-62; Warren & Auerbach, supra note 1, at 1756-58; Zelinsky, supra note 58.
96. See, e.g., STANLEY S. SURREY, PATHWAYS TO TAX REFORM 126-54 (1973); Koppelman,
Tax Arbitrage, supra note 5, at 1196-98. To this day, Surrey's innovation is enshrined in the
annual United States Budget in the form of Special Analysis G. See infra note 176 and accompanying text.
97. See, e.g., Minarik, supra note 58, at 1362.
98. See generally CHARLES E. MCLURE, JR., MUST CORPORATE INCOME BE TAXED TWICE?
(1979); DEPARTMENT OF THE TREASURY, REPORT ON THE INTEGRATION OF THE INDIVIDUAL
AND CORPORATE TAX SYSTEMS: TAXING BUSINESS INCOME ONCE (January 1992); AMERICAN
LAW INSTITUTE, INTEGRATION OF THE INDIVIDUAL AND CORPORATE INCOME TAXES (Re-

porter's Study, March 31, 1993).
99.

See, e.g., DEPARTMENT OF THE TREASURY, BLUEPRINTS FOR BASIC TAX REFORM (1977),

reprintedas id. (David F. Bradford et al. eds., rev. 1984); William D. Andrews, A ConsumptionType or Cash Flow Personal Income Tax, 87 HARV. L. REV. 1113 (1974) [hereinafter Andrews,
Consumption Tax]; Warren, supra note 54; William D. Andrews, Fairness and the Personal Income
Tax: A Reply to ProfessorWarren, 88 HARV. L. REV. 947 (1975); Minarik, supra note 58, at 1362.
100. E.g., DEPARTMENT OF THE TREASURY, supra note 99, at 9-11, 106-18 & tbl. I;
Andrews, Consumption Tax, supra note 99, at 1151-52.
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(including several that affect the computation of depreciation);' but all
that would come only at high transitional costs, 102 and with the added
cost of a probably quite unlovely alteration in the distribution of tax burdens. 3 Still, to those who favor a consumption tax, incentives that lean
in the direction of exempting capital income from tax tend to be regarded
as moves in the right direction.
It is not my objective here to attempt a contribution to this longstanding debate. There is, however, a reasonably pertinent point to be
made. In light of the history it is difficult to regard the existing structure of
tax-delivered investment incentives, especially the various accelerated
°
systems of depreciation, as somehow unintended and a mistake." They
10 5
were a prominent theme of at least one national election campaign,
06 Whether
and have been the object of repeated struggles in Congress.
they worsen or improve the overall efficiency of the economy is empirically
unresolved.0 7 In some measure Congress seems persistently to regard
them as desirable features of the law. Although subject to change, they
seem, in any event, to be an enduring feature of the law.
101. E.g., DEPARTMENT OF THE TREASURY, supra note 99, at 9; Andrews, Consumption Tax,
supra note 99, at 1151-53; Bradford, Investment Incentives, supra note 11, at 44-45; see also
Minarik, supra note 58, at 1362.
102. See generally Michael J. Graetz, Implementing a ProgressiveConsumption Tax, 92 HARV. L.
REV. 1575 (1979); see also Minarik, supra note 58, at 1365.
103. See, e.g., Minarik, supra note 58, at 1365. See generally Alvin C. Warren, Jr., Would a
Consumption Tax Be FairerThan an Income Tax?, 89 YALE L.J. 1081 (1980); see also Barbara H.
Fried, Fairness and the Consumption Tax, 44 STAN. L. REV. 961, 1011-12 (1992) (noting the
observations on the distributive considerations relating to the choice of a consumption tax).
104. Several observers have drawn a distinction between "intended" and "unintended" (or,
roughly equivalently, between "incentive" and "non-incentive") tax preferences. See, e.g.,
Warren, Economic Profit, supra note 1, at 989-90; Warren, Tax Arbitrage, supra note 1, at 557;
Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 502-05; see also Rock & Shaviro, supra note
5, at 25-31; infra notes 171-173 and accompanying text. Accelerated depreciation is usually
classified among the former.
105. Minarik, supra note 58, at 1363. It hardly needs citation for anyone present at the
time, but 1980 almost certainly was the only presidential campaign in which a tax-depreciation
schedule-"10-5-3"-figured as a prominent part of the rhetoric.
106. In just the past twenty-five years, major changes to depreciation lives or methods, or to
the investment credit, or to some combination thereof, were made by (among others) the Tax
Reform Act of 1969, Pub. L. No. 91-172, §§ 521 (real estate depreciation), 703 (repeal of investment credit), 83 Stat. 487, 649-54, 660-67 (1969); the Revenue Act of 1971, Pub. L. No. 92178, §§ 101 (restoration of the investment credit), 109 (class life asset depreciation range system),
85 Stat. 497, 498-99, 508-10 (1971); ERTA 1981, supra note 66; the Tax Equity and Fiscal
Responsibility Act of 1982, Pub. L. No. 97-248 [hereinafter TEFRA], §§ 205 (investment credit),
206 (modification of ACRS), 208-210 (modification of "safe harbor leasing"), 96 Stat. 324,
427-31, 432-48 (1982); and the Tax Reform Act of 1986, Pub. L. No. 99-514, §§ 201-204,
211-213 (modifications to ACRS repeal of investment credit), 100 Star. at 2121-65, 2166-73
(1986).
107. See generally Zelinsky, supra note 58.
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Even on that premise, a more technical aspect to the debate has been
the manner in which these investment incentives should be provided. The
notion that they are subsidies, even though delivered through the tax
system, produced criticism based on the insight that the availability of the
benefits is limited by the availability of otherwise taxable income against
which to offset the deductions (or credits against tax) through which they
are delivered.' 8 Suggestions that they be made explicitly refundable or
transferable have never been adopted.' °9 Consequently, by and large, the
availability of these incentives has been confined to reducing the otherwise
taxable income of the "owner" of the assets in question. It is in that setting that the debate about the proper role of debt-financed investments in
such assets has been framed. For, in effect, one of the principal means by
which investment incentives have been disseminated into the market is
through debt-financed purchases of the sort depicted in Table VI. The
investor, typically an individual (or group of individuals), acquires the asset,
financing the acquisition partly through equity and partly through debt,
and leases it to an end-user. Depending on the relative bargaining strength
of the parties to the lease, its terms will make more or less of the tax benefits from the investment incentives available to the user of the asset.
Against that background there have been two principal strains to the
debate. These can be identified generally as (1) whether debt financing
plays a salutary or undesirable role in facilitating the availability of the
benefits of incentives like accelerated depreciation, and (2) the extent to
which Congress should be concerned about (a) depreciation "tax shelters"
and (b) "abusive" tax shelters. Although it has always been understood
that these questions are intimately related, the precise nature of that relationship has not always been clear. The result has been what can only be
described as a schizophrenic legislative response, with Congress continuing
to provide investment incentives through accelerated depreciation, but
108. See, e.g., Donald C. Lubick & Harvey Galper, The Defects of Safe Harbor Leasing and
What To Do About Them, 14 TAX NOTES 643 (1982); Warren & Auerbach, supra note 1, at
1758-62; Warren, Tax Arbitrage, supra note 1, at 555-56.
109. See, e.g., Warren, Tax Arbitrage, supra note 1, at 556. The closest Congress came to
explicit transferability was the "Safe Harbor Leasing" provisions of the Economic Recovery Tax
Act of 1981, provisions that were widely criticized and repealed within a year after they were
enacted. See, e.g., Lubick & Galper, supra note 108; Warren & Auerbach, supra note 1; Alvin
C. Warren, Jr. & Alan J. Auerbach, Tax Policy and Equipment Leasing After TEFRA, 96 HARV. L.
REv. 1579 (1983).
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simultaneously curtailing too widespread a dissemination of their benefits
through debt-financed investments by individuals."' That, in effect, is
what both the "at risk" rules and "passive loss" limitations (to be taken up
in Part II) are about. Against that background, the thesis of this Article
can be restated as an assertion that the role of debt in the utilization of
investment incentives and the general subject of leveraged tax shelters are
essentially one and the same; whereas the problem of "abusive" tax shelters
raises questions that are conceptually distinct and that as a practical matter
may be singled out with sufficient precision to be separately dealt with by
appropriate legislation. The balance of this section is devoted to the first
set of issues. Parts III and IV are devoted to the second.
C.

The Equivalence of Debt and Equity Financing

Returning to Tables VI and III, which compare expensing with and
without borrowing, the first thing to note is that the differences between
the two are less striking than they at first might appear. More than 30
years ago, William A. Klein observed that the deductible expenses incurred
by the borrower/investor in Table VI may conceptually be decomposed into
two distinct elements, the immediate $1,000 deduction attributable to the
asset cost and the subsequent deductions for interest."' The first is no
different from the deduction allowed to an investor who acquires the asset
for cash: The allowable depreciation is unchanged." 2 As for the interest
explicitly incurred by that investor, it is conceptually indistinguishable from
the opportunity cost implicitly incurred by the (all-equity) investor in Table
III, who acquired the asset for cash. The equity investor dis-saved by withdrawing $1,000 from other sources to invest in the asset, thereby foregoing
the return on those savings. The borrower/investor withdrew only $500
from other investments, and "dis-saved" the balance by borrowing instead,
thereby incurring the obligation to pay interest. Since, however, interest
accrues on the loan at an economic rate, it equals the interest the equity
110.

See, e.g., Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 545-47.
111. William A. Klein, Borrowingto Finance Tax-FavoredInvestments, 1962 WIS. L. REV. 608
(1962); see also Mundstock, supra note 5. Klein's analysis actually dealt with borrowing to purchase bonds, the interest on which is excludable from gross income under § 103, I.R.C. § 103
(1988 & Supp. V 1994); but, since expensing the cost of a depreciable asset is equivalent to
excluding its yield from gross income, see Bailey, supra note 62, at 1167-70; supra notes 62-63
and accompanying text, Klein's analysis applies with equal force to expensed depreciable assets.
See also Hickman, supranote 82.
112. See, e.g., Hickman, supra note 82; Mundstock, supra note 5, at 1254; supra note 34.
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investor would have received had she not withdrawn the additional $500
from the bank. More importantly, the deduction explicitly allowed with
respect to that interest reduces the borrower/investor's taxable income in a
way that corresponds precisely to the reduction in taxable income implicitly
experienced by the equity investor as the result of the $500 withdrawal
from the bank." 3 Klein's point is that the distinction between Tables III
and VI-in terms both of the costs actually incurred to make the investments and of whether those costs are effectively deductible-is more apparent than real. Whether they take the form of interest paid and deducted,
or of interest not received and excluded, the costs explicitly or implicitly
incurred are identical in either event. The distinction is solely in methods
of financing, a difference in form, without any real economic substance.
That is an important substantive point. It is equally important to
note, however, that the difference can have cosmetically significant implications. The income foregone from explicit dis-saving to acquire a taxfavored asset is necessarily other portfolio income; the income foregone
from borrowing to acquire the asset may consist of personal services income
as well." 4 Whether this is more than cosmetically important is a matter
on which opinions have differed," 5 and to which we shall return in Part II.
A second observation is that to focus exclusively on the investor in
Table VI is short-sighted in an important way. It neglects the fact that the
interest paid and deducted as part of the debt service is still part of the
capital income stream from the investment. It does not simply disappear
from the tax system. It shows up in the gross income of the lender." 6 If
the lender (depicted in Table IV) is required to include in gross income the
113. That is, the taxable income of the equity investor is reduced by the interest that she
failed to earn by withdrawing the additional $500. Stated differently, both investors must forego

the same amount of future consumption, whether they withdraw savings now, thereby foregoing
the future consumption that could have been purchased with both those savings and any subsequent earnings on the savings; or borrow now, thereby foregoing the same amount of future consumption, since they will have incurred an obligation to repay both the loan and any interest that

accrues on the loan. But see Koppelman, Tax Arbitrage, supra note 5, at 1162-72.
114. That is, when an individual borrows to purchase a tax-favored asset, the interest on the
loan may (in the absence of special restrictions) be deducted against any other income (including
wage income). When they explicitly dis-save by withdrawing funds from other investments, the
income foregone is necessarily income from the alternative investment. But see id. at 1164-66, for
an argument that the alternative investment should not be assumed to produce taxable interest.

115.

Compare Mundstock, supra note 5; Zelenak, Anti-Tax Shelter Provisions, supra note 5, at

540-47 with Calvin H. Johnson, Is an Interest Deduction Inevitable?, 6 VA. TAX REV. 123, 148-51
(1986) and Koppelman, Tax Arbitrage, supra note 5. See also infra Part II.A.2.
116. See, e.g., Hickman, supranote 82; Shaviro, Risk and Accrual, supranote 5, at 436.
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interest on that loan, the aggregate amount, taxable to both the investor
and the lender, will be identical to the amount taxable to the equity
investor in Table III: On a system-wide basis the amount of income will be
unchanged. If, moreover, the lender and investor happen to be taxed at
identical rates, the appearance of an advantage resulting from the introduction of debt, implied by the increase in the investor's rate of return, will
not be anything more than an appearance. Recall that the effect of the
accelerated deduction, even in the absence of debt-financing, was to
exempt the yield from the investment from tax (as reflected in Table III by
the ten percent after-tax internal rate of return). If, on the other hand, the
lender is also taxed at a thirty percent rate, the after-tax return to his investment (in the form of the loan) will be depressed to only seven percent.
That depression will occur precisely because the tax benefits have been
concentrated entirely in the hands of the purchaser.
That these observed effects on investors and lenders are exactly offsetting can be verified through a simple thought experiment: Suppose that,
coming upon an additional $500 to invest, the investor in Table VI immediately repurchased the loan she had just taken out to finance her investment in the machine. Her interest expense (and debt service), on the one
hand, and her returns from owning the loan, on the other, would exactly
cancel, leaving her for both financial and tax purposes in exactly the same
position as the equity investor depicted in Table III. She would, once
again, experience an after-tax composite return of ten percent, produced
entirely by the accelerated depreciation. The depressed after-tax yield-tomaturity experienced by the lender thus operates, at least from the standpoint of the system as a whole, as an exactly offsetting proxy for favorable
taxation of the investor, at least when the lender and the investor are
identically taxed. We are thus led to:
Proposition II: Under an income tax in which some assets are tax-favored but
borrowers and lenders are taxed at identical rates, debt-financing has no impact on
either the aggregate tax benefits available to an asset or the composite rate of return
to an investment in the asset.
One might wonder, of course, why the lender in these examples, if
taxed at the same rate as the investor, would be content with an after-tax
rate of return on the loan, produced (if indirectly) by the income from a
tax-favored asset, that was nevertheless depressed by the intervention of
tax. One possible explanation lies in differences between the risks the
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lender and the investor are willing to assume. In our simple example,
assuming (as is typical) that repayment of the loan is secured by an interest
in the asset, the lender's investment is senior in the sense that it will be
satisfied first if the returns from the asset turn out to be less than expected.
In an otherwise arm's length setting, there appears to be little harm in
adopting the operating assumption that the allocation entirely to the borrower of the increased return attributable to the accelerated depreciation is
simply a (market-determined) premium for the additional risk. If the lender
and the investor are taxed at identical rates, there are few other reasons
why the lender should have settled for a reduced after-tax rate of return. If
their respective tolerances for risk had been more nearly the same, the
lender and investor might always have arranged to make the investment as
some sort of joint venture instead. As such, there is little reason, at least
from the perspective of the tax system, for objecting to the actual allocation
of the tax benefits. We do not generally police other arm's length transactions on the grounds that they produce gains or losses to the participants.
We would not object, for example, if, in the absence of accelerated depreciation, the lender in Table V, because of differences in risk, were to insist
on interest at a rate of only six percent. That would produce a percentage
increase in the investor's after-tax rate of return that is comparable to the
change observed between Tables III and VI." 7 There seems no more
compelling reason, if the allocation of the tax benefits is the result of true
arms' length negotiation, for levelling an objection there. So matters continue to seem essentially benign even when investors borrow to acquire taxfavored assets, as long as borrowers and lenders are (identically) taxed.
D.

Tax-Favored Assets and the Market: The Capitalization of Tax Benefits, Tax Arbitrage, and Debt

Like Proposition I, Proposition II turns on special assumptions,
assumptions that typically will not hold. In particular, we do not now (and
never will) have the income tax with just one marginal rate that guarantees
that borrowers and lenders will always be identically taxed.'
Indeed,
117. Although that example is not reproduced, it leads to an increase from 7% to 12.08% in
the investor's after-tax internal rate of return.
118. If nothing else, we will always have some basic exemption level, so that there will
always be at least two marginal rates, zero and something greater than zero. See, e.g., WALTER J.
BLUM & HARRY KALVEN, JR., THE UNEASY CASE FOR PROGRESSIVE TAxATION

1963).

4-5

(2d ed.
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one common observation, posed both as the ex ante prediction of economic
modelling11 9 and as a practical objection to allowing unimpeded debtfinancing of tax-favored assets,120 is that, with more than one marginal
rate and without explicit restrictions, tax-favored assets will migrate to the
portfolios of high-bracket taxpayers while low rate individuals and taxexempt institutions will tend to hold fully taxable financial claims (including simple debt). It is unlikely, moreover, even in a world with a single
marginal rate, that the value of the benefits from a tax preference like
accelerated depreciation will in every instance (or even many instances)
prove exactly equal to the market price of the additional risk of investing.
In other words, Table VI almost surely does not depict an economic
It is therefore likely, especially in a world with graduated
equilibrium.'
rates, that the value of the tax preference will be "priced" by the market.
The process of market repricing of assets to reflect the presence of taxfavored treatment is usually referred to as "capitalizing" the tax benefits;1 22 the role of debt in that process is usually denoted "tax arbitrage.'23 It is to those two topics that we now turn. What we shall find
124
is that if tax benefits are "efficiently" (or "completely") capitalized,
then-except possibly for cosmetic reasons-we generally need not be concerned about debt-financed acquisitions of depreciable assets, even if lenders
to those who invest in tax-favored assets happen to be more lightly taxed
than the investors themselves.
1.

The Capitalization of Tax Benefits With a Single Marginal Rate

Imagine, for the moment, the investment depicted in Table VI in a
2 5 Suppose also that
world with a single, thirty percent marginal rate.
prospective investors may choose only between making that investment
119. E.g., Auerbach, supra note 5,at 199-204; Bradford, Investment Incentives, supra note 11,
at 25-28; see also Bailey, supra note 62, at 1170-74.
120. See, e.g., Johnson, supra note 1, at 1039-49; Calvin H. Johnson, Error in the Name of
Interest, 30 TAX NOTES 451, 455 (1986).
121. See generally Auerbach, supra note 5; Bradford, Investment Incentives, supra note 11;
Warren, Economic Profit, supra note 1.
122. E.g., Boris I. Bittker, Tax Shelters and Tax Capitalization or Does the Early Bird Get a Free
Lunch?, 28 NAT'L TAX J. 416, 417 (1975); Boris I. Bittker, Equity, Efficiency, and Income Tax
Theory: Do MisallocationsDrive Out Inequities?, 16 SAN DIEGO L. REV. 735 (1979).
123. E.g., Shakow, supra note 5, at 2-5; Warren, Tax Arbitrage, supra note 1, at 549, 560.
See generally C. EUGENE STEUERLE, TAXES, LOANS, AND INFLATION 57-8 (1985).
124. By "efficient" or "complete" capitalization of tax benefits I mean merely that the tax
benefits are capitalized at the top prevailing marginal rate. See infra Tables III-A & VI-A.
125. That is, all "taxable income," determined without regard for anything like a "standard
deduction" or deductions for "personal exemptions," is subject to taxation at 30%.
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(possibly borrowing to do so) and lending to others who are interested in
doing so themselves. Suppose, finally, that the additional risk assumed by
an investor is not so substantial as to justify the entire difference between
after-tax returns of ten percent to the investor (depicted in Table III), but
of only seven percent to the lender. In fact, to make matters simple,
assume that realization of the anticipated cash flows from the machine is all
but certain, so that the difference in risks is small, but not zero, as the
result of which some potential investors will still prefer to lend if the premium return for investing is sufficiently small.
These assumptions virtually ensure that the market will reprice the
tax-favored asset. Given matters as depicted in Tables III and VI, with
investors (taxed at thirty percent) earning not less than ten percent after
tax, at least some potential lenders (depending on their tolerance for risk)
will choose not to make loans (that yield seven percent) and will invest
directly in the asset instead. On our assumptions, some would require little
additional return for assuming the modest additional risk. As a result,
assuming the cash flows from the investment did not change, demand for
the asset would rise and competing investors could be expected to bid up
the price. At the limit of that process (on our simplifying assumptions) the
price would rise to an "equilibrium" level of just under $1,042. The effect
of the market response to tax-favored treatment is to revalue-but not in
any sense to over-value-the tax-favored asset. That revaluation, moreover,
will reduce its pre-tax rate of return. At the equilibrium price, the pre-tax
internal rate of return would decline to approximately seven percent.' 26
The equilibrium depression in pre-tax returns is often summarized by saying
that the market has functioned to levy an "implicit" tax, thirty percent on
126. It is important to note that, as the result of this adjustment, the pre-tax rate of return
on investing has been depressed in relationship to the pre-tax interest rate of 10%. See, e.g.,
Auerbach, supra note 5, at 199-202; Warren, Tax Arbitrage, supra note 1, at 550-51, 557-58.
The fact that the pre-tax internal rate of return declines to the pre-arbitrage after-tax internal
rate of return is an artifact of our assumption that accelerated depreciation takes the form of
expensing. If, in contrast, we had assumed a measure of acceleration less extreme than expensing, the pre-tax return would again have declined, but to something greater than the equilibrium after-tax return. Cf. Auerbach, supra note 5, at 199-202; Warren, Tax Arbitrage, supra note
1, at 561-63.
What is more, even with the assumption of expensing, other equilibria are also possible-indeed likely-in which the asset price was bid up to something less than $1,042, so that
the returns to investing fell (but to something greater than 7%), while returns to lending rose,
with equilibrium (risk-adjusted) after-tax rates of return settling somewhere in between. See, e.g.,
Bradford, Investment Incentives, supra note 11, at 25-28; Shaviro, Selective Limitations, supra note
5, at 1233-34. This would not occur on some assumption such as that the interest rate was fixed
in world capital markets. See Auerbach, supra note 5, at 200. In none of these eventualities,
however, would the qualitative characteristics of any of the examples change.
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The rise in

equilibrium price, and the resulting depression in returns, is worth underbecause it is characteristic of an effectively capitalized tax
scoring precisely
8

preference. 12
At its culmination, this market adjustment operates to equalize aftertax returns to investing and lending. 9 Lending still yields pre-tax returns of ten percent and after-tax returns of seven. Investing, on the other
hand, produces a seven percent pre-tax internal rate of return. Since,
however, the cost of the investment still may be expensed, still effectively
exempting it from tax, 3 ' its after-tax internal rate of return will also be
seven percent. At the equilibrium price suppliers of capital will therefore
131
be indifferent (on a risk-adjusted basis) between lending and investing.
In equilibrium, moreover, there would be fewer lenders, more investors, and
more investment in assets: Tax-favored treatment would have induced an
The equilibrium treatequilibrium reallocation of resources to the latter.'
ment of the investment is depicted in Tables III-A and VI-A. The first
depicts an all-equity investment. The second introduces borrowing.
127. That is, the "effective" implicit tax rate on the tax-preferred asset is the percentage by
which its pre-tax return has been reduced by the arbitrage process. See, e.g., Warren, Economic
Profit, supra note 1, at 990-91; see also Bailey supra note 62, at 1159-67; Cordes & Galper, supra
note 36, at 311-13; Shakow, supra note 5,at 6-8.
128. It has been common to decry the propensity of the tax shelter process to induce
investors to choose apparently less profitable investments over more profitable ones. See, e.g.,
SENATE COMM. ON FIN., TAX REFORM ACT OF 1986, S. REP. No. 313, 99th Cong., 2d Sess. 716
(1986). The belief, in turn, that this propensity is characteristic of tax shelter "abuse" has evidently played a role in inducing Congress to enact anti-tax shelter legislation. See, e.g., id.;
Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 513; infra note 257 and accompanying text.
But, as long ago pointed out and as illustrated again here, that propensity is not so much characteristic of tax shelter abuse as it is of the capitalization of tax benefits itself. See, e.g., Cordes &
Galper, supra note 36, at 311; Warren, Economic Profit, supra note 1, at 987-90.
129. See, e.g., Cordes & Galper, supra note 36, at 312; Warren, Economic Profit, supra note 1,
at 990-91.
130. See supra notes 62-63 and accompanying text.
131. For simplicity, equilibrium after-tax returns have been depicted as identical, whereas our
assumptions about risk imply that in equilibrium the after-tax returns to investing in the asset
would be slightly higher than the after-tax returns to lending. In reality, we would expect the
"risk-adjusted" equilibrium returns to be the same.
132. See, e.g., Cordes & Galper, supra note 36, at 311. A common alternative story is that,
given the differential between after-tax borrowing costs and returns from the investment depicted
in Table VI, taxable investors would, until constrained by external considerations, manifest an
unlimited appetite to borrow at an after-tax cost of 7% to make investments yielding after-tax
returns of 10%. This, too, would drive up the price of tax-favored assets, or drive up pre-tax
borrowing costs, or both, until the two after-tax rates were in equilibrium. At that point, there
would exist no further incentive to make the tax-favored investment. The disequilibrium condition would have been arbitraged away.
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Table III-A
Income Tax with Expensing
(Tax Benefits Capitalized at 30%)

=
PTIRR
PTIRR

=

7%

Time 0
(Outlay)

Period 1
(CFI)

Period 2
(CF2)

7%

0.

Investment

1.

Gross Income

0.00

2.

Depreciation
("Expensing")

3.

Taxable Income (Loss)

1,041.76"'
576.19

576.19

(1041.76)

-0-

-0-

(1041.76)

576.19

576.19

(312.53)

172.86

172.86

403.33

403.33

(1 - 2)

4.

Tax (Savings) @ 30%

5A. Net Investment
(After Tax)

729.23

(0 +4)
5B. After-Tax CF
(1-4)

After-Tax IRR =

7%114

133. The equilibrium asset price, given the expected sequence of pre-tax cash flows, produces
a pre-tax internal rate of return of 7%.
134. The cash flows depicted on line 5B, each discounted to present value at 7%, just equal
the investment of $729.23 (after tax savings of $312.53) on line 5A.
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Table VI-A
Income Tax with Expensing and Borrowing
(Tax Benefits Capitalized at 30%)
Period 1
(CFI)

Period 2
(CF2)

576.19

576.19

(50-00

(19)

(1,041.76)

526.19

550.00

(312.53)

157.86

165.00

288.10

288.10

130.24

123.10

Time 0
(Outlay)
PTIRR = 7%
OA. Investment
OB. Borrowing

1,041.76
(500.00)

Gross Income

0.00

2A. Depreciation
("Expensing")

(1,041.76)

1.

2B. Interest
3.

