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accelerated depreciation taken and the amount of depreciation that
would have been taken if the straight-line method had been used
is recaptured to the extent of any gain realized on the sale and
taxed at ordinary income rates.2 27 Similarly, upon the sale of non-
residential real estate utilizing an accelerated depreciation method
under ACRS, all depreciation deductions taken will be recaptured
and taxed at ordinary income rates.228 These rules offset, to some
extent, the tax advantages obtained by the tax shelter when it
accelerated artificial losses 229 through the use of accelerated depre-
ciation in order to defer tax payment to later years.230 The full tax
must be paid, but the tax shelter has received the interest-free use
of the funds over a substantial period of time.2

11

The depreciation recapture rules have a unique application in the
context of an historic rehabilitation tax shelter since the straight-
line depreciation requirement must be met in order to qualify for
the rehabilitation credit. 22 The recapture rules are not applicable to
the portion of the building's basis attributable to the qualified
rehabilitation expenditures because of the straight-line depreciation
requirement,233 but the rules apply to the original portion of the
building's basis provided that an accelerated depreciation method
was used rather than the straight-line method.2 4

B. Legislative Attacks on Tax Shelters

"In the early 1970's the syndicated tax shelter limited partnership 235

became popular as an investment vehicle. ' 23 6 "The limited partner-
ship form was used mostly where pools of capital were amassed
from numbers of investors by a promotor [sic] who found and
packaged the venture, sold the partnership interests, and served as
general partner." 23 7 The capital received from investors was combined
with additional capital obtained through the use of nonrecourse

227. I.R.C. § 12'0 (1983); see also HAFT & FASS, supra note 167, at 2-3, 2-85.
228. I.R.C. § 1245 (1984); see also HAFT & FASS, supra note 167, at 2-3, 2-86.
229. See supra note 179 and accompanying text.
230. Id.
231. A. AXELROD, C. BERGER, & Q. JOHNSTONE, LAND TRANSFER AND FINANCE

1093 (2d ed. 1978); Silver, supra note 1, at 906 n.134 ("[t]his temporary forgiveness
amounts to an interest free loan or government subsidy of the venture").

232. See supra note 92 and accompanying text.
233. See supra note 226 and accompanying text.
234. See supra notes 227-28 and accompanying text.
235. See supra notes 166-234 and accompanying text.
236. BITTKER & STONE, supra note 170, at 1002.
237. Id. at 1003; see supra notes 164-71 and accompanying text.
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financing23 in order to obtain the advantages of leverage. 23 9 The
partner's distributive share of the financing increased his basis in
the partnership2 40 and his share of partnership deductions, 241 thereby
increasing the extent to which the partner could deduct losses on
his individual return.242 Congress and the Internal Revenue Service
began to scrutinize tax shelters of all types but especially those which
were characterized as "abusive tax shelters. ' 243 Beginning with the
TRA, Congress enacted various measures which were designed to
limit or defeat the tax advantages which could be obtained by
investing in a syndicated tax shelter limited partnership. 244 Many of
these legislative measures have had a direct impact on rehabilitation
tax shelters. 245

The TRA, which launched the first major attack on tax shelters
employing the limited partnership form of doing business, 246 enacted
various tax provisions which were designed to attack such tax shelters
"by limiting losses,[ 247] by requiring capitalization of certain items
that prior [to the TRA] had been currently deductible[ 24] and by
tightening up on the recapture provisions. ' 24 9

The TRA proposed to limit partnership losses by imposing a ceiling
upon the retroactive allocation of partnership income or losses that
occur when a partner's distributive share is altered to avoid adverse
tax consequences. 50 The TRA also required that special allocations

238. See supra notes 198-200 and accompanying text for a discussion of non-
recourse financing.

239. See supra notes 181-93 and accompanying text for a discussion of leverage
as used in real estate and rehabilitation tax shelters.

240. See supra note 185 and accompanying text.
241. See supra notes 186-91 and accompanying text.
242. See supra note 193 and accompanying text.
243. BITTKER & STONE, supra note 170, at 1003.
244. Id. Many of the legislative measures enacted as a means to deter the use

of tax shelters are beyond the scope of this Note. This Note will develop only
those measures relevant to real estate and rehabilitation tax shelters.

245. See infra notes 246-330 and accompanying text.
246. BITTKER & STONE supra note 170, at 1003.
247. See infra notes 250-54 and accompanying text.
248. See infra notes 255-57 and accompanying text.
249. BITTKER & STONE, supra note 170, at 1003. See infra notes 258-61

and accompanying text for a discussion of the provisions in the TRA dealing with
the recapture of depreciation.

250. I.R.C. § 706(c)(2)(B) (1984) deals with the disposition of less than an entire
partnership interest and was designed to prevent retroactive allocations. I.R.C. §
706(c)(2)(B) provides that "[tihe taxable year of a partnership shall not close. ..
with respect to a partner who sells or exchanges less than his entire interest in the
partnership or with respect to a partner whose interest is reduced (whether by entry
of a new partner, partial liquidation of a partner's interest, gift, or otherwise)."
Id. I.R.C. § 706(c)(2)(B) requires both the existing partner and the individual
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between partners as to their distributive share of partnership gains
and losses which did not reflect their interest in the partnership
ultimately have "substantial economic effect""'' so that such special
allocations could be recognized for tax purposes.252 The TRA also
enacted provisions limiting the deduction of investment interest 253

and prepaid interest. 2 4

Other TRA provisions required the capitalization of certain ex-
penditures which had previously been deductible from gross income. 255