Taxable Income (Loss)
(1 - 2)

4A. Tax (Savings) @ 30%
4B. Debt Service
5A. Net Investment
(After Tax)
(0 +4)
5B. After-Tax CF
(1 - 4)

229.23

After-Tax IRR = 7%135

The striking implication emerges from Table VI-A. In response to the

disequilibrium in returns to the tax-favored asset and debt, investors have
engaged in "tax arbitrage" by borrowing to acquire the tax-favored
asset. 136 At the culmination of that process, however, borrowing has

ceased to confer any advantage. By repricing the asset to equalize after-tax

returns to investing and after-tax borrowing costs, arbitrage has eliminated

the disequilibrium condition that made it profitable to borrow in the first

135. The cash flows depicted on line 5B, each discounted to present value at 7%, just equal
the investment of $229.23 (after borrowing of $500 and tax savings of $312.53) on line 5A.
136. See supra note 123.
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place. 13 7 The choice between borrowing and investing, on the one hand,
and lending, on the other, will be driven not by tax considerations but by
appetites for risk. In this simple instance, then, a version of Proposition I
will hold. The tax-favored asset will be repriced by the market; but, once it
has been repriced, there no longer exists any tax-induced advantage to
financing its acquisition with debt. 138
2.

The Capitalization of Tax Benefits in the Presence of Graduated Rates

Once again, however, the example under study is not faithful to a
world with graduated marginal rates. So, finally, we relax the constraint of
a single rate by assuming that there are investors taxed at zero and fifteen
(as well as at thirty) percent. There are two basic possibilities to be considered. We assume first, as in Tables 11-A and VI-A, that demand for the
asset stimulated by the tax-preferred treatment has led to its being priced to
$1,042, so that the tax benefits are capitalized at the top (thirty percent)
marginal rate. On that assumption the value of the tax benefits is once
again arbitraged away for top-bracket investors in assets: For them-the
marginal investors-the after-tax return on the (repriced) tax-favored asset
still equals their after-tax borrowing cost. Hence, for them, matters remain
as depicted in Tables III-A and VI-A, and their choice between lending
and investing will be dictated by attitudes towards risk.
On the other hand, if the pre-tax interest rate remains fixed at ten
percent, 39 all other investors-those whose marginal rate is less than
thirty percent, the infra-marginal investors-should now prefer to lend
rather than to invest. For them, too, the post-arbitrage return from the
asset is seven percent after tax. But, since comparatively less risky lending
produces a pre-tax return of ten percent and they are taxed at less than
thirty percent, they can earn a higher return at lower risk by simply lending
instead. This illustrates the by now familiar observation that when tax
benefits are capitalized at a given marginal rate, those in higher brackets
137. This conclusion turns only on the equilibrium equality-of after-tax returns and borrowing
costs, not on the particular equilibrium level of returns. See supra note 126. During the transition from one equilibrium to another as the market operates to reprice the tax benefit, there will
be windfall gains to pre-existing holders of the tax-favored assets. E.g., Auerbach, supra note 5,
at 201-02 & n.9; see also Shaviro, Selective Limitations, supra note 5, at 1229-30.
138. E.g., Cordes & Galper, supra note 36, at 312. This depends, as we continue to assume,
on the accrual of interest to the debt using economic accrual.
139. See supra note 126.
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will tend to hold tax-favored assets, whereas those taxed at lower rates will
tend to hold taxable financial claims." Finally, because matters for top
bracket investors do remain as in Table VI-A, borrowing to invest in the
tax-favored asset is no longer advantageous. They remain subject to a
thirty percent "implicit" tax on the tax-preferred asset, so that the after-tax
return from investing is no higher than their after-tax cost of borrowing.
So we come to a version of Proposition I that is sufficiently different to be
denoted:
Proposition III: Under a graduatedincome tax, with economic accrual of interest,
if tax-favored assets are repriced so that benefits are capitalized at the top marginal
rate, after-tax rates of return to tax-favored assets are unaffected by the manner in
which the acquisition of those assets is financed. In particular, borrowing confers
no advantage.
While Proposition III again is not original,' 41 its import is often not
fully appreciated (or perhaps just not fully believed). There are two
common objections to Proposition II, according to which debt financed
acquisitions of tax-favored assets are systematically unobjectionable, in the
sense that overall returns to all claimants to a tax-favored asset are unaffected when lenders and borrowers are identically taxed. The first is that it
may not be altogether satisfactory to say that under-taxation of the debtfinanced holder of a tax-preferred asset is compensated for by over-taxation
of the lender.142 The more potent objection is that, in a world with graduated rates, optimizing behavior will inevitably lead heavily taxed assets to
be held by low-bracket taxpayers-especially zero-bracket investors such as
tax exempt pension funds-and to a concentration of tax-preferred assets in
the hands of high-bracket individuals, so that in practice the assumptions of
Proposition II will simply not hold.'43
Proposition III is vulnerable to neither objection. It has been widely
recognized that, when tax benefits are capitalized at the top marginal rate,
140. E.g., authorities cited supra notes 119-20.
141. One of the more concise statements of the proposition is found in Hickman, supra note
82, at 818-20. See also, e.g., Auerbach, supra note 5; Cordes & Galper, supra note 36, at
3 12-13.
142. See Johnson, supra note 1, at 1039-49. As noted above, however, this suggestion is
vulnerable to the reply that, at least if the terms of the transaction were the outcome of arm's
length bargaining, there is no compelling reason to disturb the parties' implicit agreement that
the value of the tax benefits allocated to the investor equals a premium return for assuming additional risk. See supranote 117 and accompanying text.
143. See supra note 119 and accompanying text.
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their existence ceases to produce tax-induced inequalities of treatment
among similarly situated investors.'
Since after-tax returns are by definition equalized at the top marginal rate, investment returns then differ
across taxpayers in a fashion that properly reflects the marginal rate at
which they are taxed. 145 What Proposition III adds is that this state of
affairs will not be affected by the existence of borrowing to acquire the taxpreferred asset. In this setting, debt is no less benign than, as reflected in
Proposition I, it is in a world in which all assets are subject to economic
depreciation.
The other basic possibility is that arbitrage will function to reprice the
tax-favored asset but will fail to do so completely (or "efficiently"): The tax
benefits are capitalized, but at less than the highest marginal rate.141 One
version of this possibility is depicted in Tables III-B and VI-B (for, respectively, equity- and debt-financed investments). In these examples we have
assumed that the investment is made by someone in the thirty percent
bracket, but that the tax benefits have been capitalized at the fifteen percent marginal rate. On the latter assumption the tax-favored asset would
be repriced to sell for about $1,020 in equilibrium.
144.

See, e.g., authorities cited supra note 122.
145. That is, the top-bracket taxpayers who invest in assets will be taxed as depicted in Table
VI-A and experience after-tax returns of 7%, whereas taxpayers in any lower bracket will
optimally lend and experience after tax returns of 8.5% or 10%, depending on whether they are
taxed at a marginal rate of 15% or zero. Consequently, each taxpayer's after-tax rate of return is
proportionately reduced from the pre-tax interest rate of 10% by their respective marginal rate of
tax. From the lower-bracket taxpayers (lenders), these taxes are explicitly collected (or not). For
the top-bracket taxpayers (investors), in contrast, the reduction in yield comes about as the result
of the "implicit tax" levied because the arbitrage process has reduced the pre-tax return on the
tax-favored asset to 7%. See supra note 127 and accompanying text.
146. See, e.g., Bailey, supranote 62, at 1169-74.
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Table Ill-B
Income Tax with Expensing
(Tax Benefits Capitalized at 15%)
Time 0

Period 1

Period 2

(Outlay)

(CF1)

(CF2)

PTIRR = 8.5%
1,020.50147

0.

Investment

1.

Gross Income

0.00

2.

Depreciation
("Expensing")

3.

Taxable Income (Loss)
(1 - 2)

4.

Tax (Savings) @ 30%

5A. Net Investment
(After Tax)
(0 +4)
5B. After-Tax CF
(1-4)

576.19

576.19

(1,020.50)

-0-

-0-

(1,020.50)

576.19

576.19

(306.15)

172.86

172.86

403.33

403.33

714.35

After-Tax IRR = 8.5%

Table Ill-B depicts the return on an investment in this asset made by a
holder in the thirty percent marginal bracket. To an investor in any marginal bracket, however, the asset will produce a return of eight and one-half
percent both before and after tax.' 48 (That is, the "implicit tax rate" has
declined from thirty to fifteen percent.) To an investor in the fifteen percent bracket, moreover, lending also produces a return of eight and one-half
percent after tax; hence, it is now the case for fifteen percent investors that
the choice between lending and investing will be dictated by something
other than taxes. As with Table III-A, zero-rate investors continue to do
better after-tax simply by lending rather than investing.'49 For those in
147. The equilibrium asset price, given the expected sequence of pre-tax cash flows, produces
a pre-tax internal rate of return of 8.5%.
148. See supra note 62-63 and accompanying text.
149. For zero-rate taxpayers, the after-tax return to lending continues to be 10%.
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the top bracket, on the other hand, profitable arbitrage opportunities remain, as illustrated in Table VI-B.
Table VI-B
Income Tax with Expensing and Borrowing
(Tax Benefits Capitalized at 15%)
Time 0
(Outlay)

Period 1
(CFI)

Period 2
(CF2)

PTIRR = 8.5%
0A. Investment
OB. Borrowing
1.

1,020.50
(500.00)

Gross Income

0.00

2A. Depreciation
("Expensing")

(1,020.50)

576.19

2B. Interest
3.

(.

Taxable Income (Loss)

576.19

0

(61_9)

(1,020.50)

526.19

550.00

(306.15)

157.86

165.00

288.10

288.10

130.24

123.10

(1 - 2)
4A. Tax (Savings) @ 30%
4B. Debt Service
5A. Net Investment
(After Tax)
(0 + 4)

214.35

5B. After-Tax CF
(1 - 4)
After-Tax IRR

=

12.03%

As a formal matter, Table VI-B is in important ways no different than
original Table VI. It says simply that, if-as will be the case when tax benefits are not fully capitalized-the after-tax borrowing cost to a high-bracket
investor is less than the after-tax return from a tax-favored investment, it
will remain advantageous, at least until constrained by other considerations
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(such as risk), 50 for the investor to "short" the taxable asset by borrowing, and use the proceeds to invest in the tax-favored asset.
E.

The State of the Play

What has been recounted in this section reflects what seems to be our
best current understanding of the interaction of borrowing and the acquisition of tax-preferred assets.' 5 ' Under some assumptions, leverage can
elevate after-tax rates of return on investments in those assets. Even so, as
Klein long ago pointed out, it is not easy to draw a principled distinction
between acquisitions of tax-favored assets financed entirely with equity and
those financed partly with debt. About the worst one can say is that the
former confines the impact of a tax preference to capital income, whereas
the latter can allow it to "spill over" and affect the taxation of personal
services income as well.' 52 And, as Proposition II suggests, even that
does not seem especially objectionable when those from whom the leveraged investors have borrowed are symmetrically taxed, and experience an
offsetting depression in their after-tax rates of return. Hence, borrowing to
acquire tax-favored assets may be regarded as problematic in the sense that
it facilitates the concentration of tax-favored assets in the hands of highbracket wage-earners, but only to the extent that they borrow from lowbracket or tax-exempt lenders. Then, even though the actual amount of
the tax-preference is unchanged, its concentration in the hands of highbracket investors elevates their rates of return without an adequately compensating effect on the lender.
Whether that possibility is properly to be deplored is itself a debatable
question. The migration of tax-favored assets to the hands of high-bracket
investors does, after all, reflect demand for those assets that presumably was
intended to be stimulated by tax-favored treatment in the first place.
Whether any particular beholder regards that stimulus as desirable will turn
largely on their view of the underlying tax preference itself.' 53 It has also
been suggested that the distortion of individual portfolio choice associated
150.
151.

See, e.g., Auerbach, supra note 5, at 208-14.
Many of the arguments are succinctly summarized in Mundstock, supra note 5; Shakow,

supranote 5, at 16-22; and Warren, Tax Arbitrage, supra note 1. For a generally dissenting view,
see Koppelman, Tax Arbitrage, supra note 5.

152. See supra notes 111-114 and accompanying text; infra Part II.A.2; see also Zelenak, AntiTax Shelter Provisions, supra note 5, at 540-42.
153. Compare Hickman, supranote 82, at 819 and Koppelman, Tax Arbitrage, supra note 5, at
1194-98 with Auerbach, supra note 5, at 216-18. Cf. Cordes & Galper, supra note 36, at
314-15.
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with that migration may itself be undesirable." 4 But that concern seems
to be of a largely speculative nature, and it is not obvious how serious the
In all events, Proposition
consequences of such a migration would be.'
III suggests that borrowing will cease to be advantageous, even with differential taxation of borrowers and lenders, if, as the culmination of the "tax
arbitrage" process, tax-favored assets are fully repriced by the market, "capitalizing" the tax benefits away.
Absent persuasive evidence one way or the other, it may well be most
realistic to assume not merely that we have an income tax with graduated
156
rates, as we obviously do, but that tax benefits are not arbitraged away.
When that is the case, debt-financed investments in tax-favored assets will
produce elevated returns to highly-taxed investors that may be cause for
real concern. At a minimum, it gives rise to transactions with no objective
other than to make high-bracket investors appear to be the owners of depreciable (or other tax-favored) assets. That is what "safe harbor leasing" was
about,5 7 and at times the phenomenon has been even more widespread.' 8 Such considerations lead back to the unresolved question of
whether tax-favored treatment, at least when deliberately conferred by
Congress, ought to be expressly transferable or refundable. 59 Absent
that, however, and putting aside specialized considerations that may genuinely give rise to "abuse,"16' it is on these special assumptions-arbitrage
by highly-taxed investors, financed by lightly-taxed lenders, that fails to
154. See, e.g., Warren, Tax Arbitrage, supra note 1, at 567; see also Auerbach, supra note 5, at
212; Bradford, Investment Incentives, supra note 11, at 17-18.
155. In particular, Warren, Tax Arbitrage, supra note 1, at 567, suggests that tax-induced
changes in portfolio composition may move tax-favored assets out of the hands of those in a
position to make best use of the assets. See also Auerbach, supra note 5, at 211-13. To the
extent, however, that tax-favored assets are ultimately leased to appropriate end users (which will
depend on how feasible financial leasing is) it is not clear a priori that this will be so. Depending
on the actual structure of a particular system of incentives, it might also have distortionary effects
across different classes of intended beneficiaries, although it is feasible to design a system of incentives that is free of that particular vice. See, e.g., Harberger, supra note 11.
156. See, e.g., Bailey, supra note 62, at 1170-74;,Koppelman, Tax Arbitrage, supra note 5, at
1188; Shaviro, Selective Limitations, supra note 5, at 1230-33; Zelenak, Anti-Tax Shelter Provisions,
supra note 5, at 537-39. See generally STEUERLE, supra note 123, at 57-93. It is also possible,
even in the absence of borrowing restrictions, that tax benefits never would be capitalized away.
E.g., Auerbach, supra note 5, at 210-13; Zelenak, Anti-Tax Shelter Provisions, supra note 5, at
537-39.
157. See supra note 109 and accompanying text.
158. See, e.g., Frank Lyon Co. v. United States, 435 U.S. 561 (1978); Bernard Wolfman, The
Supreme Court in the Lyon's Den: A Failure of Judicial Process, 66 CORNELL L. REV. 1075 (1981).
159. See supra note 109 and accompanying text. Indirect limitations may also be viewed as
appropriate with respect to tax-favored treatment that is regarded as intrinsically undesirable but is,
at least as a practical matter, immune from direct repeal. See infra Part II.A.
160. See infra Part III.
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capitalize tax benefits in full-that the case for restrictions on borrowing to
make tax-favored investments largely must rest.
That is the fundamental lesson of this section. But it leads to a real
contradiction. For if incomplete capitalization is the core of the problem,
and efficient capitalization is regarded as good, then, from an ex ante perspective, restrictions on borrowing to invest in tax-favored assets are not
especially appealing features of the law. Such restrictions will tend, if
anything, to dampen the demand for tax-favored assets, and to hamper the
arbitrage process towards capitalization."' Since, then, borrowing restrictions tend to impede the capitalization of tax benefits, it is internally inconsistent to justify such restrictions on the ground that tax benefits have not
been arbitraged away. 162 So, except for those immovably committed to
eliminating every vestige of tax-favored treatment, fondness for such restrictions is, in a very real sense, self-defeating.

II.

EXISTING TAX SHELTER LIMITATIONS

Nevertheless, restrictions on borrowing to acquire tax-favored assets
have long been a feature of the law. Such provisions usually function to
disallow otherwise deductible interest on a loan attributable in some fashion to some specified category of tax-favored asset. 63 The most familiar
limitations are the disallowance of interest on debt attributable to investments in tax-exempt municipal bonds,"6 and the limit on the deductibil161. See, e.g., Auerbach, supra note 5, at 216-17; Bankman, supra note 5, at 44-45. Indeed,
the often noted fact that the tax benefits conferred on municipal debt securities by Internal Revenue Code § 103 have not been fully capitalized, e.g. Koppelman, Tax Arbitrage, supra note 5, at
1176-85, may partially be due to restrictions on borrowing to acquire those securities. See infra
notes 164-188; but see Koppelman, Tax Arbitrage supra note 5, at 1176-85 (questioning whether
full capitalization would occur even if borrowing limitations were eliminated).
162. See Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 536-37. But see Zelenak, Reply,
supra note 5, at 491-95.
163. The methods of "attribution" have varied, ranging from rules that trace the proceeds of
particular loans to the acquisition of particular assets, to those that preemptively assign borrowings to particular categories of assets. See generally Koppelman, Tax Arbitrage, supra note 5, at
1207-16; Blake D. Rubin, Pro Rata Interest Allocation: The Path Not Chosen, 36 TAX NOTES 301
(1987); Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 570-76; Daniel I. Halperin, Comments on Frederic W. Hickman, Interest, Depreciation,and Indexing, 5 VA. TAX REV. 811, 813-15

(1986).

164. I.R.C. § 265(a)(2) (Supp. V 1994). Similarly, I.R.C. § 264 disallows the deductibility of
interest on debt taken out to carry life insurance or annuity contracts, id. § 264 (1988), contracts
that are favorably taxed under §§ 72 and 101(a), id. §§ 72, 101(a) (1988 & Supp. V 1994).
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ity of "investment interest. ' ' 165 In light of the considerations recounted
above, one might by now have supposed that the perceived merits of such
provisions would turn largely on whether, as an empirical matter, complete
capitalization of the underlying tax benefits is a reasonable approximation
of reality. That turns out not to be so. 166 Sharp disagreement more generally persists. 167 In some quarters at least, debt-financing of tax-preferred
assets continues to be viewed as inescapably pernicious, 16 a point of view
that undoubtedly has contributed to the recent growth of borrowing limitations in general, ' 69 and to the imposition of quite specialized restrictions
on depreciation shelters in particular. This section reviews some additional
justifications commonly offered on behalf of such limitations in general,
and then turns briefly to the principal anti-tax shelter limitations themselves.

A.

Common Justifications for Borrowing Restrictions

1.

"Damage Control"

Much of the ongoing enthusiasm for borrowing restrictions rests on
hostility to the underlying tax preferences, and endorses indirect limitations
165. I.R.C. § 163(d) (1988 & Supp. V 1994). As originally enacted, § 163(d) disallowed the
deductibility of investment interest only to the extent it exceeded net investment income plus
$25,000. The Tax Reform Act of 1976 reduced the fixed allowance to $10,000. Pub. L. No. 94455, § 209, 90 Stat. at 1542-44. The Tax Reform Act of 1986 eliminated the allowance altogether. Pub. L. No. 99-514, § 511, 100 Stat. at 2244-49. The original rationale for § 163(d) was
to limit the deductibility against ordinary income of interest on debt used to finance investments
in appreciating assets, the gain on which was not currently taxed because of the realization requirement. The origins of this provision are described in Daniel I. Halperin, Capital Gains and
Ordinary Deductions: Negative Income Tax for the Wealthy, 12 B.C. INDUS. & COMM. L. REV. 387

(1971).
166. The empirical evidence on this issue is both spotty and unclear. See, e.g., Koppelman,
Tax Arbitrage, supra note 5, at 1176-86. Even in instances involving unambiguously tax-exempt
assets like municipal debt, empirical studies are unavoidably clouded by the existence of the
borrowing restrictions themselves.
167. Compare Auerbach, supra note 5 and Bankman, supra note 5 and Peroni, supra note 5
and Zelenak, Anti-Tax Shelter Provisions, supra note 5 with, e.g., Cooper, supra note 1 and Johnson,
supra note 115 and Koppelman, Tax Arbitrage, supra note 5 and Rock & Shaviro, supra note 5.
168. See, e.g., Cooper, supra note 1, at 689-94; Johnson, supra note 5; Koppelman, Tax
Arbitrage, supra note 5.

169. These include the tightening of I.R.C. § 163(d), as well as the enactment of the passive
loss limitations, in 1986. See infra Part II.C. The 1986 Act also directly limited the deductibility
of "personal" interest. I.R.C. §§ 163(h) (1988).
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as a form of "damage control. '17 ' Here it is useful to invoke the distinction occasionally drawn between "non-incentive" tax preferences-provisions whose persistence reflects little more than the fact that their
171
outright elimination is politically infeasible or administratively unworkable M-and "incentive" preferences, whose presence might sensibly be
viewed as reflecting some more considered exercise of congressional judgment.173 As to the former, borrowing restrictions might plausibly be
defended as a reasonable "second-best" means of curtailing the impact of
174
provisions generally conceded to be undesirable in principle.
The latter, in contrast-among them investment incentives-are often
defended as necessary to stimulate particular activities beyond what would
otherwise be forthcoming from the market. Essentially the claim is that
they rectify some form of market failure, in some instances said to be attributable to the income tax itself.'75 Such claims may deserve a skeptical
reception. But they cannot be dismissed out of hand. It may be right for
the Treasury, as an institutional matter, to adopt the posture that special
170. The most explicit articulation of this rationale is to be found in Koppelman, Tax Arbitrage, supra note 5, at 1194-95. See also Johnson, Response, supra note 5, at 618-21, 625. For a
more intricate argument involving "second-best" considerations, but expressly premised on the
assumption that departures from Haig-Simons income are inherently undesirable, see Shaviro,
Selective Limitations, supra note 5, at 1218-47.
171. See, e.g., Rock & Shaviro, supra note 5, 25-31; Zelenak, Anti-Tax Shelter Provisions,
supra note 5, at 507. Perhaps the best example is the exemption for interest on municipal debt
securities of I.R.C. § 103. See, e.g., Auerbach, supra note 5, at 212-14, 216-17. But cf.
Hickman, supra note 82. Others might include the failure to tax the "inside buildup" in life
insurance, see I.R.C. §§ 72, 101(a) (1988 & Supp. V 1994), and the outright exclusion of unrealized appreciation on assets held at death, see I.R.C. § 1014 (1988).
172. Examples here include the exclusion for imputed income on owner-occupied housing
and other consumer durable goods, and, perhaps, the failure to tax unrealized appreciation. But
see David J. Shakow, Taxation Without Realization: A Proposal for Accrual Taxation, 134 U. PA. L.
REV. 1111 (1986) (arguing that implementation of an accrual tax would be administratively feasible).
173. See generally authorities cited supra note 104. This distinction is self-evidently imprecise. Just what provisions fall into which category will obviously vary with the observer.
174. Rock & Shaviro, supra note 5, at 39-40, deploy this argument in support of the passive
loss limitations of I.R.C. § 469, which they defend as walling off income mismeasurement induced, for example, by non-taxation of unrealized gains, from the measurement of income from
other sources. The difficulties With this particular claim are noted in Zelenak, Anti-Tax Shelter
Provisions, supra note 5, at 520-24. Auerbach, supra note 5, at 212-14, suggests the same rationale in connection with tax-exempt municipal bonds.
175. See generally Zelinsky, supra note 58. The most extreme version of the argument on
behalf of incentives given our existing income tax is the claim to superiority, from the standpoint
of the taxation of capital income, of a consumption tax. See generally authorities cited supra note
99.
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tax benefits invariably are bad. 7 6 More dispassionately, however, it is unlikely that, whenever Congress departs from strict income measurement as
the objective of income tax legislation, its doing so is necessarily
wrong. 77 But that is the essence of the "damage limitation" argument
for restrictions on borrowing to acquire any species of tax-preferred asset. It
boils down to the claim that there is not any such thing as a defensible tax
preference.
Even for adherents to that position, however, borrowing restrictions
still may be undesirable. The claim that any form of tax-favored treatment
is bad often elicits the response that, if the underlying preferences are the
problem, it is the underlying preferences that properly ought to be
repealed. 7 ' The standard rejoinder is that a frontal assault is politically
infeasible. 179 But exactly the contrary might be the lesson of recent history, at least where accelerated depreciation is concerned. It may have
been the longer-term legacy of "safe harbor leasing," the ne plus ultra tax
shelter which itself was repealed almost immediately after enactment, 1' °
that it left so bad a taste in so many mouths for the investment incentives
enacted in 1981 that it contributed to the major retrenchment in 1982 and
1986*' 81 In light of that episode one must at least consider the possibility
that abrogating borrowing restrictions, thereby encouraging a tax-preference
to be freely utilized, would enhance its visibility, bringing public attention
to bear on whether it is sufficiently desirable to be retained: A tax preference allowed to become sufficiently visible might be at increased risk of
being repealed. Conversely, indirectly limiting a tax preference through
borrowing restrictions-giving the impression that something is being done,
176. That, essentially, is the thrust of the "tax expenditure" analysis pioneered by Stanley
Surrey. See SURREY, supra note 96; Koppelman, supra note 5, at 1196-98. For a different view,

see Zelinsky, supra note 58. It is, unfortunately, a widespread belief that almost any ailment
afflicting the economy or the country can be painlessly remedied via some special tax provision.
The Treasury is the only agency institutionally obligated to say "no." In effect, the tax expenditure analysis was both a means of highlighting the impact of special tax provisions and a manifesto
for saying no. Special Analysis G to the United States Budget-which annually enumerates and
estimates the magnitude of each tax expenditure in a supplemental "Tax Expenditure
Budget"-can reasonably be regarded as chronicling the extent to which the Treasury's views go
unheeded.
177. For a systematic exposition of this view, see Zelinsky, supra note 58. Cf. Johnson,
Response, supra note 5, at 618-24.
178. See, e.g., Peroni, supra note 5, at 6, 103-04; Zelenak, Anti-Tax Shelter Provisions, supra
note 5, at 541-47.
179. E.g., Auerbach, supra note 5, at 216-17; see also, Johnson, Response, supra note 5, at
618-19; Koppelman, Tax Arbitrage, supranote 5, at 1194-95.
180. See supra note 109 and accompanying text.
181. See Minarik, supra note 58, at 1364; supra text accompanying note 68; infra notes
194-195 and accompanying text.
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and, possibly, dampening public awareness of its presence-may as likely
retard as hasten its eventual repeal. So, even from a tactical perspective,
the "damage limitation" argument is open to question.
2.

The Cosmetic Virtue of Borrowing Restrictions

A second strain of support for borrowing restrictions turns on essentially cosmetic considerations. It has been suggested, most explicitly with
respect to borrowing to purchase tax-exempt municipal debt, that, if existing borrowing restrictions were repealed, markets actually would fully capitalize the tax benefits, eliminating any advantage to high-bracket holders. 82 The "cosmetic" response is that, even if that were to occur, the
public could never be persuaded that conspicuously well-off individuals
paying conspicuously little in taxes were nevertheless earning investment
returns that were depressed by substantial "implicit" taxes."8 3 This argument often lays emphasis on what is referred to as the "perception of reality.""4' '
The core of the claim is that, in terms of that perception, only
explicit taxes actually matter.
It is possible that the endorsement of borrowing restrictions on the
basis of public "perceptions," regardless of what the realities may actually
be, is simply a veiled form of "damage control," driven by a dislike for the
underlying preferences themselves. If, on the other hand, what really is
meant is that the tax preference itself is acceptable, but its dissemination
(facilitated by borrowing) to too many individuals is not, the argument
leaves much to be desired.' 85 Borrowing may actually have the salutary
effects suggested in Part I. The claim that it will is not, as economic theory
goes, especially obscure or abstruse. It takes neither a rocket scientist nor a
room full of computers to recognize a profitable arbitrage opportunity. So
borrowing may tend in reality to make the system less unfair, while facilitat182. The most forthcoming exponent of this view is Hickman, supra note 82, at 788-89.
Other assessments of the possibility, ranging from measured to skeptical, are to be found in
Auerbach, supra note 5, at 209-13, Cordes & Galper, supra note 36, at 314-15, and Zelenak,

Anti-Tax Shelter Provisions, supra note 5, at 537-39.
183. See, e.g., Koppelman, Tax Arbitrage, supra note 5, at 1203. The difficulty of doing so
would be especially acute in connection with explicitly tax-exempt assets like municipal debt, as
the repeal of I.R.C. § 265, see supra note 164, would open up the prospect of widespread borrowing at 10% to invest in tax-exempt debt that paid only 7%. The "perception problem" presumably would be somewhat less acute with depreciable assets, even if they were implicitly taxexempt, since nominal taxes would continue to be paid. See, e.g., supraTable VI.
184. See, e.g., Zelenak, Anti-Tax Shelter Provisions,supra note 5, at 527-29 & nn. 97-100; see
also S. REP. No. 313, supra note 128, at 716.
185. See Zelenak, Anti-Tax Shelter Provisions, supranote 5, at 528-29.
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ing delivery of the incentive and promoting whatever economic objective it
was intended to serve. Borrowing restrictions tend on the whole to detract
from both of those objectives. Their imposition is not self-evidently innocuous.
Finally, to the extent that there is a substantive case for investment
incentives, it is an abdication for serious students of taxation to acquiesce
in wrong-minded public perceptions that they are as well situated as anyone
to dispel.'86 More importantly, if there is more than merely a cosmetic
problem with debt-financed purchases of tax-favored assets, acquiescing in
solutions that respond to the cosmetics may actually serve to obscure what
the real underlying problem really is.
3.

Sic Transit ERTA

Despite the shortcomings in these most commonly voiced arguments
for borrowing restrictions, they were, if not more compelling, at least more
understandable a decade ago, when they originally became common.
Given the sheer magnitude of the 1981 investment incentives, it is hardly
surprising that they stimulated efforts to curtail their effects by any available means. They were, in fact, so quantitatively substantial as to have
worked a qualitative change in the way they came to be viewed.'87 One
consequence of incentives that were the equivalent of a tax exemption was
to make the comparison to the explicit exemption for municipal debt-already subject to borrowing restrictions '88-irresistible.189 Another was that a
186. Cf. Hickman, supra note 82, at 775-776; Zelenak, Anti-Tax Shelter Provisions, supra note
5, at 528-29.
187. See supra notes 65-67 and accompanying text. At the rates of inflation and interest
then prevailing, the combination of the investment credit and ACRS, as initially enacted in
ERTA 1981, was for many assets the present value equivalent of expensing, used in the illustrative examples in Part I. With the decline in inflation shortly thereafter, they took on present
values that for many assets were better than expensing. It was that development that provoked
the initial scale-back in the system of incentives that occurred with the Tax Equity and Fiscal
Responsibility Act of 1982. See generally Warren, Tax Arbitrage, supra note 1, at 553-55 & nn.
15-27.
188. See supra note 164 and accompanying text. Section 103 is one of those long-standing
provisions that just may be immune to repeal. See, e.g., Auerbach, supra note 5, at 211-14,
216-17. It responds to no obvious problem of market failure, and has repeatedly been subject to
abuse. Hence, one might reasonably conclude that making more efficient the subsidy it confers
on municipal borrowers is not a sensible objective, and that the resulting costs in perceived unfairness outweigh whatever might be said on behalf of repealing § 265(a)(2). Cf. Hickman, supra
note 82, at 775-76.
189. The equivalence, under reasonable assumptions, of expensing and exemption had long
been understood, see supra notes 62-63 and accompanying text, although the relationship had
most frequently been deployed in assessing the comparative virtues of income and consumption
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system of de facto exemption could be interpreted as a de facto shift in the
direction of a consumption tax, the defining characteristic of which is that
all capital income is effectively tax-exempt.'
But the characteristic consumption tax treatment of debt also differs from the income tax treatment
described at the outset of Part I."' Non-deductibility of interest generally
would be the norm."92 Thus, considerations of symmetry seemed to justify
limiting the deductibility of interest on debt incurred to acquire ACRS
assets, effectively subjecting such debt to consumption tax treatment as
well.
In retrospect, then, it probably was to have been expected that interest
in borrowing limitations would intensify during the early 19 80s, at least
once Safe-Harbor Leasing had been repealed. 93 Indeed, the consuming
preoccupation with such limitations may in large measure have been an
artifact of the brief period during the early 198 0's when investment incentives were virtually the equivalent of expensing, drawing attention to essentially consumption tax treatment of depreciable assets and to the similarity
between depreciable assets and tax-exempt debt.
By the same token, Congress has now retreated a long way from ERTA
1981. The further increases in depreciation that statute originally contem-

plated-beyond those that actually became effective in 19 81-were repealed
in 1982, at which time depreciation lives for real estate were extended.' 94
In 1986, the investment credit was repealed and depreciation lives were
taxes. See, e.g., authorities cited supra note 99. After 1981, that same relationship was used to
sharpen the comparison of depreciable assets to explicitly tax-exempt assets like municipal debt, a
comparison that became a conspicuous feature of contemporaneous analyses of depreciation
policy. See, e.g., Hickman, supra note 82, 163; Warren, Tax Arbitrage, supra note 1. It also
sharpened interest in whether the existing system, though nominally an income tax, was better to
be regarded as an income tax, a consumption tax, or a hybrid of both. See generally UNEASY
COMPROMISE, supra note 5.
190. See supra notes 54, 62, 99-100 and accompanying text.
191. See supra note 71 and accompanying text.
192. E.g., DEPARTMENT OF THE TREASURY, supra note 99, at 111-12; Andrews, Consumption
Tax, supra note 99, at 1153-55. The set of possible treatments would actually be somewhat more
complex and would encompass the possibilities of: (1) treating debt generally as under an income
tax, but specifically disallowing the deductibility of all interest; or (2) including the proceeds of
borrowing in income, and allowing a deduction for repayments of both principal and interest.
DEPARTMENT OF TREASURY, supra note 99, at 111-12; cf. supranote 71 and accompanying text.
193. See supra note 109 and accompanying text.
194. TEFRA, supra note 106, § 206, 96 Stat. at 431. TEFRA also repealed the "safe harbor
leasing" provisions of ERTA 1981, see supra note 109 and accompanying text, and added a "basis
adjustment" to the investment credit, which had the effect of making it less generous. TEFRA,
supra note 106, §§ 205 (investment credit), 208-210 (safe harbor leasing), 96 Stat. at 427-31,
432-48. The objective of these amendments was generally to make the combination of ACRS
and the investment credit no more valuable than simple expensing. See Warren, Tax Arbitrage,
supra note 1, at 553-55.
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extended again. 195 So, even though depreciation remains modestly accelerated, 96 it no longer comes even close to expensing. 197 Hence, the

dimensions of the problem, including the need for borrowing limitations-whether apparent or real to begin with-have become far less pressing since the Internal Revenue Code of 1986 (even without its borrowing
restrictions) than they were during the heyday of the ERTA 1981.
Nevertheless, Congress has grown increasingly fond of borrowing
limitations, a trend that could be discerned in 1976 and that seems to have
intensified since. The investment interest limitation was tightened in the
Tax Reform Acts of both 1976 and 1986, and the latter added new limita-

tions on the deductibility of interest. 9 More particularly, Congress has
acted as though it regards debt-financed acquisitions of depreciable assets as
being intrinsically bad. It has been especially aggressive, enacting both new
substantive and special administrative provisions.' 99 Of the former, the
two most important are the "at risk" rules of section 465 and the "passive
activity loss" limitations of section 469. Both these provisions go beyond
merely limiting the deductibility of interest, as Congress has typically prescribed for debt associated with other tax-favored investments. Each was
evidently designed to curb what, at different times, Congress felt to be most
characteristically problematic about depreciation tax shelters. It is to those
two provisions that we now turn.
B.

Nonrecourse Debt and "At Risk"

Thus far we have barely mentioned debt that the borrower is not
personally obligated to repay, debt "without personal recourse" against the
195.

Tax Reform Act of 1986, Pub. L. No. 99-514 §§ 201-204, 211-213, 100 Stat. at

2121-65, 2166-73. Among other things, depreciation lives for real property, which during the
early 1980's had been as short as 15 years and stood generally at 19 years just prior to the 1986
Act, were extended to between 27.5 and 31 years. See H.R. REP. No. 99-841 (Vol. II), 99th
Cong. 2d Sess., at 11-38 to 11-40.
196. See, e.g., STRNAD, supra note 44, at 1.
197. Since any system of depreciation (other than simple expensing) by definition involves
deductions, some of which are to be allowed after a depreciable asset is first placed in service,
depreciation alone can never be more valuable than expensing. It requires some additional allowance, such as the investment credit that was repealed in 1986, for a system involving depreciation allowances ever to be as valuable as expensing. See supra notes 62-65 and accompanying
text.
198. See supra notes 165-169 and accompanying text. The Tax Reform Act of 1986 for the
first time disallowed the deductibility of "personal" interest, other than interest on mortgages on
owner-occupied homes. See I.R.C. § 163(h) (1988).
199. The administrative provisions have been designed largely to identify "abusive" tax
shelters more quickly and to increase the (monetary) risks both of marketing and making such
investments. See infra note 238 and accompanying text.
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borrower. For tax purposes, "nonrecourse" debt is generally treated no
differently than personal recourse debt, 2°° a fact that has magnetized the
attention of tax lawyers for years.2 ' For a long time that treatment
was-by some it evidently still is2 0-regarded as the "foundation stone"
of depreciation shelters. 03 But the accuracy of that assertion in any fundamental sense has long been open to question. °a Nevertheless, Congress enacted the "at risk" rules in 1976 to deal specifically with nonrecourse debt, 0 5 and extended them to many common depreciation shelters

shortly thereafter. 0 6 The important features of the story have been well
told elsewhere.207 The bare outlines are recounted here.
1.

Crane and Tufts: The Treatment of Nonrecourse Debt
The basic treatment of nonrecourse debt flows from the Supreme

Court's decisions in Crane v. Commissioner28 and Commissioner v.
Tufts."° The first basically held that nonrecourse debt, repayment of
which was secured by an interest in property, was to be treated in the same
fashion as personal recourse debt, at least so long as the face amount of the
loan did not exceed the fair market value of the property by which it was
200. That treatment stems from the holdings in Crane v. Commissioner, 331 U.S. 1 (1947),
and Commissioner v. Tufts, 461 U.S. 300 (1983). For an elegant analysis of the issues those two
decisions raise, see Barnett, supra note 1.
201. E.g., Anderson, supra note 1; Bittker, supranote 1; Epstein, supra note 1; Halpern, supra
note 13; Jensen, supra note 5; Calvin H. Johnson, Play Money Basis: When is Nonrecourse Liability
a Valid Cost?, 11 VA. TAX REV. 631 (1992); Erik M. Jensen, Nonrecourse Liabilitiesand Real Costs:
A Reply to ProfessorJohnson, 11 VA. TAX REV. 643 (1992); Calvin H. Johnson, The Liability Was
Also Not a Cost to Bayles, 11 VA. TAX REV. 651 (1992); Johnson, Crane Rule, supra note 5;
Robinson, supra note 5; Shaviro, Risk and Accrual, supra note 5.
202. Johnson, Crane Rule, supra note 5, at 596; Robinson, supra note 5, at 46.
203. Bittker, supra note 1, at 283.
204. See, e.g., CHIRELSTEIN, supra note 1, § 13.01, at 252-53; Coven, supra note 1.
205. I.R.C. § 465 (1988 & Supp. IV 1993) (added by the Tax Reform Act of 1976, Pub. L.
No. 94-455, § 204(a), 90 Stat. 1520, 1531-1533).
206. But not all: "At risk" was not extended to real estate until the Tax Reform Act of 1986,
and, even then, it was extended subject to an important exception. See infra notes 236, 403 and
accompanying text. It was extended to most non-real estate depreciation shelters by the Revenue
Act of 1978, Pub. L. No. 95-600, § 201, 92 Stat. 2763, 2814-16; and to the investment credit by
ERTA 1981, supra note 66, § 211(f)(1), 95 Stat. 172, 229 (codified as amended at I.R.C. §
46(c)(8), amended in part and repealed in part by the Tax Reform Act of 1984, 98 Stat. 494).
207. See, e.g., CHIRELSTEIN, supra note 1, §§ 13.01, 13.04(a); Barnett, supra note 1; Coven,
supra note 1; Halpern, supra note 13; Shaviro, Risk and Accrual, supra note 5.
208. 331 U.S. 1 (1947).
209. 461 U.S. 300 (1983).
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secured.2 1 The implication was that the owner's adjusted basis for depreciation included that portion of the cost of the property financed with the
nonrecourse debt. The actual holding in Crane was that the "amount
realized" on a subsequent disposition of the encumbered property (and
taken into account in computing gain or loss on the disposition) included
21
Since that balance,
the then outstanding balance on the loan.
although less than the fair market value of the property, exceeded Mrs.
Crane's basis after adjustments for depreciation, the holding2 12ensured that
gain.
any disposition of the property would produce a realized
The opinion in Crane left unresolved the treatment of nonrecourse
debt with a face amount that exceeded the fair market value of the property it
encumbered, to which the basic rationale of Crane appeared not to apply.
Tufts resolved that issue more than thirty-five years later. There, the Court
extended Crane to liabilities in excess of the fair market value of the encumbered property. Specifically, it held that, on the disposition of property
subject to a nonrecourse liability in excess of both the property's fair market
value and its adjusted basis, the amount realized included the face amount
of the nonrecourse loan. 213 By implication, that portion of the original
acquisition cost financed by nonrecourse debt was, for purposes of comput210. The Court's reasoning was simply that, to protect her equity in the encumbered property, the owner would act towards the debt as though she were personally obligated to repay it.
331 U.S. at 13-14.
211. Id.; I.R.C. § 1001(b) (1988); see also Treas. Reg. § 1.1001-2(a)(1), (a)(4)(i) (as amended in
1980). In effect, this is a species of "cancellation of indebtedness" income, see supra note 72 and
accompanying text, except that the income takes the form of a part of the "amount realized" on
the disposition of the asset. See Barnett, supra note 1, at 10-15; Ginsburg, supra note 1, at
719-20; see also Treas. Reg. § 1.1001-2(a)(2) (as amended in 1980).
212. That is, if (1) an asset is subject to a liability in excess of the holder's adjusted basis, and
(2) the liability is included in the "amount realized" under I.R.C. § 1001(b) (1988), then a disposition just in return for assumption of the liability, with no cash consideration, will produce a
realized gain. Consequently, any disposition will produce taxable gain in excess of the consideration (other than relief from the liability) received. For that reason, gain from disposition of an
asset subject to a liability in excess of basis is often referred to as "phantom gain." See, e.g.,
Shaviro, Risk and Accrual, supra note 5, at 407.
213. 461 U.S. at 309-10, 317. In a brief amicus curiae, Professor Wayne Barnett argued that
the relief from the nonrecourse debt should for tax purposes be dealt with separately from the
disposition of the asset, producing "cancellation of indebtedness" income under I.R.C. § 61(a)(12)
(1988). Barnett, supra note 1, at 10-15. See supra note 72. Barnett's position would have produced essentially the same outcome as the Tufts decision itself, in terms both of the amount to be
included in income and the time at which it was included; the difference was that it would have
been included as ordinary (COD) income rather than as gain from the disposition of the asset
under Treas. Reg. § 1.1001-2(a)(1). In deference to the long-standing Treasury practice of treating nonrecourse liabilities as part of the amount realized on the disposition of property, however,
the Court adopted the government's position. See 461 U.S. at 309-10; id. at 317-20 (O'Connor,
J., concurring). See also CHIRELSTEIN, supra note 1, § 13.04(a); Andrews, supra note 1.
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ing subsequent deductions for depreciation, properly includible in the purchaser's basis.
2.

Section 465

Crane has widely been regarded as fundamental to the existence of
depreciation shelters precisely because it allows depreciation deductions to
be taken in respect of a portion of an asset's cost that the purchaser may
never have to pay.214 That treatment has been regarded by many as untoward.1 5 Congress essentially embraced this view when it enacted section 465. While not expressly overruling Crane, section 465 superimposed
on the normal basis rules a separate system under which the aggregate
amount allowable as a deductible loss from the ownership of a depreciable
21 6
asset is limited to that amount as to which the taxpayer is "at risk.
Section 465 specifically defines the amount at risk to exclude any portion
of an asset financed by nonrecourse debt.217 As reflected in reported decisions, it has since inspired more than its share of imaginative planning and
precipitated its share of litigation.218
214. E.g., Bittker, supra note 1, at 281-82. As an historical matter, Crane has played an
especially important role in the syndication and public sale of tax sheltered investments, at least
partly because of Treasury Regulations under which, until recently, the basis of members of a
limited partnership in their partnership interests could be increased by their proportionate share
of partnership debt only if the debt was without personal recourse against the partnership or any
of its partners. See Treas. Reg. § 1.752-iT(e) (1960). In general, more technical matters such as
this, on which by themselves there is a substantial literature, are put to one side for purposes of
this Article. See generally Coven, supra note 1, at 47-60; Epstein, supra note 1, at 105-14;
Ginsburg, supra note 1, at 720. The regulations in question have recently (and extensively) been
amended. As amended, they now require that recourse liabilities of a partnership be allocated in
accordance with "economic risk of loss." Treas. Reg. § 1.752-2(a) (1991). More importantly,
they effectively allow deductions attributable to partnership non-recourse liabilities in excess of
basis to be allocated to a partner only to the extent that gain associated with the subsequent
restoration to income of amounts attributable to those prior deductions is required to be included
in the gross income of the partner who originally benefitted from the deductions. See id. §§
("minimum gain chargeback" rule). Even so, it remains the case under id. §
1.704-2(b) (2), -2(f)
1.752-2(a), -3(a), that basis in property attributable to liabilities of a limited partnership can be
allocated to the limited partners only if the liability is a non-recourse liability.
215. See, e.g., Anderson, supra note 1; Cooper, supra note 1, at 716. For the other side of
the argument see, e.g., Barnett, supra note 1; Halpern, supra note 13.
216. Although originally enacted with a quite limited scope, "at risk" was extended to investments in all depreciable assets other than real estate in 1978, and in 1986 it was extended to real
estate as well. See supra note 206. See generally Cooper, supra note 1, at 680-82.
217. I.R.C. § 465(b)(2) (1988). Furthermore, presumably in response to the belief that the
real underlying problem is a misallocation of the risk of ultimate loss, amounts as to which the
owner of an asset are protected from loss through arrangements "similar" in effect to nonrecourse
debt are also excluded from the amount at risk. Id. § 465(b)(4).
218. See infra notes 339, 383 and accompanying text.
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3.

The Conceptual Deficiency with At Risk

From a technical perspective, the most obvious puzzle about section
465 is why Congress elected to superimpose a separate limitation on the
basis implications of Crane, instead of simply overruling the decision. 9
One plausible answer is that, even though Crane has had its detractors, it is
For one thing, as the analysis in Part I
far from obviously wrong. 2
makes clear, under a variety of assumptions borrowing to acquire a depreciable asset confers no advantage, irrespective of whether the borrower is
personally obligated to repay the loan, and, indeed, even in circumstances
in which the investment temporarily produces a loss. 21 So the presence
of nonrecourse debt is certainly not sufficient to make for a matter of concern. 22 On the other hand, where borrowing to buy a depreciable asset
does confer an advantage, that same advantage can be obtained using personal recourse debt. So nonrecourse debt is not even a necessary feature of
of
the tax shelter problem. It was perhaps in response to considerations
22 3
this sort that Congress refrained from expressly overruling Crane.
More fundamentally, section 465 appears to confuse the question of
who may rightly be considered the "owner" of an asset (and therefore entitled to depreciate it), a determination to which the risk of loss of the asset
might be regarded as relevant, 4 with the very different matter of
whether a nonrecourse loan is really a loan. It is probably a misconception
to regard nonrecourse debt as qualitatively different from personal recourse
debt: For any number of reasons, the obligor on a nonrecourse loan might
choose to repay amounts for which she was not personally liable.22 5 In
any event, it is surely a misconception to regard a loan with personal re219. That is precisely the solution to the "tax shelter problem" proposed by Anderson, supra
note 1, and, in effect, by Cooper, supra note 1, at 716.
220.

See, e.g., CHIRELSTEIN, supra note 1, § 13.01.

221. See supra Table VI-A.
222. For example, the analysis of the implications of Crane developed in CHIRELSTEIN, supra
note 1, § 13.01, which itself suggests that the problem (if any) is with the presence of accelerated
depreciation rather than the treatment of debt, does not even turn on whether the debt is nonrecourse debt.
223. Shaviro, Risk and Accrual, supra note 5, at 425, asserts that overruling Crane was "never
even considered" at the time that Congress enacted I.R.C. § 465.
224. In some settings the residual risk of loss is regarded as crucial to the determination of
"ownership" for tax purposes, especially in connection with so-called "leveraged" equipment
leases. See, e.g., Rev. Proc. 75-21, 1975-1 C.B. 715. Given the prevalence of insurance, routinely used to allocate the risk of loss away from those who unambiguously are the true "owners"
of property, that position is not self-evidently correct. But see Levien v. Commissioner, Tax Ct.
Rep. Dec. (P-H) 130.9 (August 2, 1994) (Halpern, J., concurring).
225. A borrower might, for example, voluntarily repay a nonrecourse loan to protect his
subsequent access to credit. With respect to an asset owned by a limited partnership, this might

Tax Shelter Abuse Reconsidered

323

course as though it were essentially risk free. The borrower. might become
insolvent; a secured lender might be foreclosed by an anti-deficiency judgment statute (or by other considerations) from attempting to satisfy any
unpaid balance from the obligor. So a loan taken out with personal recourse may very well fail to be repaid. The actual riskiness of any particular
(secured) loan ultimately turns on a number of considerations, of which the
formal presence of personal recourse is only one."2 6 Consequently, at
least in any "conventional" setting-in which a loan is obtained on arm's
length terms from an independent lender 227-nonrecourse loans as a class
are ex ante indistinguishable from personal recourse loans.
By the same token, nonrecourse loans are, in principle at least, indistinguishable from personal recourse loans ex post. That assertion is selfevidently true if the loan is actually repaid. But if, to the contrary, a nonrecourse debt isn't repaid, the obligor will be required to include in gross
income any unrepaid portion of the loan.2
It has been established,
moreover, that taxation at the time of default measures properly the change
in the defaulting debtor's net worth. 229 That is, it serves as a complete ex
very well occur where debt was made nonrecourse for the express purpose, under section
1.752-1(e) of the Income Tax Regulations (as they existed before their amendment in 1991), of
securing an allocation to the limited partners of a share of the basis in partnership assets attributable to the liability. See supra note 214. The general partners, in particular, whose ability to
finance subsequent investments might turn on their credit reputation, might well elect to satisfy a
nonrecourse loan in default.
226. See generally Yishai Beer, The Taxation of the Risk Component in a Loan: An Option Analysis, 57 TAx NOTES 525 (1992); Shaviro, Risk and Accrual, supra note 5, at 427-3 1.
227. See supra note 19 and accompanying text; infra Part II1.
228. See supra notes 71-72, 211, 213 and accompanying text. That is, it will either be included in gross income as cancellation of indebtedness under I.R.C. § 61(a)(12) (1988); or, more
typically, included in the amount realized on the disposition of property under I.R.C. § 1001
(1988 & Supp. V 1994), and Treas. Reg. § 1.1001-2(a)(1) (1980) and the rules of Crane and
Tufts. See generally Barnett, supra note 1; Coven, supra note 1, at 67-68; Glenn E. Coven, Redefining Debt: Of Indianapolis Power and Fictitious Interest, 10 VA. TAX REV. 587 (1991).
Very different treatment would prevail under a consumption tax. See supra note 192 and
accompanying text. If, for example, borrowing generally was includable in income while repayments of both principal and interest were deductible, see, e.g., Andrews, Consumption Tax, supra
note 99, at 1153, cancellation of indebtedness presumably would not be taxed, since actual repayment would have given rise to a deduction. Compare I.R.C. § 108(e)(2) (1988), which excludes
from gross income the cancellation of any obligation which, if it had been repaid, would have been
deductible.
229. See Coven, supra note 1, at 69; Coven, supra note 228. The force of this argument can
be easily illustrated by imagining that, at the moment the loan definitively went into default, the
obligor instead had received a taxable cash payment of appropriate size that she had then applied
to pay off the loan. There would then be no actual cancellation of indebtedness (and therefore
no COD income); but the receipt of the cash payment would increase the obligor's income by
precisely the amount that would have been taxed to her as cancellation of indebtedness income if
the loan had gone into default. More generally, it has recently been shown that COD always
produces the proper Haig-Simons result for any debt instrument on which interest "economically"