The major provisions affecting real estate tax shelters required the
capitalization of partnership syndication and organization fees 256 and
the capitalization of real property construction period interest and
taxes .257

The final measures taken by the TRA were designed to remove
any loopholes that existed in the recapture provisions of the Code.258

The amount of the additional first year depreciation allowance 259

that could be elected by a taxpayer under the Code was limited by

receiving all or part of the existing partner's interest in the partnership to determine
their pro rata share of partnership items taking into account their "varying interests"
during the taxable year. Treas. Reg. § 1.706-1(c)(4), T.D. 7286 (1973); see also HAFT

& FASS, supra note 167, at 2-132 to 2-137.
251. I.R.C. § 704(b)(2) (1976) (allocation must reflect partners' capital accounts

in order to have substantial economic effect).
252. I.R.C. § 704(b)(2) (1976); see supra note 192 and accompanying text for

a discussion of the "substantial economic effect" rule as it applies to tax shelters
under current law.

253. I.R.C. § 163(d) (1984) provides that for a taxpayer other than a corporation,
the amount of "investment interest" (as defined in I.R.C. § 163(d)(3)(D)) otherwise
allowable as a deduction, is limited in the following order to: $10,000 plus the
amount of "net investment income" (as defined in I.R.C. § 163(d)(3)(A)) plus the
amount by which the deductions allowable under I.R.C. §§ 162, 163, 164(a)(1),(2),
or 212 attributable to property of a taxpayer subject to a net lease exceeds the
rental income produced by the property during the taxable year.

254. I.R.C. § 461(g)(1) (1976).
255. BITTKER & STONE, supra note 170, at 1003.
256. I.R.C. § 709(b)(1) (1976) provides that "organizational expenses" (as defined

in I.R.C. § 709(b)(2)) can be treated as deferred expenses which can be amortized
over a period of not less than sixty months if the partnership so elects. If the
partnership fails to elect such treatment, no deduction shall be allowed for expenses
paid or incurred to organize a partnership or to promote the sale of an interest
in such a partnership. I.R.C. § 709(a) (1976).

257. I.R.C. § 189(a) (1982) provides that no deduction shall be allowed for "real
property construction period interest and taxes" (as defined in I.R.C. § 189(e)(1),(2))
and that these expenses should be capitalized. Id. Such expenses, however, may
be amortized according to the percentages set forth in I.R.C. § 189(b) (1981).

258. See BITTKER & STONE, supra note 170, at 1003,
259. I.R.C. § 179(a) (1981) allows a taxpayer to elect to treat the cost of "8

179 property" (as defined in 1.R.C. § 179(d)(1),(2)) as an expense not chargeable
to the capital account of the asset and to deduct such expense in the taxable year
in which the "§ 179 property" was placed into service.
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applying the annual dollar limitation to both the partner and the
partnership. 260 The amount of depreciation recapture on real property
was also increased under the TRA to provide a further long range
disincentive to tax shelters that had adopted an accelerated depre-
ciation method.2 6'

The Tax Reform Act of 1978262 extended the "at risk" rules to
all business activities, other than real estate, conducted by partner-
ships. 263 The "at risk" rules, therefore, do not affect tax shelters
organized for the purpose of rehabilitating historic structures. 264 For
this reason, real estate and rehabilitation tax shelters currently remain
the most attractive investment because partners can deduct losses in
amounts greater than that to which they are "at risk" in the
investment .261

However, legislation which followed the TRA and the Tax Reform
Act of 1978 provided various tax provisions and penalties designed
to discourage certain practices employed by tax shelters and to prevent
the understatement of a partner's tax liability. 266 Many of these
provisions could provide disincentives to parties interested in investing
in tax shelters and, thus, may indirectly affect rehabilitation projects
set up as tax shelters.

In 1981, ERTA set forth various provisions which assessed ad-
ditional income tax liability if violated. 267 The first provision which
dealt with "valuation overstatements ' 26

1 provided that if an indi-
vidual had an underpayment of income tax attributable to a valuation
overstatement, 269 there would be added to his income tax liability
an amount equal to the "applicable percentage ' 270 of the under-

260. I.R.C. § 179(d)(8) (1982) provides that the dollar limitation found in I.R.C.
§ 179(b)(1) (usually $5000) with respect to an election made to deduct rather than
capitalize the cost of certain depreciable business assets in the year they were placed
into service shall apply with respect to the partnership and with respect to "each"
partner.

261. I.R.C. § 1250 (1983).
262. See supra note 52 and accompanying text.
263. See supra notes 201-05 and accompanying text for a discussion of the "at-

risk" rules as provided in I.R.C. § 465.
264. See supra note 205 and accompanying text.
265. Martin & Tang, supra note 93, at 58, 60.
266. See infra notes 267-329 and accompanying text.
267. The Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, § 722, 95

Stat. 172, 341 (1981) (codified in various sections of 26 U.S.C.).
268. I.R.C. § 6659 (1984).
269. See infra note 272 and accompanying text for a definition of "valuation

overstatement."
270. I.R.C. § 6659(b) (1981) provides that the "applicable percentage" is ten

percent if the valuation claimed is 150 percent or more, but not more than 200
percent of the correct valuation; twenty percent if the valuation claimed is more
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payment attributable to the valuation overstatement. 271 A "valuation
overstatement [occurs] if the value of any property, or the adjusted
basis of any property, claimed on any return is 150 percent or more
of the amount determined to be the correct amount of such valuation
or adjusted basis (as the case may be). ' 272 Even if there has been
a valuation overstatement, the provision2 73 will not apply "to any
property which, as of the close of the taxable year for which there
is a valuation overstatement, has been held by the taxpayer for more
than 5 years ' 2 74 or "if the underpayment for the taxable year
attributable to the valuation overstatement is less than $1000. ' '275 If
the valuation overstatement provision is relevant, 276 the additional
tax assessed will be subject to the interest rate applicable to
deficiencies2 77 compounded daily.27 This provision was designed to
prevent owners of structures from obtaining elevated appraisals of
the value of their property in order to obtain greater deductions
which could be used to offset taxable income generated by the
property. 279