324

42 UCLA LAW REvIEw 263 (1994)

post corrective to the original exclusion of the loan proceeds from the
debtor's gross income. That conclusion applies, moreover, with equal force
2 30
to recourse and nonrecourse indebtedness alike.
In short, as long as interest properly accrues to, and some form of
COD rule applies to, a nonrecourse loan, it is indistinguishable in principle
from a personal recourse loan. Ex ante, the differences are of degree. Ex
post, the nonrecourse borrower will be taxed in the same, conceptually
accurate fashion as any other borrower, regardless of whether the loan is
actually repaid. The implication, made explicit by Glenn E. Coven, is that
section 465, in distinguishing for these purposes between recourse and
nonrecourse loans, is indefensibly inconsistent with the proper income tax
treatment of debt. 3' The notion, then, that nonrecourse debt is sufficiently "different" to warrant singling it out for disadvantageous tax treatment is just not theoretically sound.232
This is not to say that nonrecourse debt is altogether lacking in charac2 33
teristics that made it useful in connection with depreciation shelters.
In particular it may have had marketing advantages, in persuading prospective public investors in tax shelters marketed through limited partnerships
that they would not actually be called on to satisfy partnership liabilities in
the event of default. Even to the extent that was so, however, it did not
carry with it the implication that those investors would be spared taxation

to the extent that the liabilities actually went unrepaid.234
accrues. Sims, Two Propositions, supra note 72. See also, supra notes 23, 84 and accompanying
text.
230. In other words, to the extent that the cancellation of indebtedness rules work properly,
obligors even on unrepaid nonrecourse loans are taxed in a manner that is consistent with
changes in their economic well-being. If on the other hand they were not, then obligors on both
recourse and nonrecourse debt would be taxed incorrectly in the event of default.
As matter of practice, cancellation of nonrecourse debt is usually characterized as gain from
the disposition of property, where, in otherwise comparable circumstances, cancellation of a
personal recourse loan produces (ordinary) COD income. See Commissioner v. Tufts, 461 U.S.
300 (1983); Treas. Reg. § 1.1001-2(a)(2)-(c) (Examples (7) and (8)) (as amended in 1980); see also
Barnett, supra note 1, at 13-15. Congress can, of course, easily rectify any such discrepancies.
231. See Coven, supra note 1, at 64-71; Shaviro, Risk and Accrual, supra note 5, at 427-431.
232. To the contrary, and, in the view taken here, incorrectly, see Anderson, supra note 1.
233. For one thing, nonrecourse debt was effectively required to be used in depreciation
shelters marketed through limited partnerships, if the limited partners were to have a basis in
their partnership interests that included the partnership debt. See supra note 214.
234. See supra note 212. There is room to believe that such gains were not always meticulously reported. See, e.g., Bittker, supra note 1, at 277. One suspects, moreover, that tax shelter
promoters were no more aggressive than the minimum on which their tax advisors insisted in
making prospective investors aware of the tax consequences when a depreciation shelter "burned
out." See generally Ginsburg, supra note 1.
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More importantly, it seems unlikely that the absence of personal recourse ever really was an important consideration where conventional loans
by third-party lenders were concerned. Such loans, when made, were
intended to be enforced. But a far greater proportion of tax shelters than
has hitherto been recognized did not actually use conventional debt. They
employed purchase-money financing instead. In that setting, the use of
explicitly nonrecourse purchase-money debt was surely the easiest way of
signalling to prospective investors that it was not really meant to be
enforced. As will become clear, however, when we take up the topic in
Part III, it was the purchase-money nature of the financing itself, not the
fact that it was technically nonrecourse, that was most fundamentally the
key to the problem. 235 So, in focussing generally on nonrecourse debt,
section 465 was not merely conceptually unsound, but practically wide of
the mark.236
In all events, section 465 proved not to be especially effective at curbing the public proliferation of depreciation shelters. If anything, it appears
that they became more of a problem-both more prevalent and more aggressive-even after the scope of section 465 was expanded in 1978.237
C. The "Passive Loss" Limitations
During the early 1980's, Congress responded with a barrage of new
administrative provisions, dealing, it seemed, with every symptom it could
This wave of legislation did not, howimagine of tax shelter activity.'
235. See infra note 339 and accompanying text.
236. The most recent of the major amendments to section 465, the extension to real estate
in 1986, itself reflects at least tacitly the soundness of the assertions in this paragraph. That
extension was adopted subject to an explicit exception for nonrecourse loans made by independent third parties regularly engaged in making commercial loans, now found in I.R.C. § 465(b)(6)
(1988 & Supp IV 1993). The progenitor of that provision was a comparable exception, first
adopted when the at risk rules were extended to the investment credit in 1981. See I.R.C. §
46(c)(8)(repealed & amended in part in 1984). See generally supra note 64 and accompanying
text.
237. It is difficult, however, to arrive at a sensible judgment on this question. At-risk was
not extended to real estate, one of the most common depreciation shelters, until 1986, when the
passive loss limitations were simultaneously enacted. Given the impact the latter provisions have
actually had, it is possible only to guess at what ultimate impact I.R.C. § 465 might have had if
left to its work unimpeded.
238. The list of initiatives is long. Apart from the provisions-enacted in 1982-providing
for the determination of partnership tax items at the partnership level, I.R.C. §§ 6221-32 (1988)
(added by TEFRA, supra note 106, §§ 401-05, 96 Stat. 324, 648-70 (1982)) and administrative
efforts to step up the investigation of "abusive" tax shelters, Rev. Proc. 83-78, 1983-2 C.B. 595,
Congress took several other types of action: It enacted statutory provisions that required promoters of publicly-offered tax shelters to register their offerings with the I.R.S., and to furnish the
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ever, manifest any coherent view of the underlying problem. Many of the
specifically anti-tax-shelter rules were keyed to the existence of a "tax shelter," or an "abusive" tax shelter, terms that were defined only in a symptomatic way. 239 Despite their lack of coherence, those provisions apparently did enable the I.R.S. to begin making inroads on the problem.2 4
Nevertheless, by the time Congress took up what became the Tax Reform
Act of 1986, it evidently remained unsatisfied. Without a great deal of
legislative deliberation,24' section 469, with its limit on the deductibility
of losses attributable to "passive activities," materialized as part of that Act.
If section 465 flowed from a plausible, if unsound, preconception,
rather less can be said on behalf of section 469. The latter does not really
registration number to investors, I.R.C. §§ 6111(a)-(b)(1) (1988), 6707(a)-(b)(1) (1988) (added by
the Deficit Reduction Act of 1984, Pub. L. No. 98-369 [hereinafter DEFRA], § 141(a)-(b), 98
Stat. 494, 677-81); required investors in registered tax shelters to include the registration number
with their individual tax returns, I.R.C. §§ 6111(b)(2) (1988), 6707(b)(2) (1988) (added by
DEFRA, § 141(a)-(b), 98 Stat. 494, 677-81 (1984)); required the promoter of any "potentially
abusive" tax shelter to furnish the I.R.S., upon request, with a list of investors, I.R.C. §§ 6112
(1988), 6708(a) (1988) (added by DEFRA, § 142, 98 Stat. 494, 681-82); levied penalties on promoters of "abusive" tax shelters, I.R.C. § 6700 (1988 & Supp. IV 1993) (added by TEFRA, supra
note 106, § 320, 96 Stat. 324, 611 (1982)), and on anyone who knowingly abets the understatement of another person's tax liability, I.R.C. § 6701 (1988 & Supp. IV 1993) (added by TEFRA,
supra note 106, § 324, 96 Stat. 324, 615-16 (1982)); authorized the I.R.S to obtain injunctions
against further violations of § 6700 or § 6701 by prior violators of either provision, I.R.C. § 7408
(1988) (added by TEFRA, supra note 106, § 321(a), 96 Stat. 324, 612 (1982)); levied special penalties on any "substantial understatement" of tax liability, which are particularly difficult to avoid
where the understatement is attributable to a tax shelter, I.R.C. §§ 6661(a), 6661(b)(2)(C)(i)
(added by TEFRA, supra note 106, § 323, 96 Stat. 324, 613-15, as amended by the Omnibus
Budget Reconciliation Act of 1986, Pub. L. No. 99-509 [hereinafter OBRA (1986)], § 8002(a),
100 Stat. 1874, 1951 (recodified as part of I.R.C. § 6662 (Supp. IV 1993) by the Omnibus Budget
Reconciliation Act of 1989, Pub. L. No. 101-239, § 7721, 103 Stat. 2395-99 (1989) [hereinafter
OBRA (1989)])); and special penalties on understatements of tax attributable to the overvaluation
of property, I.R.C. § 6659 (1988) (added by the Economic Recovery Tax Act of 1981, Pub. L.
No. 97-34, § 722(a)(1), 95 Stat. 172, 341-43 (recodified as part of I.R.C. § 6662 (Supp. IV 1993)
by OBRA (1989) § 7721, 103 Star. 2106, 2395-99)); and increased the interest rate on deficiencies attributable to "tax-motivated" transactions to 120% of the otherwise applicable rate, I.R.C.
§ 6621(d) (added by DEFRA, supra, § 144, 98 Stat. 494, 682-84). See generally Cooper, supra
note 1, at 682-84, 686-87; Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 524-27.
239. For example, a "tax shelter" required to be registered with the I.R.S. under I.R.C. §
611 1(a) was defined roughly as an enterprise that appeared to hold out the prospect of tax savings
during any of its first five years equal to a participant's investment. I.R.C. § 611 l(c) (1988). A
"potentially abusive" tax shelter was defined to include any tax shelter required to be registered
pursuant to I.R.C. § 6111 (a) and any other arrangement "having a potential for tax avoidance or
evasion." Id. § 6112(b)(2).
240. See, e.g., Zelenak, supra note 5, at 526-27. Indeed, during the early 1980's the I.R.S.
successfully obtained injunctions pursuant to I.R.C. § 7408 against a number of promoters of
what seemed to be genuinely "abusive" tax shelters; but, as will be developed infra Part III.C,
apparently all those injunctions were obtained against promoters of arrangements involving what
is identified in this Article as the key to the problem of tax shelter abuse. See infra Part III.
241. See, Bankman, supra note 5, at 24-25; Peroni, supra note 5, at 18-20.
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apply to what its definitional structure seems, on the surface, to imply.2 42
Whether evaluated in terms of what it purports to do or what it actually
does, the justifications given for its enactment seem weak. 243 It has, on
the other hand, been effective not merely at curtailing the traffic in "abusive" tax shelters but more generally at deterring investments by individuals
in depreciable assets. All that may have been accomplished, however, only
at substantial economic cost.
1.

Section 469

Taken at face value, section 469 appears to assign income or loss derived by taxpayers subject to its provisions, principally individuals, 244 to
one of three categories: (1) "passive activities" (on the surface, at least, any
trade or business in which the taxpayer does not "materially participate");
(2) "portfolio" income (such as interest or dividends); and (3) "active"
endeavors (those in which a taxpayer does "materially participate," specifically including the performance of personal services, and encompassing
almost everything else).2 45 The modus operandi of section 469 is basically
simple: Losses from "passive activities" may not be applied against either
"active" or "portfolio" income. They may be deducted only against current
year income or gain (if any) from other passive activities. Otherwise they
are "suspended" pending the materialization of "passive" income or gain
against which to apply them in later years, or until the owner finally disposes of the activity. Whether an individual has "materially participated"
in an activity (and thereby avoided the "passive" classification) is determined using a set of tests that are collectively byzantine but of an essen246
tially quantitative nature.
242. See infra Part II.C.1.
243. See infra Part II.C.2. See generally, Bankman, supra note 5; Peroni, supra note 5;
Zelenak, supra note 5.
244. To forestall the most obvious means by which individuals might circumvent the limitations, they also apply to estates, trusts, and, in a modified way, to "closely held" C Corporations,
and personal service corporations. I.R.C. §§ 469(a)(2), (e)(2) (1988).
245. I.R.C. §§ 469(c)(1), (e)(1) (1988). Disallowing losses from "passive" activities is in some
sense the converse of the scheme governing taxation of "unrelated trade or business income" of
tax-exempt organizations, which are taxed on income derived from an active unrelated business,
but exempt from tax on items like dividends and interest, which collectively and colloquially are
often referred to as the "passive investment income" of such organizations. See I.R.C. §
512(a)-(b) (1988 & Supp. V 1994). The analogy becomes even more suggestive when one considers the fact that, despite the general exemption from the unrelated business income tax for portfolio income, debt-financed investments (includingdebt-financed portfolio investments) by exempt
organizations are likewise subject to tax. I.R.C. § 514 (1988 & Supp. V 1994).
246. I.R.C. § 469(h) (1988); Temp. Treas. Reg. § 1.469-5T (as amended in 1992).
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Other students of section 469 have already pursued the task of parsing
its complex definitional structure. 247 The intricacies of the taxonomy
aside, what section 469 is about, at bottom, is the isolation of losses from
depreciable assets that are not owned by the full-time operator of a real
"trade or business." That is, it applies primarily to assets held (colloquially
(including specifically investments that produce
speaking) as "investments"
"rental" income). 248 It does not, however, apply to the most common
passive investments, namely "portfolio" investments in financial assets that
produce dividends or interest."' So the "passive activities" whose losses
are limited by section 469 consist principally of those from investments in
depreciable assets. As one actually examines the statutory structure it
becomes increasingly clear that a genuine "trade or business," in which an
individual does not "materially participate," is not really the object of the
chase. Although written obliquely, the real target seems to be non-trade or
business investments, in depreciable but not financial assets. ° Lewis Carroll
himself would be impressed.
In fact, what section 469 really has in mind are debt-financed investments in depreciable assets. Depreciation allowances rarely take the form
of immediate expensing. Equity investments in depreciable assets do not
typically show losses induced solely by depreciation, even by accelerated
depreciation. Since the passive loss rules limit only the deductibility of
247. See, e.g., Peroni, supra note 5, at 20-62; Bankman, supra note 5, at 20-24; Zelenak,
supra note 5, at 555-62.
248. I.R.C. § 469(c)(2) (1988).
249. Id. § 469(e)(1)(A)(i)(I).
250. A "passive activity" is defined initially as any "trade or business" (other than the performance of personal services) in which the taxpayer does not "materially participate." I.R.C. §§
469(c)(1), (e)(3) (1988). But the I.R.S. is authorized to define the term "trade or business" to
include non-"trade or business" income-producing activities. Id. § 469(c)(6). On the other hand
all income (like interest and dividends) from portfolio investments-the most clearly passive income producing activities-are never "passive" for purposes of section 469. Id. § 469(e)(1). Then,
though "material participation" by an individual is superficially the touchstone to whether nonportfolio activities are "passive," any "rental activity"-the next most common form of non-trade
or business income-producing activity (and that which most characteristically involves depreciable assets)-is deemed to be "passive," regardless of the extent to which an individual actually
participates. So the most typically passive income isn't treated as "passive" for purposes of section 469, whereas the most prevalent source of investment losses is deemed ipso facto to be "passive" whether such losses are actually passive or not. If it were not so self-evidently a concession
to regional political considerations, it Would be ironic that the statute specifically excludes oil
and gas working interests from the category of "passive" activities, even if the taxpayer does not
participate in the activity (except as a purely passive investor) at all. Id. § 469(c)(3)-(4) (1988).
As if the objective weren't sufficiently clear, the I.R.S. has exercised regulatory authority to
provide that activities involving "significant" (but not "material") amounts of taxpayer participation produce portfolio income but (non-deductible) "passive" losses. See Temp. Treas. Reg. §
1.469-2T(f)(1)-(2) (as amended in 1993).
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losses, they will therefore most characteristically apply only to debt-financed
investments.25 1 Subject to some narrowly drawn exceptions,2 52 then,
the principal impact of section 469 is to isolate losses from debt-financed
investments in depreciable assets from deductibility against both personal
services and other investment income.
2.

The Congressional Justifications

Other students of the subject have also explored the persuasiveness of
the grounds advanced in the committee reports on behalf of this
scheme." 3 Whether viewed as a defense of limiting losses from "passive"
business activities, or of losses from investments in depreciable assets, the
stated justifications are unconvincing. Indeed, many of the least persuasive
defenses of limitations on the deductibility of interest were deployed by
Congress in support of section 469.254 The suggestion that it will deter
"undue" investments in tax-favored assets is wrong; at best it may deter a
small fraction of those investments, made by certain taxpayers (principally
individuals), that are financed in a particular way.255 The claim that it
will deter investments in "less productive" activities-presumably those that
produce depressed pre-tax returns but are attractive to investors because of
tax benefits-ignores the fact that, with reasonably functioning capital
markets, a depressed pre-tax rate of return is characteristicof an effectively
tax-preferred asset.256 Most directly to the point, the claim that "passive"
251. Because of the way in which I.R.C. § 469 is actually structured, of course, it in fact will
operate to disallow such losses as well, a feature that may not be in keeping with their underlying

objective, and that has led some students of these rules to criticize them as being (among other
things) overly broad. E.g., Bankman, supra note 5, at 30; Peroni, supranote 5, at 69-82; cf. Rock
& Shaviro, supra note 5, at 54-55.
252. Prominent among these is an exception for up to $25,000 in otherwise passive losses
derived from the rental real estate activities in which the taxpayer "actively" (even if not
"materially") participates. I.R.C. § 469(i) (1988 & Supp. V 1994).
253. E.g., Bankman, supra note 5, at 24-29; Zelenak, supra note 5, at 513-29.
254. See supra Part II.A. In particular, the committee reports take up the claim that "appearances" are important, and that the widespread availability to well-to-do wage earners of depreciation shelters will undermine compliance by rank and file taxpayers. But, as pointed out by others
(and as echoed above), that is a more powerful argument for the elimination of the underlying tax
preferences themselves than for curbing debt-financed purchases of tax-favored assets. See, e.g.,
Bankman, supra note 5, at 49; Peroni, supra note 5, at 6; Zelenak, Anti-Tax Shelter Provision,
supra note 5, at 542-47.
255. E.g., Bankman, supra note 5, at 29.
256. A depression in pre-tax returns to tax-favored assets is generally to be expected. See,
e.g., supra Tables VI-A & VI-B; supra notes 127-128 and accompanying text; Bailey, supra note
62, at 1159-65; Warren, Economic Profit, supra note 1, at 990-91; Zelenak, Anti-Tax Shelter Provisions supra note 5, at 513-15; cf. STAFF OF THE JOINT COMMITTEE ON TAXATION, 100TH
CONG., 1ST SEss., GENERAL EXPLANATION OF THE TAX REFORM ACT

OF 1986, at 212 (Comm.
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investors (as contrasted with "active" participants in a business) might be so
seduced by tax benefits as to be indifferent to the returns they will actually
realize on genuine investments seems absurd.257 Perhaps Congress came
closest to candor when it acknowledged a desire to confine the availability
of tax-preferences to the actual inhabitants of the industries to which the
preferences were granted."5 ' As one observer put it, however, that par'
ticular justification "explains what Congress intends, but not why." 259

3.

The Impact of Section 469

What can be said on behalf of section 469? For one thing, it has effectively shut down debt-financed investments by individuals in depreciable
assets and the public syndication of such investments.'60 There are some
to whom those facts alone are enough.2 6' And it does have its defenders
Print 1987) [hereinafter

GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1986].
257. See Bankman, supra note 5, at 30-31. This particular theme-that, when considering
tax sheltered investments, the normal prudence with which investment decisions are approached
is thrown to the winds, and that, in the evocative language quoted by Cooper, investors' minds
"turn to mush" (Cooper, supra note 1, at 667)-is echoed not only in the legislative history to
I.R.C. § 469 but in that of I.R.C. § 465 as well. See STAFF OF THE JOINT COMMITTEE ON TAXATION, 94TH CONG., 2D SESS., GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1976, at 35

(Comm. Print 1976). ("[T]axpayers ... can be led into investments which are otherwise economically unsound and which constitute an unproductive use of investment funds."); GENERAL
EXPLANATION OF THE TAX REFORM Acr OF 1986, supra note 256, at 212 ("A taxpayer who
materially participated in an activity was viewed as more likely than a passive investor to approach the activity with a significant nontax economic profit motive, and to form a sound judgment as to whether the activity had genuine economic significance and value.").
It seems undeniable, however, that tax shelter investors did manifest substantial appetites for
investments with little apparent economic value. In Part III.C I suggest, however, that the defining characteristic of such investments-what really made them seem so economically ephemeral-was neither the investor's "passive" relationship to the investment nor the presence of
nonrecourse debt, but that, through the medium of purchase-money debt, they were made in
virtually non-existent assets.
It has recently been suggested that the phenomenon of apparently indiscriminate tax-shelter
investment was the result of "cognitive error" on the part of investors, who, "anchored" in the
belief that shelters were attractive investments, adhered to those beliefs even though, as the
result of capitalization, they were no longer sound; and, consequently, that I.R.C. § 469 was a
rationally excessive congressional response, calculated to correct "entrenched patterns of
thought." Edward J. McCaffery, Cognitive Theory and Tax, 41 UCLA L. REV. 1861, 1916-1922
(1994). That is an intriguing question. I suggest, nevertheless, that investing in genuinely abusive tax-shelters might not have been ex ante irrational at all; and that the cognitive error, if
any, lay in the congressional failure to understand what was really going on.
258.

See GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1986, supra note 256, at

212-13.
259. Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 577 (emphasis in original).
260. E.g., Moriarty & Rosen, supra note 16; see also Johnson, Response, supra note 5, at
619-25.
261. E.g., Johnson, Response, supra note 5.
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in principle.26 Even to perhaps the most ardent proponent of borrowing
limitations, however, section 469 is just "dirty" but necessary legislation.263
The problem is that in enacting section 469, Congress effectively shut
down all debt-financed investments in depreciable assets by investors subject to the rules, without ever having specified in any convincing way just
why it is that all such investments ought to be curtailed. Consequently,
academic reaction to the passive loss limitations has on balance (though
not uniformly) been critical. The principal criticisms have been that, in a
quantitative sense, section 469 does not substantially curtail the underlying
tax preferences; 264 that, since it affects primarily debt-financed investments, it does little to tax-preferred investments by the most well-to-do
individuals, who need not resort to borrowing; and that, on the other hand,
where debt-financed investments are concerned, it disallows both real
economic losses and those induced solely by tax-favored treatment.2 61 It

has also been shown that section 469 will have undesirable economic effects, 21 including a tendency to encourage less rather than more risky investments. 267 Almost surely it will impede the capitalization of tax benefits that tends to eliminate both the inequities associated with the taxpreferred assets and the advantages of financing their acquisition with
262. Section 469 has been conceptually defended as limiting the deductibility of losses attributable to "non-incentive" tax preferences, see supra notes 104, 171-173 and accompanying text,
thereby bringing the income tax base closer to the Haig-Simons accretion tax ideal. See Rock &
Shaviro, supra note 5. The basis for this claim is that the difficulty of measuring income or loss
from assets subject to preferences like unrealized appreciation should not be allowed to infect the
measurement of income from other sources that we can more accurately measure. Rock &
Shaviro point to the prevalence of asset overvaluation in depreciation shelters as buttressing the
plausibility of this rationale for the passive loss limitations. Id. at 18-19. The basic difficulty
with Rock & Shaviro's claim is that the actual operation of section 469 is not actually confined
to the effects of "non-incentive" preferences. Zelenak, Anti-Tax Shelter Provisions, supra note 5,
at 520-24; Peroni, supra note 5, at 69-7 1. Moreover, the overvaluation of depreciable assets in
leveraged tax shelters can be better explained (and more easily corrected). See infra Part Ill. For
other defenses of the passive loss limitations, see, e.g., Koppelman, At-Risk, supra note 5, at
105-11; McCaffery, supra note 257, at 1916-1922; Shaviro, Selective Limitations, supra note 5, at
1255-56.
263. Johnson, Response, supranote 5, at 619-25. To be fair, the specific acknowledgement
was simply that I.R.C. § 469 "is not clean legislation." Id. at 624.
264. E.g., Peroni, supra note 5, at 103-04; Zelenak, Anti-Tax Shelter Provisions, supra note 5,
at 539-47; see also Bankman, supra note 5, at 29.
265. E.g., Bankman, supra note 5, at 30-31; Peroni, supra note 5, at 69-73; Zelenak, AntiTax Shelter Provisions, supra note 5.
266. E.g., Peroni, supra note 5, at 86-95.
267. Bankman, supra note 5, at 32-37.
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debt.26 On balance, most studies of section 469 have ended up urging its
repeal. 69
To be completely direct, section 469 seems to be barren of any defensible foundation. 70 What is more, it was effectively retroactive.2 7' Subject to a brief phase-in, its limitations were applied to investments made
long before it was enacted. 7
So it was not merely result oriented but
opportunistic. In the final analysis, about all that can be said on behalf of
section 469 is that it has shut "abusive" tax shelters down. But the costs
have been high, and, as the next two sections will show, they have been
almost entirely unnecessary.
III.