ERTA also provided that if any part of any underpayment of
income tax were due to negligence or to intentional disregard of
the rules set forth in the Code or Treasury Regulations but without
intent to defraud, an individual's tax liability would be increased
by an amount equal to five percent of the underpayment.2 0 Ad-

than 200 percent, but not more than 250 percent of the correct valuation; and
thirty percent if the valuation claimed is more than 250 percent of the correct
valuation. Id.

271. I.R.C. § 6659(a) (1981).
272. I.R.C. § 6659(c)(1) (1984).
273. See supra notes 269-71 and accompanying text.
274. I.R.C. § 6659(c)(2) (1981), repealed by Pub. L. No. 98-369, § 155(c)(1)(A),

98 Stat. 693-94 (1984) (for returns filed after December 31, 1984).
275. I.R.C. § 6659(d) (1983).
276. The concept of "valuation overstatements" can be shown by the following

example. Assume the correct valuation of real estate owned by a partnership is
$1 million, but the partnership claims a valuation of $2.7 million which results in
a $100,000 tax underpayment by the partners. Since the overvaluation ($1.7 million)
is more than 150 percent but less than 200 percent of the correct valuation, the
"applicable percentage" to be applied under I.R.C. § 6659(b) is ten percent. Thus,
the partners must now pay: (1) the underpayment caused by the overvaluation
($100,000); (2) the additional tax assessed under I.R.C. § 6659(a) (10% of $100,000
= $10,000); and (3) interest compounded daily on the $110,000 from the date that
payment was due.

277. I.R.C. §§ 6601 (1984); 6621(a),(d)(3)(A)(i) (1984).
278. I.R.C. § 6622 (1982).
279. Act of Aug. 13, 1981, Pub. L. No. 97-34, 1981 U.S. CODE CONG. & AD.

NEWS (95 Stat.) 351 (codified at I.R.C. § 6659).
280. I.R.C. § 6653(a)(1) (1981).
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ditionally, an amount equal to fifty percent of the interest payable
under the Code2 1 for any underpayment due to negligence or in-
tentional disregard of the rules or regulations would be added to
the taxpayer's tax liability. 2 2

TEFRA also decreased the attractiveness of rehabilitation tax shelters
through its implementation of a new alternative minimum tax, 2 3

which may have "a dramatic impact on many rehabilitation projects,
especially where the credit earned is substantial. ' 2 4 The alternative
minimum tax is imposed at a flat twenty percent rate2

1
5 on an

individual's "alternative minimum taxable income"2 6 which exceeds
his "exemption amount. ' 2 7 The excess of the alternative minimum
tax over an individual's regular income tax28 for the year, determines
the increase in the individual's tax liability for that year. 2 9

"Alternative minimum taxable income" is computed beginning
with "the adjusted gross income[ 29

0] . . . of the taxpayer for the
taxable year-(1) reduced by the sum of-(A) the alternative tax
net operating loss deduction,[ 291 ] plus (B) the alternative tax itemized
deductions,[ 292] . . . and (2) increased by the amount of items of

281. The interest is to be determined under I.R.C. § 6601 (1975) (regarding
interest on underpayment, nonpayment, or extensions of time for payment of tax).

282. I.R.C. § 6653(a)(2) (1983).
283. Pub. L. No. 97-248, § 201(a), 96 Stat. 324, 411 (1982) (codified at 1.R.C.

§ 55). TEFRA repealed the "add-on minimum tax" imposed by I.R.C. § 56(a)
and significantly amended the "alternative minimum tax" imposed by I.R.C. § 55,
as they each had been applied to individuals other than corporations, for taxable
years beginning after December 31, 1982. Pub. L. No. 97-248, § 201(d)(1), 96 Stat.
324, 413 (1982).

284. Tax Incentives, supra note 3, at 246.
285. I.R.C. § 55(a)(1) (1982).
286. See infra notes 290-96 and accompanying text for a discussion of how

"alternative minimum taxable income" is determined under current law.
287. The "exemption amount" is $40,000 for married individuals filing jointly

and surviving spouses, $30,000 for single individuals, and $20,000 for married
individuals who file a separate return. I.R.C. § 55(f)(1) (1982).

288. I.R.C. § 55(f)(2) (1984) defines "regular tax" as the amount of income
imposed by the Code for the taxable year (computed without regard to I.R.C. §
55 and the taxes imposed by I.R.C. §§ 47(a), 72(m)(5)(B), 72(q), 402(e), 408(0,
and 667(b)) reduced by the sum of the nonrefundable personal tax credits, foreign
and miscellaneous tax credits, and business related credits (which includes the
rehabilitation credit). Id.

289. I.R.C. § 55(a) (1982).
290. I.R.C. § 62 (1984).
291. I.R.C. § 55(d) (1982).
292. I.R.C. § 55(e)(1) (1982) provides that:

The term "alternative tax itemized deductions" means an amount equal
to the sum of any amount allowable as a deduction for the taxable year
(other than a deduction allowable in computing adjusted gross income)
under-(A) § 165(a) for losses described in subsection (c)(3) or (d) of §

1985]
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tax preference." 293 This amount, reduced by the taxpayer's exemption
amount, is multiplied by twenty percent to arrive at the amount of
alternative minimum tax.2 94 Except for the foreign tax credit,2 95 the
amount of alternative minimum tax may not be offset by any of
the tax credits allowable under the Code.2 96 Thus, while a taxpayer
could offset his regular income tax liability with the rehabilitation
tax credit, he may not do so with respect to any alternative minimum
tax.

This rule is important under TEFRA because, "even though a
taxpayer may not have any tax preference items giving rise to an
alternative minimum tax liability, he still may incur a substantial
alternative minimum tax if the rehabilitation credit offsets a substantial
amount of his regular income tax." 297 As a result, the new alternative

165, (B) § 170 (relating to charitable deductions), (C) § 213 (relating to
medical deductions), (D) this chapter for qualified interest [as defined
in I.R.C. § 55(e)(3)-(5) (1982)], or (E) § 691(c) (relating to deductions
for estate tax).

Id.
293. I.R.C. § 55(b) (1982). The "items of tax preference" are found in I.R.C.

§ 57 (1984). "Items of tax preference" relevant to real estate and rehabilitation
tax shelters include: (1) I.R.C. § 57(a)(2) (1981) (the amount of accelerated de-
preciation deducted on I.R.C. § 1250 real property computed under I.R.C. § 167
which exceeds the depreciation deduction which would have been allowed had the
taxpayer depreciated the property under the straight-line method); (2) I.R.C. §
57(a)(9) (1978) (an amount equal to the net capital gain deduction for the taxable
year determined under I.R.C. § 1202); and (3) I.R.C. § 57(a)(12)(B) (1984) (the
amount by which the deduction allowed under I.R.C. § 168(a) exceeds the deduction
which would have been allowable for the taxable year had the 18 year real property
been depreciated using the straight-line method [without regard to salvage value]
over a recovery period of 18 years).

294. See supra note 287 and accompanying text.
295. I.R.C. § 27(a) (1984).
296. I.R.C. § 55(c) (1984).
297. Tax Incentives, supra note 3, at 246. The main reason why a taxpayer may

still incur alternative minimum tax liability when he has no items of tax preference
is that the computation of alternative minimum taxable income now begins with
a taxpayer's "adjusted gross income" rather than with his or her "taxable income"
as it had in the past. Tax Incentives, supra note 3, at 246; Tucker, supra note
107, at 71. Whitebread provides an excellent example of this situation in Tax
Incentives, which is set forth below:

Assume that in 1983 a married taxpayer spends $300,000 in a qualified
rehabilitation of a [certified historic structure], entitling him to a $75,000
tax credit. The taxpayer's adjusted gross income is $150,000, and his
itemized deductions are $25,000, resulting in $125,000 of taxable income.

The taxpayer's regular tax, filing jointly with two exemptions, is $45,502.
The $75,000 tax credit will offset $42,427 of 1983 tax ($25,000 plus 85
percent of $20,502), for a total regular tax of $3,075.

The taxpayer has no tax preference items, and $15,000 of his itemized
deductions are allowable as an offset to alternative minimum taxable
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minimum tax created under TEFRA may act as a further disincentive
to projects which provide large rehabilitation credits and are funded
by taxpayers in high income tax brackets.2 98

TEFRA also contains provisions designed to curtail abusive practices
in tax shelters which could affect investors in real estate and
rehabilitation tax shelters.2 99 The first provision provides that if a
taxpayer substantially understates his income tax liability for any
taxable year, an amount equal to ten percent of any underpayment
attributable to the understatement will be added to his tax liability.3°°

There has been a substantial understatement of income tax liability
if the amount of the understatement exceeds the greater of ten
percent of the tax that should have been shown on the return for
the taxable year or $5000.0l Normally, an understatement results
from a position a taxpayer has taken on his return. 0 2 If the taxpayer
can show either substantial authority for the position or adequately
disclosed relevant information on the return affecting the item's tax
treatment, he might avoid the additional tax.30 3 In the case of tax
shelters,3 '0 4 however, these exceptions do not apply, and the taxpayer
is subject to the additional tax unless he can show that he believed
that his tax treatment of the item was more likely than not the

income. His alternative minimum taxable income is $95,000 ($150,000
adjusted gross income, less $15,000 allowable itemized deductions, less
$40,000 exemption amount). The alternative minimum tax is $19,000
($95,000 x 20 percent) and the alternative minimum tax due is $15,925
($19,000 less $3,075 regular tax).

The alternative minimum tax has increased the taxpayer's 1983 taxes
by $15,925 because the rehabilitation tax credit may not offset this tax.
Since the taxpayer lost the benefit of $15,925 of his rehabilitation tax
credit in 1983, he can add this amount back to the unused credit amount
for any credit carryover purposes [under I.R.C. § 55(c)(3)].

Tax Incentives, supra note 3, at 246-47.
298. Id. at 247.
299. See infra notes 300-10 and accompanying text.
300. I.R.C. § 6661(a) (1982).
301. I.R.C. § 6661(b)(l)(A) (1982).
302. An example of where a taxpayer will take a tax position which would result

in an understatement of his tax liability would be where a taxpayer overvalues an
asset in order to obtain greater depreciation deductions which would reduce his
tax liability. See supra notes 268-79 and accompanying text for a discussion of the
penalty imposed upon taxpayers who make valuation overstatements.