THE TEAKETTLE (AND OTHER TAx SHELTER ABUSES)

A juxtaposition of the matters recounted in Parts I and II exposes the
core of what might be described as the tax shelter conundrum. Part I sug268. See supra Parts I.D-E; see also Bankman, supranote 5, at 43-45.
269. E.g., Bankman, supra note 5; Peroni, supra note 5; Zelenak, Anti-Tax Shelter Provisions,
supra note 5.
270. A somewhat less official account of how the passive loss limitations came into being is
that they were part of a package of provisions that was stitched together to pay for the dramatic
cuts in individual rates enacted with the Tax Reform Act of 1986, provisions formulated essentially by throwing principle to the wind. In the late summer of 1986, after tax reform legislation
had cleared the House of Representatives, the matter was widely regarded as on the verge of
collapse because of an inability to arrive at a "revenue neutral" legislative package incorporating
cuts in individual rates acceptable to the Reagan administration. After a Senate Finance Committee retreat, new draft legislation emerged, incorporating what eventually became I.R.C. § 469.
See, e.g., Minarik, supra note 58, at 1370. That bill contained a variety of revenue "enhancing"
provisions that were otherwise conceptually questionable, including the two percent floor under
the allowability of miscellaneous itemized deductions now found in I.R.C. § 67, and the phaseout for higher income taxpayers of the benefit of lower marginal rates that led to the so-called
"hump-rate" structure of the 1986 Act.
271. See Peroni, supra note 5, at 83-85.
272. Indeed, section 469 may well have been designed to contribute to the revenue raising
objective precisely because it would retroactively inflict disallowance on losses from existing debtfinanced investments in depreciable assets, particularly those that were legitimate under the law
that prevailed at the time they were made. E.g., Minarik, supranote 58, at 1370; see also Peroni,
supra note 5, at 19-20. This speculation does have the virtue of consistency with some facts.
Much of the tax sheltering activity of the early 1980's was fostered by the massive increase in
investment incentives enacted in 1981. In 1986 those same incentives were scaled back to below
pre-1981 levels. See supra notes 194-195 and accompanying text. So it was all but inevitable
that the wave of tax shelter activity eventually would subside on its own. See, e.g., Bankman,
supra note 5, at 47; Shaviro, Risk and Accrual, supra note 5, at 426. (Indeed, given the nearly
fourfold reduction in depreciation rates for real estate, it is currently quite unlikely that legitimate
real estate investments will produce substantial tax losses, even if they are substantially debtfinanced.) Consequently, I.R.C. § 469 may have been largely unnecessary except for its revenueraising potential during the transition to the scaled-back system of depreciation simultaneously
enacted in 1986.
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gests, with some qualification, that the effects of debt-financed purchases of
tax-favored assets may be as benign as they are problematic. That analysis
does little, however, to explain the undeniably real phenomenon of tax
shelter "abuse," concern for which surely played a part in provoking the
legislative responses recounted in Part 11.273 The resulting tension was
captured vividly at the midpoint of an especially thoughtful analysis of taxarbitrage, when Alan Auerbach noted that:
To many observers of the tax shelter process, the preceding analysis [of the
capitalization of tax benefits] must appear lacking in verisimilitude. Where

of questionable legality
are the "pigs feeding at the trough," the tax shelters
74
promising enormous first-year tax deductions?1
Given the implications of Part I, Professor Auerbach poses the central
question where depreciation shelters are concerned. It is a question to
which several different answers have been proposed. That suggested by
Professor Auerbach himself lies generally in investors' needs for portfolio
diversification, which prevents high-bracket investors from concentrating in
tax-preferred assets to the point at which tax benefits are fully capitalized, 27 so that windfall benefits remain.276 Others have offered different accounts, ranging from avarice and ignorance on the part of tax shelter
investors2 77 to misrepresentations. by tax shelter promoters. 27 Many of
273. Some observers have suggested that the stated Congressional justifications for the passive
loss limitations exclude the possibility that they were intended to deal with "abusive" shelters.
E.g., Zelenak, supra note 5, at 527. But the unconvincing nature of the stated justifications,
combined with the shortcomings of legislative history as a reliable guide to Congress's real intent,
surely leaves room to think otherwise. Cf. Wisconsin Public Intervenor v. Mortier, 501 U.S.
597, 619-21 (1991) (Scalia, J., concurring). Indeed, the most plausible explanation of section
469 is some combination of the need to finance the 1986 individual rate cuts, see supra notes
270, 272 and accompanying text, a real concern for abuses involving debt-financed purchases of
depreciable assets, and the inability to put a congressional finger on what really gave rise to the
abuse. See infra Part IV.C.
274. Auerbach, supra note 5, at 208.
275. Id. at 208-12. Auerbach's lack of complete confidence in this explanation, however,
can be detected elsewhere, as when he notes that the "very idea of a tax shelter suggests that
there is more to it than the straightforward combination of its apparent parts. This may simply
be an illusion, but if not .... " Id. at 219. At yet another point, on the other hand, Professor
Auerbach was closer to the mark, when he mused about the theoretical possibility of investors
"going short" in depreciable assets. Id. at 206-07, 215. See infra notes 361-362 and accompanying text.
276. See supra Table VI-B and accompanying text.
277. E.g., Cooper, supra note 1, at 667-68; Rock & Shaviro, supra note 5, at 19; Bankman,
supra note 5, at 46-47; see also supra note 257 and accompanying text; cf. McCaffery, supra note
257, at 1916-1922 (attributing the phenomenon to "cognitive error").
278. See, e.g., Zelenak, Anti-Tax Shelter Provisions, supranote 5, at 524; Bankman, supranote
5, at 46-47.
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these are illustrated by the observation that tax shelters subject to the
passive loss limitations:
often relied to a substantial extent on the overvaluation of property, supported by sales that either were not at arm's length or were inflated by the
creative use of nonrecourse debt. This supported the view that tax shelter
transactions were uniquely prone to involve overvaluation, either because

their effectiveness depended upon the creation of large tax losses available
for use against other income, or because the burgeoning tax shelter market
of the early 1980's somehow caused promoters and investors to suspend the
exercise of ordinary caution and judgment. 7 9

In some instances the problem has been no more precisely described than as
achieving benefits from the purchase of depreciable assets that Congress
never intended or that "serve[] no public purpose." 280
Such considerations surely contributed to the dimensions of the problem. Nevertheless, by narrowing the inquiry to the use of purchase-money
debt,"' this section spells out in detail just how it was that tax shelter
promoters could exploit depreciable assets in ways that Congress never
intended. Using techniques that were, if clearly aggressive, not clearly
contrary to the law as it existed little more than a decade ago, purchasemoney debt could be used to torture beyond recognition the examples
developed in Part I. The results were certainly avaricious, but to accomplish them did not require incomplete capitalization of tax benefits, nor did
they unambiguously involve fraud. At their most potent, however, the
techniques to be described could all but produce deductions for depreciation out of thin air. Hence the central metaphor: In the right hands, after
all, your teakettle might very well be a depreciable asset;28 2 with the right
planning it might very well do.
The crucial differences between purchase-money debt and conventional third-party financing were two. First, conventional lenders usually
lend for conventional consideration, typically consisting of compound
interest, paid at a market rate.28 3 Until 1984, however, purchase-money
279. Rock & Shaviro, supra note 5, at 19 (footnotes omitted).
280. E.g., Zelenak, Anti-Tax Shelter Provisions, supra note 5, at 524.
281. As noted in the introduction, the term "purchase-money" financing is used here to
denote financing provided to the purchaser of property by the seller (or "taken back" by the seller
as part of the consideration for the sale). In contrast, by "conventional" loan I mean generally
any loan by an independent, third-party lender.
282. About all that is required would be for it to be used in a "trade or business" (a restaurant for example), or held for the production of (rental) income. I.R.C. § 167(a) (1988).
283. See, e.g., Shaviro, Risk and Accrual, supra note 5, at 439-40.
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debt was not required either to use compound interest or to state interest at a
market rate. Each of these deficiencies violates the assumptions about debt
that underlie the examples in Part 1.284 When deployed in acquiring depreciable assets they could be used to manipulate the face amount of the debt,
elevating both the apparent asset price and the amount of allowable depreciation.

28 5

Conventional lenders also expect to be repaid. Section 453, however,
was used to inflate the nominal prices of depreciable assets-so that they
were not "arm's length" prices in any conventional sense-using purchasemoney debt that, tacitly at least, it was understood never really would be
repaid. From a non-tax perspective, an investor in a tax shelter financed
with purchase-money debt thus could afford to be indifferent to the investment's nominal "CoSt. ' 286 In terms of taxes, however, the inflated price
meant more deductions for depreciation. Sellers, on the other hand, were
more than happy to sell for a price in excess of an asset's "real" value. As
to the inflated portion of the price they were, moreover, equally content to
accept the purchaser's promise to pay it in the future, however unlikely
repayment might actually be. 2 7 So, in contrast with conventional lenders, purchase-money lenders-the sellers of the assets, the tax shelter promoters-were indifferent both to the amount of purchase-money financing
as
they provided and to whether it was going to be repaid, but only so long288
gain.
resulting
the
on
taxed
be
to
they could reasonably expect not
That is where section 453 came into play. It ensured that the seller would
284. Specifically, they violate that assumption that interest accrue on the loan using "economic accrual," an assumption that was preserved throughout Part I. See supra Proposition I,

notes 85-89 and accompanying text.
285. The terms of the underlying transaction may well have been agreed to at arm's length,
but the deficiencies in the applicable rules permitted the agreed-on terms to be recast to achieve
favorable tax results. See infra Part III.A.
It was extremely useful, but probably not strictly essential, for the debt to be nonre286.
course debt. See infra note 339 and accompanying text.
287. If, for example, a depreciable asset were sold for a package of consideration consisting of
cash (or enforceable debt) equal to its "true" fair market value, together with purchase-money
financing in excess of that amount, the seller would be indifferent to whether the purchasemoney debt was actually repaid. See, e.g., Cooper, supra note 1, at 675-76; Johnson, Crane Rule,
supra note 5, at 598-99. This facet of purchase-money financing has stimulated such picturesque
characterizations as "play-money" debt, id., and "confetti" debt. See Jensen, supra note 5, at
487-92.
288. That is, the higher the sales price the higher the amount of gain that was "realized"
(and taxed) under I.R.C. § 1001(a), unless some other provision of the Code provided for nonrecognition of that gain.
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be taxed only to the extent-if any-that the purchase-money financing was
actually repaid.
With suitable modifications to the examples from Part I, the balance
of this Part makes these general observations precise. It illustrates (A) how
the price for the asset could be manipulated using the deficiencies in the
time value of money rules that existed before 1984; and (B)the even more
dramatic distortions that could be achieved through the use of section 453.
Finally, it surveys the relevant case law since 1976, showing that these two
features, especially the second, were present in almost every litigated instance of tax shelter abuse.
One thing is worth noting before we begin. These final examples are
more technical, and somewhat more complicated-to develop, than those of
Part I. They require a bit of real (pre-1986) tax planning.
A. Misstatement of Basis Using Shortcomings in the Accrual of Interest
to Purchase-Money Debt
Before the enactment of substantial revisions in 1984,2"9 the accrual
of interest on debt, taken back as part of the consideration for the sale of
property was governed by Internal Revenue Code section 483.2" Enacted
in 1964, that provision originally was designed to curb sales of property in
return for notes that provided for little or no stated interest, in an effort to
maximize the amount favorably taxed to the seller as long-term capital gain,
and to minimize the interest taxed as "ordinary income.""29 Section 483
289. See generally GARLOCK, supra note 23, at xxxii-xxxvii.
290. See generally Canellos & Kleinbard, supra note 23, at 589-600. Although I.R.C. § 483
remains part of the Code, it was largely superseded by § 1274, enacted in 1984, which now requires that most debt received in exchange for the sale of property provide for interest to be paid
at a market rate, and for interest to be compounded at least annually. See DEFRA, supra note
238, § 41(a), 98 Stat. at 538-40.
291. See generally GARLOCK, supra note 23, at xxx. The abuse to which I.R.C. § 483 originally responded can be illustrated with the asset and loan from the examples in Part I. Suppose
that the asset were purchased by the investor from an individual who originally had acquired it
for $500. Suppose also that the seller were willing to finance the entire $1,000 purchase price by
taking back a note, payable in two equal installments of $576.19. (That is simply the $500 loan
originally depicted in Table IV, supra, rescaled by a factor of two; at 10% interest, the two installments are sufficient to repay the $1,000 "principal," together with interest of $152.38, in two
years.) Consequently, the seller would be taxed on $152.38 of "interest," and on $500 of gain
from the sale of the asset (the $1,000 "principal" amount of the note minus her adjusted basis in
the asset of $500). I.R.C. § 1001(a)-(b) (1988). The interest is taxed as "ordinary income."
Before 1986, however, the $500 of gain would often be taxed as "long-term capital gain," at a
preferentially reduced marginal rate. I.R.C. §§ 1221, 1222, 1202(a) (1982). The preferential rate
has recently rematerialized and now stands at 28%. See supra note 8.

Tax Shelter Abuse Reconsidered

337

responded to this problem by requiring purchase-money debt to provide for
(or "state") some minimum amount of interest. Although an improvement,
section 483 eventually proved seriously deficient. In particular, its requirements could be satisfied using below-market rates and simple (rather than
compound) interest, so that opportunities to manipulate the face amount of
purchase-money debt remained. 9
Those opportunities can be illustrated with modifications to the examples in original Tables V and VI. To sharpen the picture, it will be useful
to assume that, in lieu of a $500 loan calling for repayment in two equal
installments of principal and interest,2 93 the loan is recast as what is
usually referred to as an "original issue discount" (or "OID") loan, that does
not explicitly provide for the periodic payment of interest. Preserving the
balance of our assumptions, however, interest will nevertheless accrue on
this obligation at a ten percent rate, compounded annually, with the principal and all accrued interest being satisfied via a single payment at the end
of Period 2.294 On these assumptions, a borrower of $500 at Time 0
would be required to repay $605, consisting of the $500 principal together
with $50 of interest accrued during Period 1 and another $55 accrued in
Period 2.295 Although it differs in form from the level-repayment loan
depicted in Table IV, this OID obligation continues to exhibit "economic"
accrual of interest, at least if the lender (borrower) is required to include
(deduct) the interest properly accrued in Periods 1 and 2.296 Consequently, provided that we preserve also the assumption of economic depreciation of the asset, Proposition 1297 implies that financing the purchase
of the asset with this OID loan should have no effect on its after-tax rate of
return. As illustrated in Table VII, it continues to be seven percent.
If, to take an extreme case, however, the purchaser instead offered to pay $1,152.38 (in two
equal installments) for the asset if, in return, the seller agreed to charge no interest on the deferred payments, the seller could report "gain" from the sale of $652.38-the sum of the two
$576.19 payments, minus her $500 basis-all of it taxed as long-term capital gain. See generally
Canellos & Kleinbard, supra note 23, at 589-600.
292. See, e.g., STAFF OF THE JOINT COMMITTEE ON TAXATION, 98TH CONG., 2D SESS.,
GENERAL EXPLANATION OF THE REVENUE PROVISIONS OF THE DEFICIT REDUCTION ACT OF

1984, at 108-27 (Comm. Print 1985); see also Canellos & Kleinbard, supranote 23, at 589-600.
293. See supraTable IV.
294. A more detailed description of an OID obligation can be found in GARLOCK, supranote
23, at 63-90; Canellos & Kleinbard, supra note 23, at 565-7 1; or Sims, supra note 23, at 315-18.
295. That is, with compound interest, the borrower would accrue interest of ($500 x 0.1) =
$50 in Period I and of ([$500 + $50] x 0.1) = $55 in Period 2, so that the aggregate principal
and interest repayable at the end of Period 2 would be $500 + $50 + $55 = $605.
296. That is precisely the treatment now required by I.R.C. §§ 1272(a) (1988) and 163(e)
(1988 & Supp. IV 1993).
297. See supra Proposition I at p. 288.
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Table VII
Income Tax with Economic
Depreciation and OID Loan
Time 0
(Outlay)
0A. Investment
OB. Borrowing
1.

Period 1
(FI)

Period 2
(CF2)

1,000.00
(500.00)

Gross Income

576.19

576.19

(476.19)

(523.81)

2B. Interest

(50.00

(55.00)

3.

50.00

(2.62)

(0.79)

2A. Depreciation

Taxable Income (Loss)
(1 - 2)

4A. Tax (Savings) @ 30%

-0-

15.00

4B. Debt Service

-0-

-0-

605.00

561.19

(28.02)

5A. Net Investment
(After Tax)
(0+4)
5B. After-Tax CF

500.00

(1-4)
After-Tax IRR = 7%

The second departure from original Table V is of greater significance.
We tighten our prior assumptions and require that the loan be provided to
the investor by the person from whom the investor acquires the asset. That
is, we assume that, in a true arm's length transaction,' the seller would part
with the asset for $1,000, consisting of $500 cash and the $500 OID obligation, and we take these to be the "true" terms of the sale. With that assumption, however, the loan has become a purchase-money loan. So the
amount of interest the loan is required to state would be governed by "old"
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section 483.298 That section, however, required only that interest be
stated using a "test" rate prescribed by the I.R.S., 99 which was infrequently adjusted 30° and was invariably less than prevailing market
rates. 30 ' So the examples that follow, which take the "market" rate to be
2
ten percent, assume a section 483 test rate of only seven percent.3
They also make use of the fact that section 483 did not require interest to
compound. 3
With these assumptions, the issue is whether the terms of the sale,
agreed to at arm's length, can be reformulated in a way that is faithful to
that agreement but advantageous in terms of taxation. In principle at least,
the answer is that they can. °4 The agreed-on consideration of $1,000
consists of $500 cash and a loan with a $500 "principal amount" that bears
compound interest at ten percent. On closer inspection, however, the
evidence of that loan is simply a promise to pay $605 at the end of Period 2.
That promise could plausibly be respecified as the repayment of a loan
bearing seven percent simple interest. If it were, its "principal amount"
298. That is, we assume that the transaction pre-dates 1985, when I.R.C. § 483 was largely
supplanted by I.R.C. § 1274. See supra note 290. Under the former, it was feasible to take the
terms the parties actually agreed to-which, in the absence of tax considerations, would presumably include interest at a market rate on whatever portion of the purchase price was
deferred-and to recast those terms as though the purchase-money debt bore interest at the rate
prescribed by I.R.C. § 483. This generally had the effect of reducing the amount of "stated"
interest and increasing the "principal amount" of the loan. See infra Table VII-A and accompanying text.
299. I.R.C. § 483(c)(1)(B) (1982).
300. The "test rate" was prescribed by regulation, and, between 1975 and 1980, ranged from
4% to 9%. Treas. Reg. § 1.483-1(d)(1)(ii) (as amended in 1981). In contrast, the "applicable
federal rate" of I.R.C. § 1274, the spiritual successor to § 483, is now required to be adjusted
monthly. I.R.C. § 1274(d)(1)(B) (1988).
301. This was especially so during the late 1970's, when market interest rates were rising to
double-digit levels while the I.R.C. § 483 "test rate" remained fixed at 6%. Treas. Reg. § 1.483l(d)(1)(ii)(B) (as amended in 1981).
302. A 7% rate was chosen somewhat arbitrarily, but is faithful to the historic relationship
between the I.R.C. § 483 test rate and the market. The qualitative effects depicted in the text
and tables that follow will materialize at any assumed section 483 rate below the prevailing
market rate, generally increasing quantitatively with both (1) the difference between the two
rates, and (2) the duration of the loan. See infra note 315 and accompanying text.
303. Treas. Reg. § 1.483-1(a)(1) (as amended in 1981).
304. See, e.g., Canellos & Kleinbard, supra note 23, at 589-93. For an especially illuminating decision involving multiple attempts to use the techniques to be described, see Finkelman v.
Commissioner, 56 T.C.M. (CCH) 1269 (1989).
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would become $530.70, not $500, on which interest of $74.30 (not $105)
accrued. 3 5 Thus, under section 483 the loan could be structured as
having a "stated" principal amount of $530.70, and as bearing seven percent simple interest. That structure implies a "cost" for the asset of
$1030.70, not $1,000, 3° which, most importantly, would become its adjusted basis for depreciation.
The resulting transformation in the investment is depicted in Table
VII-A, which itself requires some explanation. First, to isolate the impact
of reformulating the loan on the rate of return, we continue to assume
economic depreciation of the asset itself. Even so, the amount of the two
annual depreciation deductions must change. 30 7 The resulting schedule
of depreciation-deductions of $496.07 in Period 1 and $534.63 in Period
2, which add up to the stated "cost" of $1,030.70-is used in Table
VII.3 °s The deductions for interest, however, must also be restated to be
consistent with the assumption of seven percent simple interest on a
$530.70 loan. As restated those deductions are now $37.15 in each
period. 3' Note, finally, that in this example the increased depreciation
is exactly offset by the reduction in the amount of deductible interest. But
the net of these two changes is a slight advance in the time at which the
aggregate deductions (for both depreciation and interest) are allowed.31°
305. That is, simple interest at 7% on a loan with a stated "principal" of $530.70 is $37.15,
so that two years' interest is $74.30. That amount of interest, when added to the stated principal
of $530.70, just equals the repayment obligation of $605.
306. That is, the asset's stated "cost" is the sum of the $500 cash plus the "stated" principal
amount of the loan of $530.70. See, e.g., Finkelmnan, 56 T.C.M. (CCH) 1269; Mayerson v. Commissioner, 47 T.C. 340 (1966).
307. Since the assumed revenues from the asset have not changed even though its (stated)
purchase price has, they imply a pre-tax internal rate of return on the stated ($1,030.70) purchase
price different from 10%-it is actually 7.7%-and the anticipated cash flows from the asset must
be rediscounted at that rate of return to produce depreciation allowances equal to the asset's
nominal cost. See supra Table I and accompanying text.
308. Cf. supra note 47 and accompanying text.
309. See supra note 305.
310. This flows from the fact that, because the obligation is satisfied through a single repayment, any reduction in the amount of interest that the loan is (implicitly) treated as bearing necessarily produces a one-for-one increase in both the principal amount of the loan and the basis for
depreciation of the asset it was used to finance. Because of differences between the depreciation
schedule and the rate at which interest accrues, however, the net effect, for tax purposes, is to
defer $7.03 of income from Period 1 to Period 2. That deferral is evident from a comparison of
Tables VII and VII-A.
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Table VII-A
Income Tax with Economic Depreciation:
Basis Overstated using Section 483
I.R.C. § 483
"Basis" = $1,030.70
OA. Investment

OB. Borrowing
1.

Time'0
(Outlay)

Period 1
(CFI)

Period 2
(CF2)

1,000.00
(500.00)311

Gross Income

2A. Depreciation

576.19

576.19

(496.07)

(534.63)

2B. Interest

(3.15312

3.

42.97

4.41

12.89

1.32

Taxable Income
(1 - 2)

4A. Tax (Savings) @ 30%

-0-

4B. Debt Service

-0-

5A. Net Investment
(After Tax)
(0 + 4)

(.5)

605.00

500.00

5B. After-Tax CF

563.30

(30.13)

(1 - 4)

After-Tax IRR

= 7.03%313

The important feature of Table VII-A is that the internal rate of re-

turn on the investment has risen, not that it has risen by an apparently
trivial amount. It is likewise to be emphasized that this change is not attributable to the method of asset depreciation, which continues to be "economic." It is due, rather, to the fact that the trade-off between the amount
of allowable depreciation and the reduction in deductible interest has
311. The "true" ($500) principal amount of the loan, rather than its principal of $530.70, as
stated consistently with I.R.C. § 483, is used in computing the after-tax internal rate of return on
the "true" initial investment (net of "true" borrowing) of $500.
312. This example assumes that interest on the loan is properly deductible by the investor,
even though the interest isn't paid until maturity. See infra note 323 and accompanying text.
313. The after-tax cash flows depicted in line 5A, each discounted to present value at Time
0 using an interest rate of 7.03%, exactly equal the true initial outlay (net of the $500 principal
amount of the loan) of $500 on line 5B.
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shifted $7.03 in deductible expense forward from Period 2 to Period 1.
That small timing change increases the after-tax internal rate of return to
the asset, so that it exceeds the seven percent (after-tax) borrowing
cost. 314 Hence borrowing to acquire the asset now becomes advantageous. In the example under study, the advantage appears to be slight.
More generally, however, it increased monotonically with the fraction of
the asset's cost that was financed, and with the duration of the transaction.315 In long-term, highly-leveraged acquisitions, section 483 could
produce dramatic results.
Even more dramatic results could be achieved with accelerated depreciation, as illustrated in Table VII-B, which combines the misstatement of
basis introduced in Table VII-A with expensing the asset's nominal cost.
The combination of overstated basis and accelerated depreciation produces
a dramatic change in the after-tax internal rate of return, more than simply
316
debt-financing the tax-preferred asset, depicted in Table VI, alone.
314. The after-tax rate of return on an equity-financed $1,000 asset, yielding the revenues
and subject to the allowances for depreciation depicted in Table VII-A, would be 7.6%.
315. That is, the advantages conferred by I.R.C. § 483 were magnified both by more leverage
and longer duration. See, e.g., GARLOCK, supra note 23, at xxxii-xxxv. In the interest of consistency with the examples of Part 1, the examples here continue to assume a loan with a (true) face
amount of $500. Had we, for example, increased to $750 the portion of the asset's "true" cost
that was financed by debt, the after-tax internal rate of return would have risen to over 20%.
That fact is illustrated in a supplemental example, contained in Appendix A. To illustrate the
impact of longer duration, Appendix A also contains an example involving the same assumptions
as to interest rate and ratio of borrowing to true asset cost as Table VII-A, but using a 15-year life
for both the asset and loan. The resulting overvaluation is more than 50% (rather than 3%).
316. This is not due entirely to misstatement of the amount of the outstanding debt. Much of
the increase is due simply to altering the note from a level-repayment to an OID obligation. The
resulting delay in repayment has the effect of increasing the time-weighted extent to which the
asset has effectively been debt-financed, thereby increasing the arbitrage gain.
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Table VII-B
Income Tax with Expensing:
Basis Overstated using Section 483
I.R.C. § 483

Time 0

Period 1

Period 2

"Basis" = $1,030.70

(Outlay)

(CF1)

(CF2)

576.19

576.19

OA. Investment
OB. Borrowing
1.

1,000.00
(500.00)"n

Gross Income

2A. Depreciation
("Expensing")

(1,030.70) 18

2B. Interest

(3.

3.