303. I.R.C. § 6661(b)(2)(B) (1982).
304. "Tax shelter," as used in the Code, means "(I) a partnership or other

entity, (II) any investment plan or arrangement, or (III) any other plan or ar-
rangement, if the principal purpose of such partnership, entity, plan, or arrangement
is the avoidance or evasion of Federal income tax." I.R.C. § 6661(b)(2)(C)(ii)
(1982).
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proper treatment.3 5 This provision may act as a disincentive to a

party seeking to invest in a rehabilitation tax shelter which is speculative
in nature and which might deal with issues of first impression.

TEFRA also imposed a penalty for promotion of abusive tax
shelters, 1°6 enabled the Commissioner of the Internal Revenue Service
to seek injunctive relief against a person who seeks to promote an
abusive tax shelter," 7 and imposed a penalty on individuals who
aided or abetted in the understatement of another individual's tax
liability. 08 The 1984 Act expanded upon these provisions and added
others3°9 which may have an effect on an individual's decision to
invest in or promote a rehabilitation tax shelter.

Under the 1984 Act, the penalty which can be imposed on a tax
shelter promoter or organizer who makes false or fraudulent statements
or gross valuation overstatements 1 0 is an amount equal to the greater
of $1000 or twenty percent of the gross income derived by the
promoter or organizer from the activity.3" The Commissioner of
the Internal Revenue Service's authority was also extended under
the 1984 Act to allow him to obtain injunctive relief against those
engaging in activities which aid and abet the understatement of tax
liability. 3 2 Finally, the 1984 Act requires that interest accruing after
December 31, 1984, with respect to a substantial underpayment

305. I.R.C. § 6661(b)(2)(C)(i) (1982).
306. I.R.C. § 6700(a) (1984) (imposing penalty equal to greater of $1000 or 20

percent of gross income to be derived by individual from promoting an abusive
tax shelter).

307. I.R.C. § 7408(a) (1984) (authorizing civil action in name of United States
to enjoin any person from further engaging in conduct subject to penalty for
promoting abusive tax shelters under I.R.C. § 6700).

308. I.R.C. § 6701(a) (1982) imposes a penalty on any person (e.g., attorneys,
accountants, investment counselors) who aids, assists, or advises in the preparation
or presentation of any tax return or document in connection with any matter arising
under the internal revenue laws if he knows it will result in the understatement
of the tax liability of another person. Id. The penalty amounts to $1000 per person
per transaction with respect to which the person knowingly aided and abetted in
the understatement of tax liability. I.R.C. § 6701(b)(1),(3) (1982). For example, if
an attorney knowingly wrote a favorable tax opinion for an abusive tax shelter,
he could have a penalty imposed on him of $1000 multiplied by the number of
investors in the tax shelter whose tax liability was understated.

309. See infra notes 310-26 and accompanying text for a discussion of the 1984
Act provisions imposing a penalty on certain tax sheltered transactions.

310. Pub. L. No. 98-369, § 143(a), 98 Stat. 682 (1984) (codified at I.R.C. §
6700(a)); see supra note 306 and accompanying text.

311. Id.
312. Pub. L. No. 98-369, § 143(b), 98 Stat. 682 (1984) (subjecting activities which

fall under I.R.C. § 6701 to government injunction under I.R.C. § 7408); see supra
notes 307-08 and accompanying text.
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attributable to a tax sheltered activity, will be imposed at an annual
rate equal to 120 percent of the normal annual interest rate on
deficiencies. 313

The section of the 1984 Act which may ultimately limit the
effectiveness and appeal of rehabilitation tax shelters provides for
the extension of the "economic performance rule' 31 4 to the prepaid
expenses of cash basis tax shelters.3"5 Thus, a tax shelter whose
taxable income is computed on the cash basis method may not
deduct an expense any earlier than the time that an accrual basis
taxpayer would treat the expense as having been incurred under the
economic performance rule.3 16 In effect, "a cash basis tax shelter
may not deduct an expense until the expense is paid and economic
performance occurs under the new rule. '

1
3 17 Under an exception to

the rule, however, a tax shelter may deduct expenses in the taxable
year of prepayment provided that economic performance occurs
within ninety days after the close of such year.3"' This deduction is
limited to a taxpayer's cash basis319 in the tax shelter.3 20 A partner's
cash basis in a tax shelter partnership consists of the adjusted basis
of his partnership interest determined without regard to the partner's
distributive share of partnership liabilities and amounts borrowed
by the partner that are: (a) secured by any partnership assets; or

313. Pub. L. No. 98-369, § 144, 98 Stat. 682, 682-84 (1984) (codified at I.R.C.
§§ 6214(e); 6621(d)).

314. Prior to the 1984 Act, an accrual basis taxpayer was entitled to deduct the
face amount of an accrued expense in the taxable year in which all of the events
have occurred that determine the fact of liability and the amount of the liability
can be determined with reasonable accuracy. Treas. Reg. § 1.461-1(a)(2), T.D. 6917
(1967). This test was interpreted by the courts to permit the current deduction of
expenses that are related to activities to be performed or amounts to be paid in
future years. Explanation of Tax Reform Act of 1984, 67 FED. TAX GUIDE REP.

(CCH) 231 (July 9, 1984). Such "current deduction of future expenses, however,
results in an overstated deduction to the extent that the time value of money is
not taken into account." Id. To remedy this situation, the 1984 Act added I.R.C.
§ 461(h), which modifies the "all events" test espoused above and provides that
"all of the amounts that establish liability for an amount, for the purpose of
determining whether such amount has been incurred with respect to any item, are
treated as not occurring any earlier than the time that economic performance occurs
with respect to that item." Id.

315. Pub. L. No. 98-369, § 91(a), (g), 98 Stat. 598, 608 (1984) (codified at
I.R.C. § 461(i)).

316. I.R.C. § 461(i)(1) (1984).
317. Explanation of Tax Reform Act of 1984, 67 FED. TAX GuIDE REP. (CCH)
231 (July 9, 1984).
318. I.R.C. § 461(i)(2)(A) (1984).
319. See infra note 321 and accompanying text for a definition of "cash basis."
320. I.R.C. § 461(i)(2)(B) (1984).

1985]
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(b) arranged by the partnership or any person who participated in
the organization, sale, or management of the partnership.3 2

The economic performance rule makes it more difficult for both
cash and accrual basis tax shelters to offset current income with
deductions for prepaid expenses in the case of cash basis tax shelters
and future expenses in the case of accrual basis tax shelters. 22 Thus,
the economic performance rule defeats the ability of investors in a
tax shelter to defer income tax liability and makes such investments
less attractive. 323

The 1984 Act also added provisions requiring organizers of
potentially abusive tax shelters to maintain customer lists24 and to
register with the Internal Revenue Service.3 25 Failure to comply with
either of these provisions results in the imposition of a penalty
against the organizer.3 26

These legislative measures3 27 were designed to limit the use of the
limited partnership form to create a tax shelter effect. 2

1 Many of
these provisions directly or indirectly reduce the tax benefits to an
individual who has invested in a tax shelter or will influence an
individual's decision to invest in or promote a tax shelter. While
most of these provisions are limited in scope to abusive tax shelters,
some impinge directly on the functioning of rehabilitation tax shelters
and others may deter potential investors from participating in these
shelters due to the possibility that penalties may be imposed on them.
By doing so, provisions which were designed to limit abusive tax
shelters may have inadvertantly removed some of the incentives relied
on by sizeable rehabilitation projects to attract investors. 29

C. Proposed Legislation to Reduce Incentives For Historic
Rehabilitation and Use of Rehabilitation Tax Shelters

Proposed legislation before the House and Senate evidences a
further reversal of the trend to using tax incentives to foster historic

321. I.R.C. § 461(i)(2)(C) (1984).
322. Explanation of Tax Reform Act of 1984, 67 FED. TAX GUIDE REP. (CCH)
230, 231 (July 9, 1984).

323. See supra note 180 and accompanying text.
324. I.R.C. § 6112 (1984).
325. I.R.C. § 6111 (1984).
326. I.R.C. §§ 6707(a) (1984) (penalty for failure to register tax shelter); 6708

(1984) (penalty for failure to maintain lists of investors in potentially abusive tax
shelters).

327. See supra notes 246-326 and accompanying text.
328. See supra notes 243-45 and accompanying text.
329. Since these provisions have only been operative since July 1984, their ultimate

effect is indeterminable at this point in time.
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rehabilitation.3 0 First, a proposed Senate amendment to the 1984
Act suggested that the rehabilitation credit be reduced with respect
to "30-year" and "40-year" structures. 3 This amendment advocated
reduction of the rehabilitation credit to ten percent and fifteen percent
for "30-year" and "40-year" qualified rehabilitated buildings, re-
spectively, while still requiring a full basis adjustment 332 in the amount
of the credit.333 The Conference Committee, however, rejected this
proposal, and it was not included in the 1984 Act. 334

After the passage of the 1984 Act, Treasury Secretary Donald T.
Regan, proposed a tax plan which would eliminate all of the current
tax incentives favoring historic rehabilitation. 335 This tax plan pro-
posed the repeal of the investment tax credit, accelerated and ACRS
depreciation, and long-term capital gains tax provisions.336 Two com-
parable tax plans, one sponsored by Senator William Bradley and
Representative Richard Gephardt, the other sponsored by Repre-
sentative Jack Kemp and Senator Robert Kasten, propose provisions
virtually analogous to the Treasury Department plan. 337

The major rationale given for the suggested repeal of these tax
provisions is the need for a more equitable and simplified taxing
system.33s If the plans are adopted in their present form, however,
they will eliminate the major devices339 used by rehabilitation tax
shelters to provide incentives to individual investors.14

0 Were this to

330. See infra notes 332-45 and accompanying text for a discussion of the proposed
legislation in this area.

331. Tax Reform Bill of 1984, 71 STANDARD FED. TAX REP. (CCH) 234 (June
26, 1984).

332. See supra notes 107-10 and accompanying text.
333. Tax Reform Bill of 1984, 71 STANDARD FED. TAX REP. (CCH) 234 (June

26, 1984).
334. Id.
335. The Record, Nov. 27, 1984, at A-1, col. 4.
336. The Record, Dec. 2, 1984, at A-25, col. 3.
337. Id. at A-21, col. 1, A-25, col. 1. All three plans would repeal the investment

tax credit (and hence the rehabilitation credit). They would also tax capital gains
at ordinary income rates, but the Treasury Department plan would allow investors
to index their capital gains to adjust for any appreciation in the fair market value
of the property that was caused by inflation. Id. at A-25, col. 3. Only the Kemp-
Kasten plan would retain ACRS depreciation as it was enacted under ERTA. Id.
Both the Treasury Department plan and the Bradley-Gephardt plan would 'repeal
ACRS under ERTA and accelerated depreciation under I.R.C. § 167 and replace
them with a less generous depreciation system. Id.