539.04

539.04

161.71

161.71

-0-

605.00

Taxable Income (Loss)
(1 - 2)

4A. Tax (Savings) @ 30%

(1,030.70)

(309.21)320

4B. Debt Service

5A. Net Investment
(After Tax)
(0 + 4)
5B. After-Tax CF
(1 -4)

15 319

5

190.79321

414.48

(190.52)

After-Tax IRR = 51.2%

317. See supra note 311.
318. For purposes of computing the cost to be deducted and the tax savings from that deduction, the stated principal amount of the loan ($530.70) and the resulting asset cost ($1030.70) are
used. Compare supra notes 305-306 with note 311.
319. See supra note 312, infra notes 323-326 and accompanying text.
320. This figure represents tax savings (at a 30% rate) from the loss depicted on line 3, resulting from expensing the asset "cost" of $1030.70, that results from misstating the face amount of
the loan as $530.70 under I.R.C. § 483.
321. This is the "true" asset cost of $1000, minus both the "true" amount borrowed ($500)
and the tax savings ($309.21) reported on line 4A. See supra notes 311, 320.
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The implications of misstating basis using section 483 have always
been relatively arcane, even as tax matters go. 322 Nevertheless, the examples above suggest clearly that, to those conversant with the subject, manipulation of the accrual of interest to purchase-money financing offered a way
of "restructuring" even an arm's length sale of a depreciable asset to
achieve results that Congress never intended. These particular results may
nevertheless have been of only limited utility in publicly-syndicated tax
shelters. The benefits illustrated above were heavily (if not critically) dependent on the investor's use of the accrual method of accounting.323
Typically, interest on the loan was not actually paid until maturity; only an
accrual method investor could deduct it periodically as it accrued. 324 The
benefits of misstating basis under section 483 were substantially reduced for
cash method taxpayers-including most individuals-who could deduct the
interest only if it was currently paid.325 So section 483, while in principle
capable of producing extraordinary results, 326 was probably not the real
driving force behind publicly syndicated tax shelter abuse. For that we
must turn to section 453.
322. See generally Canellos & Kleinbard, supra note 23.
323. Under accrual accounting, an item of expense generally is deductible when it becomes
unconditionally fixed and determinable in amount, regardless of when it is actually paid. See
I.R.C. §§ 446(c)(2), 461(h)(4) (1988); cf. Finkelman v. Commissioner, 56 T.C.M. (CCH) 1269
(1989).
324. Under the law as it emerged from the amendments enacted in 1982 and 1984, in contrast, both purchasers and sellers of property for deferred payments, regardless of their general
method of accounting, generally are forced into accrual accounting for original issue discount.
See I.R.C. §§ 163(e), 1272(a), 1274 (1988 & Supp. IV 1993).
325. For the example in Table VII-B, in which the asset is expensed, requiring the investor
either to forego the interest deduction, or to pay the interest (and obtain the deduction), in Period
1-both consistent with cash method accounting-reduces the after-tax internal rate of return by
10-20%. In either event, however, it remains greater than 40%, which is still substantially
better than the conventionally financed investment depicted in original Table VI. For Table
VII-A, on the other hand, where economic depreciation is used, either alteration reduces the
after-tax internal rate of return to below 7%, so that purchase money financing actually becomes
disadvantageous when compared with conventional financing illustrated in original Table V.
Effective exploitation of § 483 generally required, moreover, that the seller be indifferent to the
characterization of what they received on the sale of the asset as interest or as gain from the sale
of the asset itself. I.R.C. § 483 (1988).
The benefits of accruing the interest deductions could, however, be made available to cash
method individuals through a limited partnership, whose use of the accrual method of accounting
would, under I.R.C. § 703(b) and Treas. Regs. § 1.703-1(b)(1), effectively control the timing of
the partners' deductions for accrued interest taken into account in determining partnership
income or loss.
326. My favorite example, not readily documentable because it was a private transaction,
involved a Boeing 747 during the early 1980's, when the purchase price for that aircraft was in
the vicinity of $250 million. Use of the then prevailing § 483 rate is said to have produced a
basis for depreciation in the hands of the purchaser of approximately $900 million.
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B. The Misuses of Section 453
In a sporadic way it has been recognized that, where genuinely abusive
tax shelters were concerned, something peculiar was involved, something
that fostered serious mis-valuation, was going on.32 7 During the 1980's it

became commonplace, for example, to denote as "abusive" depreciation
shelters in which the purchaser's and seller's interests were not adverse, and

in which consequently they shared an interest in inflating the price of a

depreciable asset.32
What has received too little attention is just how such overvaluation

could so easily occur. For every tax shelter investor-for every purchaser of
a depreciable asset-there is, after all, a seller on the other side of the sale.
A sale at an inflated price to secure unwarranted depreciation for the pur-

chaser will simultaneously trigger realization of equally inflated "gain" for
the seller. It is to be expected that promoters would not have been so
anxious to provide inflated (future) depreciation deductions to tax shelter

investors if to do so they had to pay tax on (equally) inflated gain now. All
the attention that has been lavished on the benefits to tax shelter investors

has tended to leave the promoters in the background, and has served to
obscure what has really been going on. A handful of observers have nevertheless recognized that something was needed to shield promoters of aggressive tax shelters from being taxed on the resulting gain. Among the candidates is installment sale treatment under section 453.329
327. See supra note 279 and accompanying text; see also, e.g., Estate of Franklin v. Commissioner, 544 F.2d 1045, 1046-47 & n.1 (9th Cir. 1976) (taking note of Internal Revenue Service
recognition that valuation was an aspect of tax shelter abuse); Auerbach, supra note 5, at 215.
Among other things, I.R.C. § 6700(a)(2)(B) (1988), which now imposes penalties on promoting
"abusive" tax shelters, see supra note 238, defines the penalized conduct to include any "gross
valuation overstatement," which is defined to mean "any statement as to the value of any property ... [if] the value so stated exceeds 200 percent of the amount determined to be the correct
valuation." Id. § 6700(b)(1)(A); see also id. § 6661(d)(2)(C), repealed by P.L. No. 101-239, title
VII, § 7721(c)(2) (1989).
328. See, e.g., CHIRELSTEIN, supra note 1, § 13.02; Cooper, supra note 1, at 675-76; Johnson,
Crane Rule, supra note 5, at 599.
329. For example, Cooper suggests that the use of purchase-money financing in the acquiring
of depreciable assets be curtailed, even though he evidently regards all debt-financed acquisitions
of depreciable assets as "inherently abusive," and would prefer a solution that limited basis in
depreciable assets to cash. Cooper, supra note 1, at 716-18; see also supra note 20. Shaviro notes
that purchase-money could create planning opportunities because "[It]he seller not only may be in
a lower tax bracket than the buyer, but may be able to defer tax on the gain under the installment method of accounting." Shaviro, Risk and Accrual, supra note 5, at 440. The only analysis
to focus directly on I.R.C. § 453 is Note, supranote 20. The basic possibilities other than installment sale reporting under I.R.C. § 453 are described infra, notes 355-358 and accompanying
text.
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The analysis that follows will make clear just how pernicious section
453 could be. It illustrates how tax shelter promoters could exploit that
provision to make something fictitious seem real. I examine first the investment as seen by the investor, after which I show the all but indispensable role played by section 453 itself. In an effort to keep matters as
simple as possible, I shall, in effect, superimpose the fictitious transaction on
the most basic of our original examples, those from Tables II and III, preserving the structure of those examples. With that, we have come to ....
1.

330
The Tale of the Teakettle

a. The Teakettle ...
Before turning to the technical details the stage must be properly set.
Thus far we have refrained from giving any identity to the depreciable asset
that has occupied our attention for so long. With a $1,000 price tag it
taxes the imagination to assume it is really the teakettle sitting on your
stove. At that price, however, it might very well be a high-quality, heavyduty, combination coffee, espresso and capuccino maker, quite suitable for
use in a commercial establishment, of the sort favored during the 1980's by
the residents of large, newly-renovated east side apartments in New York
City, or houses off Mulholland Drive above Bel Air. More realistically it
was an interest in movie distribution rights (to "The Deerhunter," or possibly "Body Heat") 332 or a used mainframe computer. 333 All it really
had to be was depreciable. We shall call it a teakettle for short.
330. The tale assumes, of course, that the passive loss limitations have not yet become part of
the law.
331. A personal word of attribution is in order. The inspiration for this metaphor was an
offhand comment by William S. McKee, formerly of the University of Virginia Law School and,
from 1981 to 1984, Tax Legislative Counsel of the United States Treasury Department, in the
course of discussions leading to the Safe Harbor Leasing provisions of the Economic Recovery
Tax Act of 1981. Speaking not so much of tax shelters generally but with reference to leveraged
equipment leases in particular, he said, if memory serves me correctly, pointing across his office,
"If you allow me to treat as a lease whatever I say is a lease, I can turn that coffee pot over there
into a million-dollar leveraged lease."
332. Follender v. Commissioner, 89 T.C. 943 (1987) ("Body Heat"); Tolwinsky v. Commissioner, 86 T.C. 1009 (1986) ("The Deer Hunter").
333. E.g., Rice's Toyota World v. Commissioner, 752 F.2d 89 (4th Cir. 1985).
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b. ... The Tale...

,

The teakettle has just been acquired by Vitalco,334 a reasonably wellknown tax shelter promoter, at a price of $750, less (but not unreasonably
so) than the $1,000 for which it currently retails at Bloomingdale's. As
part of the preliminaries, Vitalco arranges to lease its newly-acquired teakettle to a real restaurant for real commercial use. The restaurant agrees to
a two-year lease, under which it is unconditionally obligated to pay $576.19
each year in "guaranteed" rentals, with an agreement to pay "excess"
rentals in the (perhaps unlikely) event that it sells an extraordinary amount
of tea during the term of the lease.
Vitalco packages the teakettle and offers it for sale to our investor,
subject to the lease to the restaurant, at a purchase price of $3,000, to be
paid on the following terms. A $1,000 down payment, payable in cash the
day the teakettle is placed in service (also known as Time 0) by the restaurant-lessee, the balance to be represented by a $2,000 note, payable to
Vitalco, bearing interest at ten percent, with the principal (together with
any then accrued but unpaid interest) repayable at the end of Year
Two. 335 In return, all rental payments by the lessee will be assigned to
the investor, who unconditionally agrees to apply any "excess" rentals to
service the Vitalco note, but is free to keep the "guaranteed" rentals for
herself. Repayment of principal, but not interest, on the note is with personal recourse against the investor.33 6 Any "excess" rentals will be
applied first to satisfy outstanding principal. Personal recourse or not, in
the interests of maintaining cordial relationships with its clientele, Vitalco
has a history of not insisting (when to do so would be inconvenient for the
investor) on the repayment of such notes.337
334.

Cf., e.g., Moser v. Commissioner, 914 F.2d 1040 (8th Cir. 1990); Casebeer v. Commis-

sioner, 909 F.2d 1360 (9th Cir. 1990); American Principals Leasing Corp.

v. United States, 904

F.2d 477 (9th Cir. 1990); Shriver v. Commissioner, 899 F.2d 724 (8th Cir. 1990); Rice's Toyota
World, 752 F.2d at 89.
335. As the examples have been structured, the purchase-money note is superimposed
directly on the examples from Tables II and III, as the result of which the investor is not being
charged for the tax benefits she receives. In a real tax shelter the investor almost surely would
have been required to pay a premium (in cash or enforceable debt), over and above the $1,000
market value of the teakettle. See infra note 365 and accompanying text.
336. The interest, although without recourse, is stated as pay'able each year at a market rate,
so that the original discount rules technically do not apply. See I.R.C. § 1273(a) (1988). Since
interest does not enter into the computation of the purchaser's depreciable basis in an asset, it is
immaterial whether I.R.C. § 465 applies to the interest or not. Cf. Follender, 89 T.C. at 943.
337. See infra note 339.
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c. ... and the Taxation of the Investor
The investor, after thinking it over, agrees. But why? Why should she
pay $3,000 for an item that, even without comparison shopping, she can
acquire for one-third the price down the street? The tax system furnishes
the answer. True, she has paid an excessive price (even if this were a very
fancy teakettle) but there are some offsetting benefits to be enjoyed. Her
adjusted basis in the teakettle will be $3,000, not $1,000, which will treble
the amount of depreciation she is allowed.33 Even so, the $600 in additional tax savings are less than the additional $2,000 that she agreed to
"pay." There is, of course, always the possibility that those "excess" rentals
may materialize in amounts sufficient to repay the debt. Even if they do
not, however, it is unlikely that Vitalco will ever actually insist on its being
paid.339 So, almost certainly, the note will not be repaid and eventually
will go into default. In that event it will produce "cancellation of indebtedness" (or "COD") income. But the amount of COD will never exceed the
deductions attributable to the purchase-money note that the investor was
previously allowed. 3"
338. In the absence of special limitations like those now found in I.R.C. § 469 (or, possibly,
I.R.C. § 163(d)), the investor will also be allowed to deduct that portion (if any) that she actually
pays of the $400 stated as interest on the note.
339. The ability to make the $2,000 purchase-money note technically nonrecourse debt
obviously could be extraordinarily useful here, and was widely employed whenever possible, undoubtedly as a way of ensuring prospective investors that the note, essentially fictitious in conception, would never actually have to be repaid. See CHIRELSTEIN, supra note 1, § 13.02.
The nonrecourse nature of the debt was not, however, the real crux of the matter. It was the
(possibly tacit) ex ante understanding-certainly not present with respect to a conventional loan
from an independent lender-that the purchase money obligation need not be repaid. Even if
purchase-money debt were technically required to be with recourse, the promoter really only had
to persuade the investor that the note would never actually be enforced. As a result, after enactment of I.R.C. § 465, promoters attempted different means of providing tacit guarantees of nonenforcement, which, depending in part on the care taken by the promoters, met with differing
degrees of success. Compare, e.g., Baldwin v. United States, 904 F.2d 477, 482 (9th Cir. 1990)
(taxpayers not "at risk" on recourse notes used in computer leaseback where a series of interdependent payment guarantees insulated investors from any realistic personal liability) with, e.g.,
Follender v. Commissioner, 89 T.C. 943 (1987) (taxpayers held to be "at risk" with respect to
undiscounted principal amount of recourse purchase-money note that was used to acquire a movie
and bore nonrecourse interest). Even if completely effective in dealing with nonrecourse debt,
I.R.C. § 465 would not have been adequate to deal with tacit but convincing assurances of nonenforcement.
340. The note will produce $2,000 of depreciation, plus additional deductions for whatever
portion of the interest on the note the investor is properly allowed to deduct. The amount of
COD income, on the other hand, will be limited to not more than the $2,000 "principal" amount
of the loan plus whatever interest might have been deducted (but not paid). I.R.C. §§ 61(a)(12),
108(e)(2) (1988).
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On these assumptions, things will work out fine for the investor.
Assuming that the teakettle is subject to economic depreciation, the details
are illustrated in Table VIII. Like those in the immediately preceding
section, this requires some explanation. First, true "economic" depreciation of the asset's nominal $3,000 "cost" now makes no sense, since that
cost exceeds the undiscounted value of the expected pre-tax cash flows.34 '

So we have allocated the $3,000 of depreciation between Periods 1 and 2
by "scaling up" (by a factor of three) the depreciation used in Table 11.342
Second, we assume that no "excess" rentals are actually paid, that no interest is paid and none of the principal is repaid, and that the note in fact goes
into default. 43 As a result, the investor will be required to include
$2,000 of COD in gross income on default at the end of Period 2. The net
effect of these assumptions is simply to superimpose on the treatment originally depicted in Table II an additional $2,000 of depreciation-of which
part is deductible in Period 1 and the balance in Period 2-exactly offset by
$2,000 of "COD" income entirely in Period 2.3" That adds one year's
deferral of about $300 of tax to the investment depicted in Table II. 345

Like all tax deferral it increases the investor's after-tax return; the after tax
internal rate of return rises to eight and one-half percent.
341. See supra note 47 and accompanying text.
342. In effect, this reproduces the depreciation the investor would have been allowed to
deduct if she had purchased three of (or $3,000 worth of) the assets depicted in Table II. In practice, computing depreciation was not a problem, as the amount allowable is typically determined
by reference to an asset's cost. See supra note 34. In this example (when it succeeds) that "cost"

is $3,000.
343.

In terms of their impact on the investor's return, these assumptions are generally conser-

vative. If excess rentals were paid and applied to the outstanding principal on the note, the
amount ultimately taxed to the investor as "cancellation of indebtedness" income would cor-

respondingly be reduced. If part of the interest were accrued as a deduction, the investor's rate of
return would increase, even if the amount accrued were later taken back into income as additional COD. See infra note 347.
344. Note that for Periods I and 2 in the aggregate, taxable income is still $152.38 and aggregate tax also remains unchanged. See supranotes 34, 59-60 and accompanying text.
345. The additional Period 1 depreciation is approximately $1,000, which produces additional tax savings of about $300, all of which in effect must be repaid as the result of taxing the
COD income in Period 2.
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Table VIII
Economic Depreciation and Section 453
"Basis" = $3,000

Time 0
(Outlay)

OA. Investment

3,000.00

OB. Borrowing

(2,000.00)

IA. Revenue
lB.

COD Income

576.19

576.19

4

2,000.00

(1,428.57)
-0j47

2B. Interest
Taxable Income (Loss)
(1 - 2)

4A. Tax (Savings) @ 30%

-0-

4B. Debt Service

-0-

5A. Net Investment
(After Tax)
(0 +4)
5B. After-Tax CF

Period 2
(CF2)

3

2A. Depreciation

3.

Period 1
(CF1)

(1,571.43)
-0-

(852.38)

1,004.76

(255.71)

301.43

0348

-0-

1,000.00
831.91

274.76

(1-4)
After-Tax IRR = 8.5%

One other observation is especially important, for both this example
and the next. In Table VIII, what has been superimposed on the example
from Table II is entirely a paper transaction. The investor, in purchasing
346. This amount is includible in gross income under I.R.C. §§ 61(a)(12), 108(a) (1988 &
Supp. V 1994). Assuming that the accrued interest on the note was never deducted, see infta
note 347, that amount is excluded from income by I.R.C. § 108(e)(2).
347. We are assuming that no interest is actually paid and that, as a cash-method taxpayer,
the investor is allowed no interest deduction. If instead the investor had deducted accrued interest (of $200 in each period), the after-tax internal rate of return would have increased further (to
about 8.9%) even assuming that the amount of COD income in Period 2 also increased by an
(exactly) offsetting $400.
348. As noted in the text, we assume that neither principal nor any interest on the note was
actually paid.
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the teakettle, gave the seller a $2,000 note, no part of which ever was (and,
really, was ever to be) repaid. Conceivably, then, the note might have
been for $5,000, $15,000, or $50,000. Borrowing those amounts would,
respectively, have raised the investor's after-tax internal rate of return to
12.4%, 81.9%, and 570%. The essential lesson is clear. The advantages to
this gimmick-there is probably no better word, for it does not necessarily
amount to fraud 3 49-increase
with the amount of purchase-money
5 It is subject to no intrinsic limit.351
debt.
As usual, matters improve further, this time dramatically, if accelerated
depreciation is introduced, as depicted in Table VIII-A. Expensing the
$3,000 "cost" reduces the investor's net investment (after Time 0 tax savings of $900) from $1,000 to only $100. In return, the investor must repay
$600 of those savings as the result of $2,000 of COD income in Period 2.
But the payment of $600 in taxes has now been deferred, and it has been
deferred for two full years. As a result, the after-tax internal rate of return
rises to nearly 250%!
349. As the transaction is structured, it really is an arm's length transfer between two entirely
unrelated parties. Because of the purchase-money financing, however, the sale is not at an arm's
length price. Nevertheless, at some price, far less than $50,000, it might successfully have been
treated as fraud even before enactment of the administrative provisions designed specifically to
deal with tax shelter abuse. See supra note 238 and accompanying text.
350. The advantage continues to rise monotonically: Purchase-money loans of $500,000 and
$5,000,000 produce after-tax internal rates of return approximately 6,900 and 71,200%.
351. See Shaviro, Risk and Accrual, supra note 5, at 441; Cooper, supra note 1, at 675-76;
supra note 331.
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Table VIII-A
Expensing and Section 453
"Basis" = $3,000

Time 0
(Outlay)

OA. Investment

3,000.00

OB. Borrowing

(2,000.00)

IA. Revenue

0.00

Period 2
(CF1)

Period 2
(CF2)

576.19

576.19
2,000.00

lB. COD Income
2A. Depreciation
("Expensing")

(3,000.00)

2B. Interest
4A. Tax (Savings) @ 30%

(900:00)

-0-

-0-

-0-

-0-

172.86

2,172.86

4B. Debt Service
5A. Net Investment
(After Tax)
(0 +4)
5B. After-Tax CF
(1-4)

100.00

403.33

(196.67)

After-Tax IRR = 246.6%

With purchase-money financing we have immediately reproduced all
the evils of depreciation shelters that have so repeatedly been deplored.
The teakettle (1) has been financed with debt, (2) is substantially overvalued, (3) has been transferred in a transaction to the non-tax "economics" of which the investor seems largely indifferent (but not, it should
be noted, irrationally so), that (4) produces "first-year writeoffs" that are
three times the investor's actual cash investment. Since, moreover, as
noted above, there is no natural limit on the amount of purchase-money
financing, there is no a priori reason why the ratio of first-year deductions to
cash invested could not have been thirty-to-one. 352 Here, then, are the
352. But see supra note 349. In comparison with real depreciation shelters of this general
sort, the first-year deductions portrayed in Table VIII-A are an unrealistically large fraction
(100%) of the asset's nominal ($3,000) "cost," and the ratio of purchase-money financing to cash
is unrealistically low. If, more realistically, we had assumed a five-year investment, purchase-
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pigs, feeding at the trough, the "questionable" shelters, promising "enormous first-year writeoffs." Here is a truly abusive tax shelter.
2.

Section 453 and the Taxation of the Seller-or, How To Sell
Teakettles Short

As we shall see momentarily, the "teakettle tax shelter" that we have
just constructed bears more than a passing resemblance to real depreciation
shelters, litigation over which has been clogging court dockets for years.
First, however, this section concludes by making explicit what has been
intimated from the beginning. With a few specialized exceptions, what is
illustrated in either Table VIII or Table VIII-A cannot happen in the absence of something like section 453.
Vitalco is in the business of "selling" for $3,000 teakettles that it
routinely acquires for $750. Each sale produces $2,000 of "realized" gain,
in addition to the $250 of gain from a sale at the more realistic price of
$1,000. 353 If conventional financing were used, and Vitalco received
$3,000 in cash, all $2,250 of that gain would immediately be taxed. So for
every $2,000 of "excess" depreciation it sold to its clients, Vitalco would
have to pay tax on $2,000 of gain. What is more, the depreciation produces tax benefits for the investors in Periods 1 and 2, whereas Vitalco's
gain would be taxed entirely at Time 0. Thus the tax cost to Vitalco of
selling inflated depreciation to its investors would exceed the tax benefit of
that depreciation to them, 354 at least if they and Vitalco are taxed at anything like the same rates. Hence, unless Vitalco can somehow avoid taxation of the inflated gain, the "teakettle tax shelter" will have a negative
expected value as a whole and will be inherently non-economic. It requires
inconsistent treatment of the investor and the promoter-the former must be
entitled to depreciate the additional $2,000 while the latter is not taxed on
$2,000 of gain-for the teakettle tax shelter to work. Otherwise, the sale of
the teakettle at an inflated price will never occur.
money financing of $9,000, and first-year depreciation of 20%-all realistic assumptions for "teakettles" (at least those marketed in tax shelters) in 1981, the ratio of first-year writeoffs to cash
invested would have been two-to-one.
353. The "amount realized" under I.R.C. § 1001(b) is at most the sum of the cash ($1,000)
plus the "face" amount of the note ($2,000), from which Vitalco's $750 basis is subtracted, producing $2,250 of realized gain under § 1001(a).
354. That is, if the investors were permitted to expense the asset cost, which historically they
were not, their tax benefits would just equal the tax cost to Vitalco. If, as has been more typical,
they are required to take deductions for depreciation in future years, the present value of the
excess deductions will always be less than the gain realized by Vitalco at Time 0.

354
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It is possible, of course, that Vitalco is not as onerously taxed as its
investors: It might qualify for long-term capital gains treatment, it might
have a large unused net operating loss carryover, 355 or it might even be
tax-exempt. Academic observers have pointed to these possibilities in
connection with tax shelter abuse. The first, however, is practically unlikely, 356 the second is inherently sporadic 357 and the last is systemically
unlikely.358

In truth, moreover, none of these specialized considerations ever was
necessary. Section 453 is a sufficient condition for the teakettle tax shelter
to work. Under section 453, Vitalco will be taxed at Time 0 only on that
fraction of the $2,250 realized gain attributable to the $1,000 down payment
it actually receives. In this example that fraction is $750.359 Assuming
Vitalco is taxed at the same rate as its investors, the tax on that amount
would be only $225, less than Vitalco's real profit (ignoring the purchasemoney note altogether) from the teakettle's sale. 36° Any further tax liability to Vitalco will be triggered only by actual receipt of additional payments
from the investor on the installment note, in which event Vitalco will be
adequately situated to pay any additional tax.
In all that has been written on this subject to date, perhaps the single
most far-sighted conjecture was by Alan Auerbach, who generally likened
355. I.R.C. § 172 (1988 & Supp. V 1994). If it did, the unused losses could be used to offset
the gains from its tax shelter promotional activities. Id. § 172(b).
356. In isolated instances, where the seller of the depreciable asset was not regularly engaged
in doing so and the depreciation "recapture" rules of I.R.C. §§ 1245 and 1250 did not apply, the
gain to the seller might have been taxed as long-term capital gain. Cf. Estate of Franklin v.
Commissioner, 544 F.2d 1045 (9th Cir. 1976). If, as is more likely, Vitalco is producing teakettle
tax shelters at a regular clip, it will probably be treated as a "dealer" in teakettles and therefore
be ineligible for preferential taxation.
357. I.R.C. § 172 (1988 & Supp. V 1994). This possibility would be least remote in the case
of a large real estate developer that retained ownership in enough of its investments so that the
depreciation produced losses sufficient to absorb the gain from large-scale sales of other projects as
tax shelters.
358. Two quite possibly important exceptions to this assertion are foreign entities not subject
to U.S. taxation and tax-exempt domestic institutions such as pension plans. See infra note 401
and accompanying text. The latter have historically been a source of conventional debt financing, but they do not seem to have engaged to any noticeable degree in the promotion of investments in depreciable assets involving inflated asset values and purchase-money debt.
359. Under I.R.C. § 453(b), Vitalco would be taxed on an amount that bears the same ratio
to its $2,250 realized gain as the $1,000 down payment bears to the "total contract price" (excluding interest) of $3,000.
Thus, the amount recognized at Time 0 would be
(1000/3000)*$2,250 = $750.
360. That is, considering only the cash the Vitalco received on the sale, the teakettle produced a $250 profit, less than Vitalco's tax liability for that year. It can easily be shown that, if
Vitalco is careful to market its teakettles so that it receives "real" consideration at least equal to
c/(1 - t), where c is its cost for the teakettles and t is its marginal tax rate, its economic profit will
always exceed the amount of gain it must recognize under I.R.C. § 453.
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depreciation shelters, involving "overstated" asset values (made possible, in
his view, by nonrecourse debt), to "short sales" of depreciable assets, that is,
to sales of depreciable assets that the seller did not in reality own.361 But
Auerbach's conjecture was fundamentally incomplete: It expressly (and
incorrectly) assumed that the seller would simultaneously (and symmetrically) be taxed on the gain.362 Section 453 makes the conjecture complete. It permitted tax shelter promoters to sell depreciable assets they did
not really own without being taxed on the gain.
To return for a moment to Tables VIII and VIII-A, it is relatively clear
that two separate things are occurring. The first is the transfer of the teakettle itself, producing returns of $576.19 in Period 1 and Period 2, the
$1,000 cost of which may be either depreciated (in Table VIII) or expensed
(in Table VIII-A). The returns from those investments are exactly as originally depicted in Tables II and III. Superimposed on those original examples are conceptually separate transactions, most clearly portrayed in Table
VIII-A. There, the investor simultaneously acquires the (temporary) right
to an additional $2,000 worth of deductions, all of which must eventually
be taken back into income. It is dressed up as the sale of $3,000 teakettle.
It could be thought of as the sale of $3,000 worth of teakettle, $2,000 of
which was sold "short. ' 363 Most realistically, however, it is simply the
sale-facilitated by the use of purchase-money (not necessarily nonrecourse)3' 6 financing, and by section 453-of $2,000 worth of teakettle
that simply does not exist.
However regarded, the teakettle, I suggest, is depreciation shelter
abuse reduced to its essentials. In reality, matters usually appeared in a
substantially more complicated guise. For one thing, an investor in our
teakettle tax shelter has done better than real world tax shelter investors
361.

Specifically, Auerbach suggested that:

mhe lender could engage in pure arbitrage by selling movies short, providing the borrower with a nonexistent "movie" for a fair purchase price, with the borrower receiving
taxable movie royalty income and depreciation deductions from the lender and making
interest payments on the loan, reversing the lender's tax position. In fact, the law did
not allow such symmetric treatment of real assets sold short . . . but a similar outcome
was achieved by overstating the value of a real movie, letting the borrower receive depreciation[] [deductions] from the government rather than the lender (with the lender taking
the substantialexcess of sale price over basis into income), and, through the use of nonrecourse debt, replacing the borrower's interest payments and the lender's royalty payments
with a cancellation of indebtedness in the distant future ....
Auerbach, supra note 5, at 215 (footnote omitted) (emphasis added).
362. See id.
363. E.g., id.at 206-07 & n. 16. Genuine short sales, however, generally require eventual
delivery of the asset sold.
364. But see supra note 339.

356
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typically did: For her $1,000 (cash) investment she is receiving the (real)
returns from renting the teakettle, so that in effect she is getting the tax
deferral for free. 365 Real tax shelter promoters were not so magnanimous.
Typically, the cash and enforceable consideration that the investor was
required to pay for the teakettle itself exceeded a reasonable price, reflecting
a premium charged to the investor for the tax benefits. For another, it was
never made as explicitly clear as it has been with the teakettle that the
purchase money financing was not expected to be repaid. Nevertheless, the
non-tax economics virtually guaranteed the investors' eventual default on
the purchase-money debt.3"
Furthermore, many depreciation shelters
traded in even more ephemeral "assets '367 and were characterized by conduct amounting to real fraud.368 In particular, the practice of not reporting the gain attributable to non-repayment of the debt from a "burned out"
tax shelter almost certainly was at one time widespread. 36 9 But that was
separate and inessential. The teakettle tax shelter would work quite satisfactorily even for an investor who meticulously reported that gain. In sum,
on the analysis here, bad non-tax economics were not the cause, just an
inevitable adjunct, of real tax-shelter abuse. Its truly distinguishing feature
was purchase-money financing, whose misuse was catalyzed by section 453.
C.

The Evidence

Strictly speaking, the analysis above establishes only that the use of
purchase-money financing and section 453 easily might have been the key
to "the tax shelter problem." The thesis of this Article is that it was. The
evidence for that hypothesis lies in twenty years of reported decisions in tax
shelter litigation, a chronicle of efforts by the courts, handicapped by the
absence of effective statutory machinery, to distinguish permissible tax
shelters from those that properly ought to be struck down.
It has been a laborious task. The issues usually have arisen in the
fashion typical of tax litigation, with the liability of a tax shelter investor
365. That is, for her $1,000 outlay she is continuing to receive the returns from the investment originally depicted in Table II, on top of which we have superimposed the purchase-money
financing that creates the tax deferral. See supra text preceding note 330, following Table VIllA, and preceding note 363.

366. See infra notes 371-375 and accompanying text; Johnson, Crane Rule, supra note 5, at
598.
367. E.g., Bryant v. Commissioner, 790 F.2d 1463, 1464 (9th Cir. 1986) (beavers); Rybak v.
Commissioner, 91 T.C. 524 (1988) ("generic" tax shelters).
368.

See supra notes 234, 277-278 and accompanying text.

369.

See, e.g., Bittker, supra note 1; supra note 234; cf. Ginsburg, supra note 1.
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(or group of investors) in dispute. That posture, although almost inevitable,
has itself been unfortunate, as it confronted the courts only with the consequences, not with the tax shelter promoters whose treatment is identified
here as the underlying cause, of real tax shelter abuse.3 70 The task was
probably not made easier by the inability of students of the tax shelter
process to have put their fingers on the heart of the problem.
The courts responded to the cases in a variety of ways, none individually satisfactory, but collectively more effective than it might have been
reasonable to expect. The most celebrated line of decisions, and that in
which the underlying problem is most evidently consistent with the analysis
here, began with Estate of Franklin v. Commissioner,37' which involved the
sale and simultaneous leaseback of a motel for purchase-money debt substantially in excess of the motel's apparent market value. The Ninth Circuit held, in view of the disparity between the debt and the apparent value
asset, that the debt was "too contingent" and hence
of the encumbered
"not genuine," 372 and disregarded it both by disallowing the purchasers'
claimed deductions for interest and excluding the amount of the loan from
their adjusted basis for depreciation of the motel. It is principally this line
of decisions, which includes Odend'hal v. Commissioner373 and Pleasant
Summit Land Corp. v. Commissioner,374 that has stimulated the insight
that purchase-money financing and section 453 are important aspects of tax
shelter abuse. 375 A number of decisions have adopted this basic approach,376 or have reached similar results where the repayment of pur370. To some extent this has changed with the enactment of I.R.C. §§ 6700, 7408, see supra
note 238, which authorize penalties and injunctions against tax shelter promoters. See, e.g.,
United States v. Philatelic Leasing, 794 F.2d 781 (2d Cir. 1986) (upholding an injunction against
promoters of tax shelter involving stamp masters acquired at inflated prices with purchase-money
debt); United States v. Music Masters, 621 F. Supp. 1046 (W.D.N.C. 1985), aff'd, 816 F.2d 674
(4th Cir. 1987) (enjoining promoters of tax shelter involving sound recording masters with prices
inflated using purchase-money debt).
371. 544 F.2d 1045 (9th Cir. 1976).
372. The analysis harks back to the reasoning in Crane v. Commissioner, 331 U.S. 1 (1947),
that a taxpayer would act the same towards recourse and nonrecourse debt secured by an interest
in property as long as the amount of the debt were less than the fair market value of the property.
See supra note 210 and accompanying text.
373. 748 F.2d 908 (4th Cit. 1984), cert. denied, 471 U.S. 1143 (1985).
374. 863 F.2d 263 (3d Cir. 1988), cert. denied, 493 U.S. 901 (1989).
375. See, e.g., Johnson, Crane Rule, supra note 5, at 595-99; Shaviro, Risk and Accrual, supra
note 5, at 439-41.
376. See, e.g., HGA Cinema Trust v. Commissioner, 950 F.2d 1357 (7th Cir. 1991), cert.
denied, 112 S.Ct. 2993 (1992) (sale and leaseback of computer equipment with purchase-money
financing); Lukens v. Commissioner, 945 F.2d 92 (5th Cit. 1991) (seller financed purchase of
timeshare units in Park City, Utah); Bryant v. Commissioner, 790 F.2d 1463, 1464 (9th Cir.
1986) (domestic beaver ranching interests purchased with notes to seller); Thompson v. Commissioner, 631 F.2d 642, 644 (9th Cir. 1980) (land purchased with notes to seller), cert. denied, 452
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chase-money debt was to be made solely out of revenues from the activity
financed. 77
U.S. 961 (1981); Finkelman v. Commissioner, 56 T.C.M. (CCH) 1269 (1989) (real estate acquired with purchase-money financing), affd, 987 F.2d 612 (9th Cir. 1991), cert. denied, 112 S.
Ct. 1291 (1992); Bussing v. Commissioner, 88 T.C. 449, 452 (1987) (take-back debt financing in
computer purchase where underlying asset was subject to both a preexisting lease and senior bank
debt); Zirker v. Commissioner, 87 T.C. 970, 972 (1986) (seller financed purchase of dairy cattle);
Hagler v. Commissioner, 86 T.C. 598, 602 (1986) (computer licensing agreement financed by
licensor); Falsetti v. Commissioner, 85 T.C. 332 (1985) (take-back financing at bottom of a series
of transactions involving an apartment complex); Dean v. Commissioner, 83 T.C. 56, 66-67
(1984) (paperback book rights purchased with notes to seller); Wildman v. Commissioner, 78
T.C. 943 (1982), acq., 1984-2 C.B. 1 (movie purchase financed with note to seller); Siegel v.
Commissioner, 78 T.C. 659 (1982) (movie purchase financed with note to seller), acq., 1984-2
C.B.1, C.B.2;.Hager v. Commissioner, 76 T.C. 759, 765 (1981) (notes given to seller for purchase
of cattle); Narver v. Commissioner, 75 T.C. 53, 65 (1980), aff'd, 670 F.2d 855 (9th Cir. 1982)
(real property purchase involving take-back debt); Beck v. Commissioner, 74 T.C. 1534, 1537
(1980), affd, 678 F.2d 818 (9th Cir. 1982) (land transactions with take-back debt at heart of
financing). All of these decisions involved purchase-money financing, and in virtually all of
them the government prevailed. But see MacKenzie v. United States, 714 F. Supp. 268, 271
(E.D. Mich. 1989) (upholding deductions for depreciation of movies acquired with purchasemoney notes at a price in excess of market value, based on a jury finding that the notes represented "genuine" indebtedness); Hilton v. Commissioner, 74 T.C. 305 (1980), aff'd, 671 F.2d 316
(9th Cir. 1982), cert denied, 459 U.S. 907 (1982) (involving the leaseback of department store
using third-party financing in which the government prevailed); see also Warren, Economic Profit,
supra note 1.
377. See, e.g., Brountas v. Commissioner, 692 F.2d 152 (1st Cir. 1982), cert. denied, 462 U.S.
1106 (1983) (nonrecourse note to seller "secured" by oil and gas production from asset underlying
the transaction); CRC Corp. v. Commissioner, 693 F.2d 281, 282 (3d Cir. 1982) (agreeing with
Brountas in an identical case involving the same transaction), cert. denied, 462 U.S. 1106 (1983);
Gibson Products v. United States, 460 F. Supp. 1109 (N.D. Tex. 1978) (promissory note to seller
secured by oil and gas production), aff'd, 637 F.2d 1041 (5th Cir. 1981); Bailey v. Commissioner,
90 T.C. 558, 616 (1988) (seller's note for acquisition of motion picture distribution rights payable
solely out of receipts), aff'd in part, vacated in part, 912 F.2d 44 (2d Cir. 1990) (requiring findings
on relationship of value of assets and amount of purchase-money note); Waddell v. Commissioner, 86 T.C. 848, 910 (1986), aff'd, 841 F.2d 264 (9th Cir. 1988) (convertible "recourse" note
to seller of computerized medical equipment franchises payable solely from revenues "too speculative ... to be recognized"); Fox v. Commissioner, 80 T.C. 972, 1020-22 (1983), aff'd, 731 F.2d
230 (4th Cir. 1984) (nonrecourse notes from seller for acquisition of books payable only out of
gross proceeds from book promotion); Saviano v. Commissioner, 80 T.C. 955 (1983), affd, 765
F.2d 643 (7th Cir. 1985) (note payable to off-shore tax shelter promoter solely out of sales proceeds of mined gold); Graf v. Commissioner, 80 T.C. 944 (1983) (note payable to offshore tax
shelter promoter solely out of profits from sales of ocean front properties created by dredging
operations); see also Driggs v. Commissioner, 87 T.C. 759 (1986) (computer translation program
acquired with purchase-money debt); Moore v. Commissioner, 85 T.C. 72, 100 (1985) (gemstone
distribution rights acquired with purchase-money debt); Flowers v. Commissioner, 80 T.C. 914,
919 (1983) (master recording sale and leaseback involving take-back debt); Wing v. Commissioner, 81 T.C. 17, 20 (1983) (coal mining venture financed with debt to seller). Discussions of
some of these decisions are to be found in Patricia D. White, Realization, Recognition, Reconciliation, Rationality and the Structure of the Federal Income Tax System, 88 MICH. L. REV. 2034,
2072-73 & n.127 (1990); Robinson, supra note 5, at 60-62.
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But the courts have taken a variety of approaches to combating depre-

ciation shelter abuse. In one line of decisions the Tax Court has attempted
to deal with the issue under section 183 of the Code, which disallows losses
incurred in activities "not engaged in for profit. ' 37" Another line has its
origins in the notion of a "sham" transaction, traceable to the Supreme

Court's decision in Frank Lyon v. Commissioner.379 In Rose v. Commis378. I.R.C. § 183 (1988). That provision, better known as the "hobby loss" limitation, was
enacted by the Tax Reform Act of 1969, Pub. L. No. 91-172 § 213, 83 Stat. 487, in an effort to
forestall individuals from deducting losses from activities (like farming) when they were primarily
engaged in some other business but resided on a farm which they maintained more as a hobby
than as a real trade or business. Cf. STAFF OF THE JOINT COMM. ON INTERNAL REVENUE TAXATION, 91ST CONG., GENERAL EXPLANATION OF THE TAX REFORM ACT OF 1969, at 94-95 (t.
Comm. Print 1970). While not originally designed to deal with the problem, the Tax Court
found the "breadth of the statutory language" of I.R.C. § 183 sufficient to warrant extending it to
depreciation shelters. Rose v. Commissioner, 88 T.C. 386, 411 n.6 (1987), aff'd on other grounds,
868 F.2d 851 (6th Cir. 1989); see also Brannen v. Commissioner, 722 F.2d 695, 702 n.5 (11th
Cir. 1984) (observing that "[s]ection 183 is not limited .. .to 'hobby losses,"' (citing Hager v.
Commissioner, 76 T.C. 759, 782 n.10 (1981) and Jasionowski v. Commissioner, 66 T.C. 312, 321
n.6 (1976)); Adam D. Chinn, Note, Attacking Tax Shelter: Section 183 Leaves the Farm And Goes
to the Movies, 61 N.Y.U. L. REV. 89 (1986) (discussing extension of § 183 from hobby losses to
tax shelters); Joseph H. Marxer, Note, Section 183 of the Internal Revenue Code: The Need for
Statutory Reform, 62 IND. L.J. 425 (1987) (reviewing application of § 183 to tax shelter cases); cf.
Ferrell v. Commissioner, 90 T.C. 1154, 1181-99 (1988) (applying "trade or business" test of §§
162(a) and 167(a) to determine if profit objective existed in oil and gas investment financed by
notes to seller).
I.R.C. § 183 has been deployed to deal with tax shelters involving a variety of assets. E.g.,
Marine v. Commissioner, 92 T.C. 958 (1989), aff'd, 921 F.2d 280 (9th Cir. 1991), cert. denied,
112 S. Ct. 77 (1991) (building acquired with purchase-money debt from offshore intermediary);
Sutton v. Commissioner, 84 T.C. 210, 214 (1985), aff'd, 788 F.2d 695 (11th Cir. 1986) (refrigerated highway freight trailers acquired with purchase-money nonrecourse financing). Compare
West v. Commissioner, 88 T.C. 152, 159-61 (1987) (Tax Court used § 183 to disallow deductions related to motion picture investment financed with notes to seller) with Evans v. Commissioner, 908 F.2d 369 (8th Cir. 1990) (reversing Tax Court's disallowance of deductions from
investment in motion picture financed by seller). See also Hayden v. Commissioner, 889 F.2d
1548 (6th Cir. 1989) (food heaters for hospital financed with purchase-money debt); Polakof v.
Commissioner, 820 F.2d 321 (9th Cir. 1987), cert. denied, 484 U.S. 1025 (1988) (motion picture
distribution rights acquired with notes to seller as part of consideration); Estate of Baron v. Commissioner 798 F.2d 65 (2d Cir. 1986) (master recording rights purchased with purchase-money
debt); Independent Elec. Supply v. Commissioner, 781 F.2d 724 (9th Cir. 1986) (applying Treas.
Reg. § 1.183-2(a) (1972) to patent investments financed with nonrecourse debt payable to inventors); Elliot v. Commissioner 84 T.C. 227, 230 (1985), aff'd, 782 F.2d 1027 (3d Cir. 1986) (publication rights to novel purchased with notes to seller); Herrick v. Commissioner, 85 T.C. 237
(1985) (automotive product distributorship purchased with purchase-money debt); Seaman v.
Commissioner, 84 T.C. 564, 567 (1985) (coal mining rights acquired with notes to seller); Fuchs
v. Commissioner, 83 T.C. 79, 84 (1984) (paperback book rights purchased with notes to seller).
379. 435 U.S. 561 (1978). See generally Bernard Wolfman, The Supreme Court in the Lyon's
Den: A Failure of Judicial Process, 66 CORNELL L. REV. 1075 (1981). One of the leading cases in
this line is Rice's Toyota World v. Commissioner, 81 T.C. 184 (1983), aff'd in part, rev'd in part,
752 F.2d 89, 90-91 (4th Cir. 1985) (computer sale and leaseback transaction with "financing of
the purchase by ...notes payable to seller"). For a sample of cases applying the sham transaction approach, see Torres v. Commissioner, 88 T.C. 702, 709-10 (1987) (computer sale-leaseback
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sioner, 380 the Tax Court recognized that these two approaches (together

with the mutations that each has produced) were effectively "overlapping
and cumulative, 3 8' and attempted, with less than unqualified success, to
forge all of them into a single, more coherent approach. 2 More recent
where purchase price was financed by seller); Friendship Dairies, Inc. v. Commissioner, 90 T.C.
1054 (1988) (same); Hines v. United States, 912 F.2d 736 (4th Cit. 1990) (same); Helba v. Commissioner, 87 T.C. 983 (1986), aff'd, 860 F.2d 1075 (3d Cir. 1988), cert. denied, 490 U.S. 1046
(1989) (videotape productions acquired with purchase-money debt). Cf. James v. Commissioner,
899 F.2d 905 (10th Cir. 1990) (applying the Rice's Toyota test as "factors" to be used in the sham
inquiry for seller financed purchase of computer equipment); Gefen v. Commissioner, 87 T.C.
1471 (1986) (finding a reasonable opportunity for profit and thus distinguishing Rice's Toyota);
Mukerji v. Commissioner, 87 T.C. 926 (1986) (same); Estate of Thomas v. Commissioner, 84
T.C. 412 (1985) (same); Elliot v. Commissioner, 84 T.C. at 230 (publication rights for novel
purchased with notes to seller); Surloff v. Commissioner, 81 T.C. 210, 216, 233 (1983) (royalty
deductions for coal investments financed with debt to seller analyzed in terms of "objective"
profit motive requirement).
380. 88 T.C. at 386, aff'd on other grounds, 868 F.2d 851 (6th Cir. 1989).
381. Id. at 407.
382. Rose's efforts have met with little success in the Courts of Appeal in which they have
been considered. The new approach was rejected by the Sixth Circuit in Rose itself, although
the outcome was affirmed on other grounds. Rose v. Commissioner 868 F.2d 851, 853 (6th Cir.
1989); see also Smith v. Commissioner, 937 F.2d 1089, 1096 (6th Cir. 1991) (remanding to Tax
Court for consideration under I.R.C. § 465, after reversing the Tax Court's opinion and reiterating the Sixth Circuit's rejection of Rose, in a case involving purchase-money financing used to
acquire interests in synthetic fuel processing where the Tax Court had relied heavily on Rose).
The only two other Courts of Appeal confronted with that test have likewise declined to adopt
it. Nickeson v. Commissioner, 962 F.2d 973 (10th Cir. 1992) (discussing Rose favorably, but not
applying, it in affirming disallowance of deductions in research and development investment
financed with two-party debt); Collins v. Commissioner, 857 F.2d 1383, 1386 (9th Cit. 1988)
(applying "substance over form" approach after noting that tests such as Rose "obscure rather
than clarify" and affirming the disallowance of deductions in a seller financed gold mining venture).
Rose nevertheless retains continuing importance. One recent analysis indicates that the Tax
Court had relied on the case more than 60 times by March of 1989, noting that it is "frequently
used . . . to support

. . .

holdings against taxpayers involved in tax shelters."

Cranston R.

Williams, Note, The Tax Court's Rose Test: More Thorns in the Sides of Taxpayers, 8 VA. TAX.
R.v. 905, 925 (1989). For the flavor of the Tax Court's continuing reliance on Rose, see
McCrary v. Commissioner, 92 T.C. 827, 838-39 (1989) (master recordings acquired with purchase-money debt); Rybak v. Commissioner, 91 T.C. 524, 527-35, 540-44, 548-51, 553-55
(1988) (applying Rose to four separate depreciation shelters consolidated in a single case each of
which involved purchase-money debt); Clayden v. Commissioner, 90 T.C. 656, 673-74, 676-77
(1988) (investments in videotapes financed with purchase-money debt); Horn v. Commissioner,
90 T.C. 908, 917-19, 938 (1988) (mining venture financed with fictitious debt through third
party); Soriano v. Commissioner, 90 T.C. 44, 53-54 (1988) (energy devices); Gray v. Commissioner, 88 T.C. 1306, 1326 (1987), aff'd sub nom. Becker v. Commissioner, 868 F.2d 298 (8th Cit.
1989) (gold mining venture financed with purchase-money debt); Patin v. Commissioner, 88 T.C.
1086, 1116-17, 1122 (1987) (gold venture "financed by use of circular flow of money controlled
by" seller), aff'd sub nom. Hatheway v. Commissioner, 856 F.2d 186 (4th Cit. 1988).
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decisions have confronted the interpretative problems raised by "at
risk. 383 And, finally, some decisions have dealt with depreciation shelters by finding that investors were not the true "owners" for tax purposes of
asset, consisting
depreciable assets, but instead had acquired an intangible
38 4
stream.
income
contingent
a
to
right
of a contractual
The point of this recitation is obviously not to revisit in a wholesale
fashion the jurisprudence of tax shelter abuse. The approaches recounted
above, although relatively effective as a whole, hardly constitute a coherent
383. See, e.g., Baldwin v. United States, 904 F.2d 477 (9th Cir. 1990) (sale with prearranged
lease to a third party involving a circular payment scheme); Moser v. Commissioner, 914 F.2d
1040 (8th Cir. 1990); Casebeer v. Commissioner, 909 F.2d 1360, 1368-70 (9th Cir. 1990) (finding taxpayer not "at risk" under I.R.C. § 465 where personal liability would only arise in the
event of lessor's breach); Cooper v. Commissioner, 88 T.C. 84, 112 (1987) (taxpayers not at risk
where they had option at the expiration of the lease term to "put" to lessee solar water heating
systems which taxpayers had acquired using purchase-money debt subject to the outstanding
debt); Porreca v. Commissioner, 86 T.C. 821, 823-24 (1986) (finding taxpayer not at risk where
promissory notes payable to seller were convertible into nonrecourse debt for a $1,000 payment
after five years). But see Emershaw v. Commissioner, 949 F.2d 841 (6th Cir. 1991) (finding a
transaction similar to Baldwin not covered by I.R.C. § 465); Follender v. Commissioner, 89 T.C.
943 (1987) (taxpayer at risk on recourse purchase-money note that bore nonrecourse interest used
to acquire interest in a movie), acq., 1989-2 C.B. 1; Abramson v. Commissioner, 86 T.C. 360
(1986) (taxpayer held at risk on guaranteed share of nonrecourse purchase-money note used to
acquire movie distribution rights).
384. The significance of the distinction is that physical assets are eligible for accelerated
depreciation where intangibles generally are not. Cases in this category include, e.g., Bailey v.
Commissioner, 90 T.C. 558 (1988), aff'd in part, vacated in part, 912 F.2d 44 (2d Cir. 1990) (movie
distribution contract financedwith notes to seller), aff'd, 993 F.2d 288 (2d Cir. 1993); Tolwinsky
v. Commissioner, 86 T.C. 1009 (1986) (seller-financed purchase of motion picture distribution
rights in which Tax Court found that taxpayer had purchased a contingent interest in proceeds
rather than a depreciable interest in the motion.picture itselo; Durkin v. Commissioner, 87 T.C.
1329, 1383-84 (1986), aff'd, 872 F.2d 1271 (7th Cir. 1989), cert. denied, 493 U.S. 824 (1989)
(similar to Tolwinsky, but also finding that, although there was no ownership for depreciation
purposes, there was an "ownership interest" for investment tax credit purposes under I.R.C. §
48(k)(1)); Law v. Commissioner, 86 T.C. 1065 (1986) (same); see also Upham v. Commissioner,
923 F.2d 1328 (8th Cir. 1991) (similar); cf. Coleman v. Commissioner, 87 T.C. 178, 208 (1986)
(finding taxpayer had no depreciable interest in computer equipment that taxpayer purchased
with purchase-money financing then leased back to seller and describing taxpayer's interest as a
mere "right to participate in ...contingent benefits"), aff'd, 16 F.3d 821 (7th Cir. 1994).
A similar but distinct line of cases applies an "eight-pronged" "benefits and burdens" test to
determine whether a taxpayer has ownership for tax purposes. This test was formulated by the
Tax Court in Grodt & McKay Realty, Inc. v. Commissioner, 77 T.C. 1221, 1237-1243 (1981)
(seller-financed "purchase" of cattle). See Massengill v. Commissioner, 876 F.2d 616, 618 n.6 (8th
Cir. 1989) (affirming Tax Court's application of Grodt & McKay to a cattle-breeding venture and
finding no ownership interest where venture was financed with a series of purchase-money notes);
Hulter v. Commissioner, 91 T.C. 371, 388-92 (1988) (applying the eight-pronged test to determine that taxpayer did not "have an ownership . . . interest" in various items of real property
purchased with seller-provided nonrecourse notes); Houchins v. Commissioner, 79 T.C. 570
(1982) (cattle-breeding venture financed with purchase-money debt). Since its decision in Rose
the Tax Court has made diminished use of Grodt & McKay.
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body of law. 35 Decisions that deal with tax shelters by labelling them
"shams," or by holding debt to be "too contingent," have a distinctly "Iknow-it-when-I-see it" flavor. Those that turn on the presence of a "nontax profit motive" are made intrinsically difficult by the depression in pretax rates of return that is characteristic of tax-favored treatment.8 6 More
generally, these decisions call for a variety of vaguely specified and difficult
factual determinations,3 7 that has made matters costly in terms of private, administrative and judicial resources. 8 8 It has made it difficult for
the I.R.S. to interdict abusive tax shelters; and has simultaneously compelled taxpayers to litigate the merits of debt-financed investments in depreciable assets that seem entirely free of abuse.38 9 It has, in short, generated a flood of cases that have been inherently difficult to resolve.
The tax shelter decisions are, on the other hand, manifestations of a
consistent problem, one that has little to do with nonrecourse debt, as
such, and virtually nothing to do with whether the transactions in issue
constituted "passive" activities with respect to the investors involved.
385.
386.

See Collins v. Commissioner, 857 F.2d 1383, 1386 (9th Cir. 1988).
E.g., Warren, Economic Profit, supra note 1; supra notes 127-128 and accompanying

text.
387. These include efforts (1) to determine "from objective criteria" the likelihood based on
"all the facts and circumstances that the obligation will be paid," Waddell v. Commissioner, 86
T.C. 848, 902 (1986), aff'd, 841 F.2d 264 (9th Cir. 1988), by determining whether debt was so in
excess of an asset's fair market value that the investor could "prudently abandon" it, cf., e.g.,
Estate of Franklin v. Commissioner, 544 F.2d 1045, 1049 (9th Cir. 1976), or whether debt is so
"contingent" that it is unlikely to be repaid, Brountas v. Commissioner, 692 F.2d 152, 158 (1st
Cir. 1982), cert. denied, 462 U.S. 1106 (1983); see also Robinson, supra note 5, at 50-62; (2) to
determine for purposes of I.R.C. § 183 whether based on "all the facts and circumstances", e.g.,
Elliott v. Commissioner, 84 T.C. 227, 236 (1985), aff'd, 782 F.2d 1027 (3d Cir. 1986), a tax
shelter investor had "an actual and honest objective of making a profit"; Beck v. Commissioner,
85 T.C. 557, 569-70 (1985); (3) to determine whether for purposes of applying the "sham transaction" test, a "taxpayer was motivated by no business purposes other than obtaining tax benefits in
entering a transaction" and whether the transaction has "no economic substance because no
reasonable possibility of a profit exists," Rice's Toyota World, Inc. v. Commissioner, 752 F.2d 89,
91 (4th Cir. 1985); and (4) to determine whether, taking into account a variety of different considerations, tax shelters are "devoid of economic substance consonant with their intended tax
effects." Rose v. Commissioner, 88 T.C. 386, 415 (1987), affd on other grounds, 868 F.2d 851
(6th Cir. 1989).
388. Even the relative handful of decisions recounted above understates the magnitude of the
problem because many of them were "representative" cases that by agreement resolved the tax
liability of not only the parties actually before the court, but also a number of similarly situated
taxpayers.
389. Among the litigated cases, this possibility seems to have been most acute with conventionally-financed leveraged equipment leases. E.g., Estate of Thomas v. Commissioner, 84 T.C.
412 (1985) (computer leases). It has been common to use nonrecourse debt in financing leases,
giving rise to litigation under I.R.C. § 465. See, e.g., Levy v. Commissioner, 91 T.C. 838 (1988)
(computers acquired with purchase-money financing, but at a price identical to that at which
they were conventionally financed).
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Putting the legal details to one side, and surveying the collection of decisions as a whole, it is not, really, a body of opinions about debt-financed
investments in depreciable assets. When viewed from a factual perspective,
one thing in particular stands out: With few exceptions, and regardless of
the ground on which any particular case happened to be resolved, the
decisions above (and literally a myriad of others) 31° involved purchasemoney financing in some form. Few involved conventional debt. So, while
the posture of these cases makes it impossible to say for certain, it is overwhelmingly likely that the feasibility of most turned crucially on the availability to the promoters of installment sale treatment under section 453.
Estate of Franklin, then, was not so much an isolated, pathological instance
of tax shelter abuse as it was characteristic of what was going on. Most of
the litigated transactions would never have gone forward, much less had to
be litigated, in a world without section 453.
IV. RESOLVING THE TAx SHELTER PROBLEM
If section 453, and, to a lesser extent, section 483, have been the real
keys to the "tax shelter problem," the abuses to which they gave rise are
largely infeasible now. That is so, however, for reasons that have little to
do with either the at risk rules or the passive activity loss limitations.
Concomitantly with the advent of those specifically anti-tax shelter provisions, sections 453 and 483 have been subjected to corrective revisions of
their own. While those changes do not foreclose altogether the misuse of
purchase-money debt, they take important steps in that direction. In this
Part, I summarize briefly what has been accomplished to date, and then
outline what remains to be done. After that, I turn to whether, assuming
the requisite additional steps were to be taken, there is much to be said for
retaining sections 465 and 469.
A. The Current State of Purchase-Money Financing
1.

Interest on Purchase-Money Financing

With respect to the misstatement of interest on purchase-money debt,
there is actually little to be done. As illustrated in Part III.A, the founda390. Without benefit of citation, I note only that the decisions of the Tax Court included
among those cited supra, notes 376-389, consist only of opinions reviewed by the entire Court;
they do not include any of the tax-shelter opinions decided by individual Judges of the Tax
Court, reported as Tax Court Memorandum decisions.
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tion of that problem was the ability to treat purchase-money debt as bearing
simple interest at below-market rates. As part of the Deficit Reduction Act
of 1984, however, section 483 was largely superseded by section 1274,
which, for most purchase-money financing, now requires the use of interest
rates that more nearly approximate market rates, and requires also that
interest be treated as compounding at least annually.391 In a word, that
particular problem is pretty much solved.
2.

Installment Sale Reporting

Section 453 is a more complicated story. The installment sale rules
were substantially liberalized in 1980.392 That liberalization occurred notwithstanding the fact-less well understood then than it is now, to be
sure-that the deferral of tax permitted by section 453 has always in some
fundamental sense been unsound. 3 3 Installment sales inherently involve
purchase-money financing. In a world in which purchase-money debt is
required to bear compound interest at something close to a market rate, as
section 1274 now requires, it is relatively easy to see that someone who sells
appreciated property for installment paper is in no worse a financial posi391. The revenue provisions of the Deficit Reduction Act of 1984 contained the second of
two major initiatives that substantially reformed the Code's treatment of present values. In the
first, enacted as part of the Tax Equity and Fiscal Responsibility Act of 1982, debt issued at a
discount was required to accrue interest using "economic" accrual. See, e.g., Canellos &
Kleinbard, supra note 23; Sims, supra note 23, at 320-324. Then, as part of the Deficit Reduction Act of 1984, Congress enacted I.R.C. § 1274, pursuant to which the principal amount of
any debt instrument issued in exchange for property is, with some exceptions, required to be
determined using compound interest at the rate contemporaneously prevailing on U.S. Treasury
securities having a duration comparable to that of the installment paper. I.R.C. §§
1274(b)(1)-(2), 1274(d) (1988). See generally GARLOCK, supra note 23, at 1-10. This provision
directly curtails the manipulation of debt illustrated supra, Part III.A.
A series of exceptions has the effect of imposing a ceiling of 9% on the interest rate required
to be used on debt with a stated principal amount of less than $2,800,000, and of continuing to
make the rule of I.R.C. § 483 available with respect to purchase money financing in connection
with the sale of a principal residence, as well as farms sold for less than $1,000,000. I.R.C. §
1274(c)(3) (1988). See generally GARLOCK, supra note 23, at 2-3. These provisions do leave room
for some modest level of ongoing abuse.
392. Installment Sales Revision Act of 1980, Pub. L. No. 96-471, 94 Stat. 2247 (1980).
393. See Note, supra note 20; Cain, supra note 25. In fact, purchase-money debt has a history of misuse that substantially predates the enactment of I.R.C. § 453. Before that provision,
at least some installment sellers were able to secure "cost recovery" of their basis in property sold
for deferred payments, applying the basis against all sale proceeds until it had been fully recovered, only after which were they taxed on any gain. See, e.g., Bumet v. Logan, 283 U.S. 404
(1931); cf. Warren Jones Co. v. Commissioner, 524 F.2d 788 (9th Cir. 1975). Compared to cost
recovery accounting, the rule embraced by I.R.C. § 453 was an improvement.
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tion than an otherwise identically situated seller who receives cash.394
There is no warrant for treating him more favorably. The deferral of tax
resulting from non-recognition (and non-taxation) of gain to an installment
seller is thus indefensible in principle. The 1980 liberalization of the installment sale rules nevertheless made that deferral more readily accessible.
Enhanced accessibility rendered section 453 exceedingly vulnerable to
of which it has since been the object of multiple legislaabuse, as the result
395
tive revisions.
The most important of these occurred in 1987, when Congress, by
indirection, all but repealed section 453. In form it remains part of the
law. But, under newly enacted section 453A, most installment sellers now
must pay interest on the tax liability deferred by reason of non-recognition
under section 453. That requirement eliminates the benefit of the deferral. 396 Where tax shelters that used purchase-money financing are con394. In principle, the seller for cash may reinvest the proceeds of the sale and earn a return
on that investment. However, because the recipient of an installment note must receive marketrate, compound interest on the note, the recipient obtains a return that in principle is comparable
to what the seller for cash would earn from reinvesting the proceeds of the sale. It is as if the
installment seller had disposed of the property for cash and reinvested the proceeds by making a
loan to the buyer.
There are differences, to be sure, between the flexibility in choosing precisely how to invest
the proceeds of the sale that are available to the two. But these differences are arguably unimportant when one recalls that the buyer and seller voluntarily enter into installment sales. The
installment seller, who, after all, is providing financing to the purchaser, can always insist on a
premium return to compensate him for whatever reduced flexibility (or increased risk) he thereby
takes on.
395. One of the more prominent problems involved the resale of fully depreciated property
for installment paper with the seller deferring recognition of the gain while the purchaser acquired a "fresh" cost basis for depreciation. This in effect allowed an asset to be depreciated
twice without the intervention of tax, despite the fact that depreciation ordinarily is limited to
historical cost. See supranote 34 and accompanying text. This particular problem was remedied
by the enactment in 1981 of I.R.C. § 453(i), which now prescribes immediate taxation of gain
attributable to most prior depreciation when depreciable property is sold on the installment basis.
A perhaps more serious problem was the sale of property by dealers (such as home developers)
for installment obligations, which were then pledged as security for a commercial loan with the
payments on the installment obligations applied to service the loan. Through the use of these
"builder bonds," dealers were able to obtain access to the proceeds from having sold the underlying property, while deferring taxation of the gain under § 453. I.R.C. §§ 453(b)(2)(A) and 453(l),
enacted as part of the Revenue Act of 1987, Pub. L. No. 100-203, 101 Stat. 1330, 1388-92
(1987), put a stop to that particular device.
396. I.R.C. § 453A(a), added by the Revenue Act of 1987, Pub. L. No. 100-203 (100th
Cong. 1st sess.) § 10202(c), 101 Stat. 1330-338. That provision deems the gain realized (but not
yet recognized) on an installment sale to be taxed at the highest marginal rate, and charges interest each year, at the interest rate applicable to underpayments of tax, on the untaxed fraction of
the realized gain. I.R.C. § 453A(c)(2)-(3) (1988 & Supp. V 1994). Since, in general, the benefit
of deferral is equal to interest on the amount of tax that is deferred, the remedy prescribed by this
provision in effect takes the benefit back. See generally authority cited supra note 61.
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cerned, section 453A, if then in effect, would have imposed prohibitive
additional costs on the promoter.3 97 It does so for both versions of the
teakettle tax shelter illustrated in Part III.B. 398 So, even in the absence of

the at risk rules and the passive loss limitations, section 453A itself would
have sufficed to put a stop to most of the transactions involving real
depreciation-shelter abuse.
An even more effective solution would simply be to repeal section
453.'99 New section 453A is currently hedged with exceptions, and opportunities to abuse section 453 in principle remain.
In practice, however,
given all the other controls on tax shelters that currently exist, it seems
unlikely that any remaining shortcomings in section 453 could easily be
exploited now.
B. A Simple Solution to Depreciation Shelter Abuse
At the same time, to conclude that we need not be overly concerned
for any remaining flaws in section 453 because of other anti-tax shelter
provisions is to have matters fundamentally reversed. The question ultimately posed by the insights of this Article is whether, if we had meticulous
controls on the use of purchase-money debt, any other specifically anti-tax
shelter provisions would even be needed. It turns out, however, that if
397.

The subjunctive is used here in recognition of the fact that enactment of the passive

loss limitations of I.R.C. § 469 preceded the enactment of § 453A. The former so substantially
diminished the attractiveness of debt financed investments in depreciable assets as to render the
latter largely superfluous in the context of depreciation shelters.

As a general matter, however, the additional deductions allowed to the purchaser of a depreciable asset at an inflated price will be matched by additional gain realized by the seller. See
supra notes 327-329, 353-354 and accompanying text. So the cost (in the form of interest on
any gain deferred under I.R.C. § 453) explicitly imposed on the seller by § 453A will generally
exceed the implicit benefit of deferral to the investor. See supra note 396. For the purchaser and
the seller together, the expected value of the tax savings from inflating the purchase price would

therefore be negative. Hence, even in the absence of the passive loss limitations, new § 453A
would largely curtail the use of purchase-money financing and § 453 to inflate the apparent purchase price of depreciable assets.
398. Ignoring the threshold limitations of I.R.C. § 453A(b)(1)-(2) (1988 & Supp. V 1994),
and assuming the $2,000 purchase-money note was never repaid, Vitalco would have $1,500 of
deferred gain, on which (assuming 30% was the top marginal rate) the deferred tax would be
$450, the annual interest on which (assuming a 10% interest rate) would be $45. See id. §
453A(c)(1)-(4). So the present value at time 0 of the total taxes and interest payable by Vitalco
in connection with the sale of the teakettle would be about $265, more than its $250 profit. See

supra notes 359-360 and accompanying text.
399. The feasibility of doing so is explored in Note, supra note 20, at 408-10.

400. Among other things, it does not apply to the first $5,000,000 of any one seller's installment obligations or to obligations arising out of the sale of farm property. I.R.C. §
453A(b)(2)-(3) (Supp. V 1994).
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serious attention were given to refocusing the control of tax shelter abuse
on curbing the misuse of purchase-money debt, even the complete repeal of
section 453 would not entirely suffice. The cases suggest that at least some
promoters avoided taxation of gain from the sale of depreciable assets at
inflated prices by transferring the assets through un-taxed foreign intermediaries; 40 1 another possibility, not widely reflected in reported decisions but
worrisome in principle nevertheless, is that even immediate taxation of
inflated gain would be of no concern to a tax-exempt domestic promoter.
For either sort of seller, gain from the sale of depreciable assets at inflated
prices will not be taxed to begin with. For them, then, the non-recognition
conferred by section 453 is unnecessary. Hence, existing section 453A is
an ineffective limitation and the complete repeal of section 453 would be
equally so.
An alternative solution-as simple as, but less controversial than,
repealing section 453, and not vulnerable to any of these shortcomings-would be to deal directly with the undesirable consequence of purchase-money financing rather than the financing itself. Each of the misuses
specified in Part III-those involving the misstatement of basis using the
time value of money and those involving section 453-would be infeasible
if we were simply to disallow any basis to the purchaser of a depreciable
asset to the extent that the asset was financed with purchase-money
debt. 02
This, in fact, is by far the most straightforward solution. It would have
much in common with the existing at risk rules. Indeed, something very
similar is already incorporated into section 465, but only where depreciable
realty is concerned. In what may be taken as the beginnings of a recognition that it is purchase-money financing, not nonrecourse financing, that is
rightly to be regarded as the root of the tax shelter problem, section 465
does not apply to nonrecourse real estate loans made by third-party lenders. 40 3 So, where depreciable realty is concerned, the at risk rules apply
almost exclusively to nonrecourse purchase-money debt.
401. See, e.g., United States v. Philatelic Leasing, Ltd., 794 F.2d 781 (2d Cir. 1986); Marine
v. Commissioner, 92 T.C. 958, (1989), afl'd, 921 F.2d 280 (9th Cir.), cert. denied, 112 S. Ct. 77
(1991); Gray v. Commissioner, 88 T.C. 1306 (1987), aff'd sub nom. Becker v. Commissioner, 868
F.2d 298 (8th Cir. 1989); Graf v. Commissioner, 80 T.C. 944 (1983); Saviano v. Commissioner,
88 T.C. 955 (1983), aff'd, 765 F.2d 643 (7th Cir. 1985).

402.

Given the exceptions to the remedial provisions of both I.R.C. §§ 1274, 453A, see supra

note 391; supra note 400 and accompanying text, which leave some room for ongoing manipulation, a remedy that forecloses any misuse of purchase-money financing, irrespective of which
particular defect it exploits, is perhaps independently to be desired.
403. I.R.C. § 465(b)(6); see supra note 236 and accompanying text.
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In effect, the solution proposed here-curtail the use of purchasemoney but not conventional financing-would extend something like the
rule now found in section 465(b)(6) to all depreciable assets. 40 4 It would
differ, however, in two important respects. Most importantly, it would
apply to purchase-money financing irrespective of whether the financing was
technically nonrecourse. As a result, it would both get at the heart of the
tax shelter problem and spare administrators and the courts the interpretive
problems that have plagued section 465 .405 It would be relatively easy to
define "purchase money" financing. It has been hard to define what it
means to be "at risk."'
In addition, it would operate to disallow basis
attributable to purchase-money debt, rather than disallowing losses themselves. By so doing it would not interfere with the allowance of any otherwise deductible real economic loss. And, in contrast with repealing section
453, the simple disallowance of depreciable basis attributable to purchasemoney debt would be effective at curbing tax shelter abuse regardless of
whether the promoter was taxable or not.
The only real objection to disallowing all basis in depreciable assets
attributable to purchase-money debt is that doing so might seem overly
broad. Purchase money financing that is not abusive does in principle
exist. 40 7 Specifically, it is not problematic when used in connection with
the sale of an asset at a price that does not exceed "fair" market value.
Although purchase-money financing has been the agent of tax shelter
abuse, overvaluation has been its critical symptom. In principle, then, an
alternative remedy to the abuses encountered in Part III would be to police
404. In a sense, it also would codify the results in cases like Estate of Franklin v. Commissioner, 544 F.2d 1045 (9th Cir. 1976) and Pleasant Summit Land Corp. v. Commissioner, 863
F.2d 263 (3d Cir. 1988), cert. denied, 493 U.S. 901 (1989), see supra notes 371-374, but with
respect to both recourse and nonrecourse purchase-money financing alike.
405. See supra note 383 and accompanying text.
406. One of the more explicitly peculiar features of I.R.C. § 465 is its provision that protection against loss through "guarantees, stop loss agreements, or other similar arrangements" may
leave the owner of an asset not "at risk." I.R.C. § 465(b)(4) (1988). Taken literally this provision could be read to imply that ordinary commercial insurance against casualty may trigger the
operation of I.R.C. § 465. For a recent opinion that reaches out to insist on taking § 465(b)(4) to
its limits, see Levien v. Commissioner, Tax Ct. Rep. Dec. (P-H) 130.9 (August 2, 1994)
(Halpern, J., concurring).
407. For a computer lease involving the evidently benign use of purchase-money financing,
see, e.g., Levy v. Commissioner, 91 T.C. 838 (1988). But see supra note 393. One possible exception to the proposed solution might be provided for purchase-money financing provided in the
ordinary course of a trade or business by a taxable dealer in property (such as machinery and
equipment) to whom the installment sale rules expressly do not apply. See I.R.C. §§ 453(b)(2),
453() (1988).
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meticulously the "fair market values" at which depreciable assets change
hands. 4°8
The problem with the alternative is that, for anything other than
regularly traded, fungible assets, determining "fair market value" is hard. In
truth, we can rarely do better than rely on real arm's length sales, between
unrelated buyers and sellers using real consideration, to tell us what "fair
market value" really is. 409 But one important message of this Article in
general, and of Part III in particular, is that purchase money financing is a
form of consideration that is extraordinarily vulnerable to misuse. In particular instances a complete prohibition might very well seem excessive.
Nevertheless, such financing has been so repeatedly manipulated that, for
prophylactic if for no other reasons, it systemically does not deserve to be
treated as real. In light of the analysis above, and the history of misuse,
prudence dictates a complete prohibition on depreciable basis attributable
to purchase-money debt. However broad the impact of that prohibition, its
excesses would be slight by comparison with those of sections 465 and 469.
For what has been diagnosed in this Article as the key to depreciation
shelter abuse, here, then, is a complete solution. Embargo all depreciation
attributable to purchase-money debt. Doing that would be simpler by far
than at risk, to say nothing of the passive loss limitations. It would be as
effective as either alone, or both together, at curbing real tax shelter abuse.
And, by comparison with either of those provisions, it would have little
effect on legitimate investments in tax-favored assets, so it would be almost
entirely free of collateral economic cost.
C.

And What of the Existing Limitations?

The solution I propose would serve in a natural way as a substitute for
"at risk." In lieu of disallowing losses to the extent of nonrecourse debt, it
would disallow depreciable basis attributable to purchase-money debt.
There would be little reason for retaining section 465.
That leaves only the ongoing need for section 469 to be considered.
In contrast with other borrowing limitations, 410 the passive loss limitations stand out as heroically more onerous controls. In the final analysis it
is impossible to say with any confidence what purpose they were really
intended to serve. The terms on which at risk was contemporaneously
408.

To some extent, we already try to do that. See authorities cited supra notes 238, 327.

409.
410.

E.g., Treas. Regs. § 1.170A-1(c)(2) (1994).
See supra notes 164-165 and accompanying text.
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extended to real estate tacitly suggest that, by the time it adopted section
469, Congress had already started to grasp that purchase-money debt was a
part of the tax shelter problem. With that background it is tempting to
suppose that the adoption of section 469 really was driven by transitory
revenue needs, and that whether it was conceptually defensible or not was a
subsidiary consideration.4 ' If so, it has fulfilled that objective by now
and there is little reason for its being retained.
It is possible, on the other hand, that section 469 was a response to
real congressional alarm at the evident proliferation of depreciation shelter
abuse. Congress might have been loathe to believe that conventional
financing of tax-favored assets really could function in ways that are relatively benign. It may also have been slow to grasp just how pernicious the
use of purchase-money financing could be and how pervasive it actually
was. So, despite the contemporaneous legislative activity, Congress might
have continued to equate tax shelter "abuse" with all debt-financed investments in depreciable assets by "passive" investors, leading it to section 469.
The passive loss rules may have expressed a determination to put a halt to
what Congress honestly perceived-even if it did not very well understand-to be the foundation of depreciation shelter abuse.4" 2
This Article has developed what I hope, however, will be found a
more convincing account of the real causes of tax shelter abuse. With what
amounts to no more than a minor bit of legislative tinkering, all the undesirable results illustrated in Part III and found in the reported decisions
could easily be brought to a halt. So I suggest also that, whatever the
residual case might have been for conspicuously burdensome controls on
depreciation shelters-never that persuasive to begin with-even that case
now disappears. The real problems can equally effectively and far more
readily be stopped.
CONCLUSION

My objective has been to shed light on the "special" phenomenon of
depreciation shelter abuse. Were the solution I propose to be adopted, the
411. See supra notes 270, 272. That conclusion is reinforced by the fact that Congress simultaneously scaled back depreciation allowances, which, with time, would itself have reduced the
attractiveness of debt-financed investments in depreciable assets. See supra notes 194-195 and
accompanying text.
412. The history leaves room for differences of opinion. See supra note 273 and accompanying text.
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problems of leveraged investments in depreciable assets would become
indistinguishable from those more generally posed by debt-financed investments in tax-favored assets. Wisely or not, even those more general concerns have elicited congressional action, generally in the form of comparatively straightforward (and often more modest) limitations on the deductibility of interest on debt. 413 Indeed, as Parts I and II suggest, the specific
issues taken up in this Article are simply one aspect-if an extreme
aspect-of the larger problem posed for income taxation by debt. That is a
serious matter, one that remains to be resolved. So, even if the solutions
proposed here were to be adopted, and sections 465 and 469 were to be
repealed, it is not altogether obvious whether conventionally debt-financed
assets ought to be subject to some such more
investments in depreciable
414
modest limitation.

What is clear is that the phenomenon of tax shelter abuse has been a
massive distraction from the more important objective of fashioning a
sensible methodology for the income taxation of debt. The mischief undeniably achieved with purchase-money financing differs qualitatively from
the problems of conventional debt. The virtue of the solution proposed by
this Article is not merely that it would deter tax shelter abuse as effectively
as section 469; nor even that it would do so at substantially less in the way
of collateral cost. Most important is the fact that it speaks with precision
to what really deserves to be classified as "abuse." Purchase money financing has been not so much part of the "tax shelter problem" as the very
heart of that problem. Dealing with the real causes of that problem, and
doing away with the misguided efforts to date, would unburden the more
pressing and difficult task of perfecting our understanding of the income
taxation of debt.
413. See supra notes 164-173 and accompanying text.
414. See supra notes 164-165 and accompanying text. The most obvious candidate would be
the investment interest limitation of existing I.R.C. § 163(d) (1988 & Supp. V 1994). Both the
limit on deductibility of interest on borrowing to finance tax-exempt debt (I.R.C. § 265, see supra
note 164) and the investment interest limitation operate to curb what would probably would be
regarded as a "non-incentive" tax preferences, as to which the case for interest limitations seem
generally to be most persuasive. See supra notes 164-174 and accompanying text. In contrast,
accelerated depreciation has generally been intended to encourage investments in depreciable
assets, with the consequence that the desirability of borrowing limitations is substantially less

clear. See supra notes 104, 161-162 and accompanying text.
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APPENDIX

The examples in this Appendix illustrate the effects of (1) more borrowing, and (2) longer duration on the overstatement of basis using (pre1984) I.R.C. section 483, in each instance assuming, as in the text accompanying Tables VII-A and VII-B, that the market interest rate is ten percent and the section 483 test rate is seven percent.
More leverage. The first example increases the "true" amount of purchase-money financing from $500 to $750. Assuming annual compound-

ing, a two-year, $750, ten percent OID loan would require repayment of
$907.50. Restating that repayment obligation with the assumption of seven
percent simple interest produces a principal amount of $796.05, a depreciable basis of $250 + $796.05 = $1,046.05, annual interest accruals of
$ 5 5 . 7 2 ,IA and "economic" depreciation allowances of $506.06 in Period 1

and $539.99 in Period 2, for total depreciation of $1.046.05. The deprecia-

tion schedule was constructed by, first, computing the internal rate of return implied by the combination of a $1,046.05 initial outlay and two
$576.19 cash flows-6.7%-and, second, computing the change in value of
the remaining income stream between Time 0 and Period 1, and between
Period 1 and Period 2, discounting the cash flows at 6.7%."
The after-tax cash flows in Table A-i, each discounted at the after-tax
internal rate of return of 22.23%, just equal the "true" initial net investment-$ 1,000 minus "true" borrowing of $750-of $250.
IA. That is, $55.72 is 7%of $796.05, and two years' interest of $55.72 annually, together
with the stated principal amount of $796.05, adds up to the true repayment obligation of
$907.50.
2A. See supra text accompanying Table I.
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Table A-1

Income Tax with Economic Depreciation

and $750 Borrowing:
Basis Overstated Using Section 483
I.R.C. § 483
Basis = $1,046.05

Time 0
(Outlay)

Period I
(CF1)

Period 2
(CF2)

576.19

576.19

2A. Depreciation

(506.06)

(539.99)

2B. Interest

(55 .1_
2)4A

0A. Investment

1,000.00

OB. Borrowing

(7 5 0 .0 0 )3A

1.

3.

Gross Income

Taxble Income (Loss)

(55.2

14.40

(19.52)

4.32

(5.86)

(1- 2)
4A. Tax (Savings) @ 30%
4B. Debt Service
5A. Net Investment
(After Tax)

(907.50)

250.00

(0+ 4)
5B. After-Tax CF

571.87

(325.45)

(1-4)
After-Tax IRR = 22.23%

5A

Longer Duration. The second example preserves the assumption of a 50
percent ratio of "true" borrowing to investment-a $500 loan-but assumes
3A. The "true" ($750) principal amount of the loan, rather than its principal, as stated consistently with I.R.C. § 483, of $796.05, is used in computing the after-tax internal rate of return
on the "true" initial investment (net of "true" borrowing) of $250. See supra note 311.
4A. This example assumes that interest on the loan is properly deductible by the investor,
even though the interest isn't paid until maturity. See supra note 323 and accompanying text.
5A. The after-tax cash flows depicted in line 5A, each discounted to present value at Time
0 using an interest rate of 22.23%, exactly equal the true initial outlay (net of the $750 principal
amount of the loan) of $250 on line 5B.
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that both the life of the investment and the duration of the loan are 15
years. Assuming level productivity and a ten percent required pre-tax rate
of return, the investor will require pre-tax cash flows of $131.47 per year.
With annual compounding, the amount payable at maturity of a $500, fifteen-year, ten percent, OID obligation is $2,088.62. Assuming economic
depreciation of the asset and economic accrual of interest, taxation of the
investment is illustrated in Table A-2-a. Table A-2-b restates the principal
amount of the loan to $1,018.83, which, together with fifteen years' simple
interest at seven percent ($71.32 annually), also produces a repayment obligation of $2,088.62. A $1,518.83 depreciable basis elevates the after-tax
internal rate of return on the debt-financed investment to 22.03%.
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