338. The Record, Nov. 27, 1984, at A-2, col. 4.
339. See supra notes 177-80 and accompanying text for a discussion of the major

devices used in rehabilitation tax shelters.
340. By eliminating accelerated and ACRS depreciation, the proposed tax plans

would defeat the ability of taxpayers to accelerate artificial losses. See supra note
178 and accompanying text. By eliminating the investment tax credit, which includes
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happen, the state of the tax law regarding historic rehabilitation
would be thrown back to its pre-TRA position.34' Preservationists,
developers, and investors would once again be left with a federal
policy favoring historic rehabilitation, 42 but would lack any tax
incentives for them to undertake such projects.143 In this situation,

[ulnless the added expense of preservation can be made at least
reasonable, if not profitable, by use of federal tax incentives ....
the private sector may be forced to abandon history and opt for
the practicality of the bulldozer and the wrecking ball used so
frequently prior to the NHPA and the TRA. 44

IV. Extension Rather Than Repeal of the Investment Tax Credit

"To insure the choice of investment in historic preservation prop-
erty, more, not less, federal tax incentives should be provided. 3 45

By encouraging historic preservation through the use of the federal
taxing power,3 46 investors and developers will opt for historic re-
habilitation rather than demolition in the current "economically
progressive" environment.3 47 Since the adoption of the TRA, this
country has made a number of tax decisions and enactments which
have had a significant impact on historic rehabilitation and com-
munity development.148 If the federal government were to repeal
these provisions in the proposed tax plan,3 49 "the nation stands to

the rehabilitation credit, the incentive to rehabilitate rather than raze historic
structures may be lost because even though there is no accelerated depreciation,
the depreciation deductions on a new building will be greater because the basis of
the new building (cost under I.R.C. § 1012) will be larger than the already depreciated
basis of the old structure increased by the amount of any capital improvements.
See supra notes 45 & 51 and accompanying text. Finally, by eliminating the sixty
percent long-term capital gains deduction under I.R.C. § 1202 and taxing any gain
recognized on the ultimate sale of the structure as ordinary income, the proposed
tax plans eliminate another incentive provided by rehabilitation tax shelters. See
supra notes 217-21 and accompanying text.

341. See supra notes 8-37 and accompanying text for a discussion of the law
regarding the rehabilitation of historic structures prior to the enactment of the
TRA.

342. See supra notes 14-34 and accompanying text.
343. See supra note 34 and accompanying text.
344. Silver, supra note 1, at 889.
345. Id. at 925.
346. U.S. CONSr. amend. XVI.
347. Silver, supra note 1, at 925.
348. See supra notes 38-165 and accompanying text; see also Zimmerman, Tax

Planning for Land Use Control, 5 URB. LAW. 639, 640 (1973).
349. See supra notes 336-38 and accompanying text for a discussion of the
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lose a large part of its historic property and hence a large part of
its existing re-usable [sic] commercial and housing stock."350

The extension of the rehabilitation credit to noncertified structures
by ERTA 51 fostered the rehabilitation of historic structures in sit-
uations where owners or developers could not absorb the costs of
certification 35 2 or where the property would not meet the requirements
of certification.35 However, other tax legislation may be necessary
to ensure that the extension of the rehabilitation credit to noncertified
structures does not eliminate all attempts by investors to seek listing
on the National Register. 54 While Congress did not intend to preclude
certification as a result of the extension of the rehabilitation credit
to noncertified structures,355 "unless an investor finds that the in-
creased investment tax credit adequately compensates him for the
expense of rehabilitating and maintaining a certified historic structure
according to Department of Interior standards, he may either with-
hold consent to listing, or not rehabilitate at all." '356

Furthermore, provisions should be enacted to provide tax benefits
to individuals who do not hold property for the production of
income3" or who are financially unable to invest in private placement
rehabilitation tax shelters. 58 Under the current law, no special tax
credit or deduction is allowed for the rehabilitation of an uncertified,
older structure used as a taxpayer's principal residence. However,
if a taxpayer substantially improves his principal residence in order
to maintain it, this substantial improvement may qualify as a "capital
improvement"35 9 and the expenses thus incurred would be added to
the taxpayer's basis in the residence for purposes of determining

provisions repealed in the various proposed tax plans.
350. Silver, supra note 1, at 887.
351. See supra notes 77-80 and accompanying text.
352. See supra note 31 and accompanying text for a discussion of the various

costs involved when certifying the rehabilitation of a certified historic structure.
353. See supra notes 23 & 41-42 and accompanying text.
354. Silver, supra note 1, at 923 (ERTA provides viable alternative to owners

or developers who want to avoid listing in National Register).
355. Id. at 918, 923 (Congress assumes that despite extension of rehabilitation

credit to noncertified structures, if given choice, owners and developers would
consent to listing on National Register).

356. Id. at 923.
357. See supra notes 77 & 85 and accompanying text for a discussion of the

nonresidential use requirement which must be satisfied in order to claim the re-
habilitation credit.

358. The Record, Dec. 3, 1984, at A-Il, col. 1.
359. I.R.C. §§ 263(a)(1) (1981) (no deduction allowed for any amount paid out

for permanent improvements or betterments made to increase value of any property);
1016(a)(1) (1954) (proper adjustment to basis in respect of property shall in all
cases be made for expenditures properly chargeable to capital account).
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gain or loss on the subsequent sale of the residence.316 This situation
appears to run contra to the strong federal policy favoring reha-
bilitation and the need to maintain structures "worthy of protection
because of their historical, architectural, or cultural significance
... ))361 The lack of any tax incentive may also lead to apathy on
the part of the homeowner and result in such undesireable conse-
quences as "urban blight ' 3 62 and "urban ugliness. 3 63

An almost analogous situation from a tax point of view, existed
in 1978 when Congress enacted the "residential energy credit. 3 64

Prior to the enactment of the residential energy credit, any installation
of an energy saving component would qualify as a capital improve-
ment which would increase the taxpayer's basis in his principal
residence without any commensurate credit or deduction to offset
the increase in basis.3 65 This situation existed despite the express
federal policy favoring energy conservation as a result of the fuel
oil shortage caused by the 1973-74 oil embargo.3 66 The residential
energy credit was enacted as a means to implement the recognized
federal policy favoring energy conservation and to provide home-
owners and tenants with an incentive to conserve energy through
the installation of insulation and other energy-conserving compo-
nents 367

This Note advocates the enactment of a similar credit 6 which
would provide taxpayers owning principal residences over a specified

360. Id.
361. Silver, supra note 1, at 893 n.40.
362. Urban blight arises from a desire not to make the property more valuable

for tax purposes. Powers, Tax Incentives for Historic Preservation.: A Survey, Case
Studies and Analysis, 12 UR. LAW. 103, 103 n.2 (1980), citing Zimmerman, Tax
Planning for Land Use Control, 5 URB. LAW. 639, 648 (1973).

363. Urban ugliness will result from a lack of tax incentives to rehabilitate,
thereby discouraging aesthetically or socially desireable forms of buildings. Id.

364. The residential energy credit was enacted as part of the Energy Tax Act
of 1978. Pub. L. No. 95-618, § 101(a), 92 Stat. 3175 (1978) (formerly codified at
I.R.C. § 44C; currently codified at I.R.C. § 23).

365. Act of Nov. 9, 1978, Pub. L. No. 95-618, 1978 U.S. CODE CONG. & AD.
NEWS (92 Stat.) 7968.

366. Id.
367. Id.
368. The residential energy credit is a refundable income tax credit for insulation

and other energy-conserving component expenditures for installations in or on the
principal residence of the taxpayer. I.R.C. § 23(a)(1), (c)(1),(3),(4) (1984). The
credit is fifteen percent of the energy conservation expenditures made by a taxpayer
in a taxable year with respect to his principal residence which do not exceed $2000
(thus, the maximum credit allowable is $300). I.R.C. § 23(b)(1) (1984). A taxpayer
is eligble for a new $300 maximum credit each time he changes his principal
residence, but if maintains the same principal residence throughout his entire lifetime
he can claim the $300 maximum credit only once. I.R.C. § 23(c)(8) (1984). If the
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age 69 with a tax incentive to improve and maintain such structures.
Such a credit would be consistent with the federal policy favoring
rehabilitation and preservation of the historic and cultural environ-
ment found in this nation's residential communities. It might also
provide an effective means of preventing further urban decay.

V. Conclusion

For almost a century, this nation has cultivated a strong federal
policy favoring the preservation of its historic environment through
rehabilitation.31 70 Over the past decade, this policy was implemented
by legislation which provided federal tax incentives designed to foster
historic rehabilitation.37 ' Owners and developers of historic structures
have taken advantage of these tax incentives by syndicating tax
sheltered investment packages organized to rehabilitate historically
significant structures.3 72 In 1984, however, legislation was passed
which placed many restrictions on tax sheltered investments.3 73 Fur-
thermore, proposed legislation seeks to eliminate all tax incentives
for the rehabilitation of historic structures that are currently employed
by rehabilitation tax shelters.3 74

credit exceeds the taxpayer's tax liability in a particular taxable year, the excess
is refunded to the taxpayer and will be carried forward until the $300 limitation
is used up. I.R.C. § 23(b)(5) (1984). The increase in basis of the property which
would result from the capital expenditure is reduced by the amount of the credit
claimed. I.R.C. § 23(e) (1984).

Hypothetically, such a credit could be enacted to provide an incentive to owners
of older or historic principal residences to restore such structures. For example, a
once in a lifetime credit per principal residence (as defined in I.R.C. § 1043) per
taxpayer could be promulgated allowing a credit of fifteen percent of the renovation
expenditures made by a taxpayer which do not exceed $10,000 (a maximum lifetime
credit of $1500 per principal residence) which could be carried over to subsequent
taxable years if the credit claimed exceeded the taxpayer's tax liability. The increase
in the basis of the property that would result from the capital improvement would
be reduced by the amount of the credit claimed and in order to avoid administrative
burdens which could result from only a small amount of qualified renovation
expenditures in a year, a minimum credit amount could be established as in I.R.C.
§ 23(b)(4). Treasury Regulations could be promulgated by the Secretary which would
establish the criteria for: (1) what amounts to a qualified renovation expenditure;
(2) what determines when a qualified renovation expenditure has been made and
the amount of such expenditure; and (3) what procedures will be implemented to
review or provide advice as to renovation expenditures.

369. The age requirements for a non-certified, "30-year" historic structure could
be used as a guideline for these purposes. See supra notes 78-83 and accompanying
text.

370. See supra notes 8-165 and accompanying text.
371. See supra notes 40-165 and accompanying text.
372. See supra notes 167-234 and accompanying text.
373. See supra notes 246-329 and accompanying text.
374. See supra notes 330-44 and accompanying text.
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These recent developments have created concern among historic
preservationists because this nation's historic structures provide unique
evidence of our country's cultural development. 75 In addition, they
provide a viable source of reusable commercial and residential prop-
erty."' To ensure the continued existence of this nation's historic
structures as they battle time and the elements, the federal government
must continue to provide tax incentives to individuals to incur the
extensive cost of maintenance and rehabilitation of these structures.3 77

William P. Van Saders

375. Silver, supra note 1, at 887.
376. Id.
377. See supra notes 345-69 and accompanying text.


