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2 THE ENTREPRENEURSHIP EFFECT

INTRODUCTION

Imagine an individua with capitd to invest. What prompts that person to sart a
business, rather than investing in the stock of a publicly traded company, for example?
Start-up businesses generdly present a subgtantiadly greeter risk of loss than investments
in established ventures do. Of course, entrepreneuria ventures may offer higher upside
potentia, but is that enough to prompt risk-averse individuas to bear the greater
downsderisk?

Although there are a variety of non-tax reasons that prompt people to start
businesses, the federa tax consequences of the decision should not beignored. Itisa
truism that income from capital-- such as investment income-- is generally taxed more
favorably than income from labor— such as wages and salaries- primarily because of
the possihility of indefinite deferrd of tax on that income! For these reasons, among
others, severd scholars have suggested that, in practice, capita may beer littletax.? By

! First, gains must be “redlized” before they are taxed. The realization requirement
provides that income taxation accompanies a “realization,” not “paper” gains and losses. In
general, arealization event is the conversion of property into other property that is materially
different in kind or extent. See Treas. Reg. § 1.1001-1(a) (* Except as otherwise provided in subtitle
A of the Code, the gain or loss realized from the conversion of property into cash, or from the
exchange of property for other property differing materially either in kind or in extent, istreated as
income or as loss sustained.”). Federal income tax law requires realization to tax property (* paper”
gains and losses are not taxed). See Eisner v. Macomber, 252 U.S. 189, 211-12 (1920). Second,
“imputed income,” in this context, the benefit resulting from the ownership of property, is not
taxed. Third, under current law, an heir’ s basisin property is the fair market value of the property
on the date of decedent’ s death, generally resulting in astep-up in basisin property retained until
death. Seel.R.C. § 1014. These factors combine to defer taxation on the earnings from capital,
sometimes forever. In addition, under current law, most dividends are taxed at alower rate than
other income. Seel.R.C. § 1(h)(1) (taxing adjusted net capital gain at rates of 5 percent and 15
percent), (11) (defining “net capital gain” to include “qualified dividend income”).

2 e, eg., N6el B. Cunningham, The Taxation of Capital Income and the Choice of Tax
Base 52 TAX L. REV. 17, 41 (1996); David F. Bradford, Fixing Realization Accounting: Symmetry,
Consistency and Correctness in the Taxation of Financial Instruments, 50 TAX L. Rev. 731, 739
(1995); Daniel N. Shaviro, Risk-Based Rules and the Taxation of Capital Income 50 TAX L. REV.
643, 645 (1995); Joseph Bankman & Thomas Griffith, |s the Debate Between an Income Tax and a
Consumption Tax A Debate About Risk? Does it Matter?, 47 TAX L. Rev. 377, 378 (1992); Evsey
D. Domar & Richard A. Musgrave, Proportional Income Taxation and Risk-Taking, 58 Q.J. ECON.
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contragt, income from labor generdly istaxed asit is earned, with relatively few
opportunities for deferra.®

In generd, alower-taxed investment should be more attractive, assuming the
returns are equa. However, the taxation of incomeisonly part of the picture. The tax
treatment of expenses and losses must aso be considered. Deductible expenses and
losses lower tax liahility by lowering “taxable income,” the base to which the federd
incometax is gpplied.* Intuitively, if more expenses and losses of an activity are

388 (1944).

3 Retirement plans provide a mechanism for a service-provider to reduce current taxation.
The economic effect of retirement plans isto exempt the return on capital. That is, “[u]nder the
Cary Brown thesis, the ability to make an investment with untaxed soft money is usually as
valuable as exempting subsequent investment income from tax. ‘Expensing’ -- deducting an
investment immediately -- and exempting the subsequent profit from tax are usually equivalent tax
benefits.” Calvin H. Johnson, Soft Money Investing Under the Income Tax, 1989 U. ILL. L. REV.
1019, 1022 (1989). Because retirement plan contributions are linked to the provision of services,
see, eg., I.R.C. §401(k), the net effect is to shelter from taxation the income on capital earned from
the income from labor. See note 103, infra.

4 See|.R.C. §8 1 (tax base is taxable income); 63 (defining taxable income as gross income
minus deductions).

As an example, imagine two single United States taxpayers, Ivan Investor and Brenda
Businessowner. Assume that each has $80,000 of income from amix of sources such that their next
dollars are taxed at a 33% rate. Ivan sells some stock that he has held for more than ayear,
receiving $20,000 in before-tax profits. Brenda receives a $20,000 bonus from aclient. Because of
the 15% rate applicable to “adjusted net capital gain,” seel.R.C. § 1(h)(1)(C), Ivan will pay less
federal income tax than Brenda athough each has the same amount of income. The following chart
shows the federal tax liability of each with respect to the $20,000:

Ivan Investor Brenda Businessowner

Tax liability $3,000 $6,600

What if lvan and Brenda each spent $15,000 on training course expenses undertaken in
connection with their livelihoods, without reimbursement? In that case, Ivan would owe more tax
than Brendal That is because the $15,000 in expenses would not be deductible for Ivan. Treas.
Reg. § 1.212-1(f) (“Among expenditures not allowable as deductions under section 212 are the
following: . . . expenses of taking specia coursesor training . . . ."). By contrast, for Breda, the
expenses are likely deductible above theline. See Treas. |.R.C. 88 62(a)(1), 162; Treas. Reg. §
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deductible, a higher nomina tax rate may not be unfavorable because the base to which
that higher rateis gpplied islow.®> Thus, in considering tax incentives with respect to
various activities, theincome side and deduction sde must both be considered.

In fact, the ability to deduct losses is particularly important because the ability to
deduct losses with respect to a particular activity essentidly shifts part of the risk of that
activity to the government.®  Although this economic insight is sometimes gpplied to the
context of portfolio investments,” this article will show the Internal Revenue Code

1.162-5. The comparison of the federal income tax treatment of Ivan and Brenda with respect to the
two events would be the following:

Ivan Investor Brenda Businessowner
$20,000 extra income $3,000 tax $6,600 tax
$15,000 training fee non-deductible <$4,950> tax saved
Net tax consequences $3,000 tax liahility $1,650 tax liahility

5 As an extreme example, imagine anominal tax rate of 90% applied to certain activities or
investments. If the base to which it is applied is minuscule or zero— because of offsetting
deductions, for example— then the tax will be less burdensome than atax of 10% applied to a base
of $1,000, for example.

6 See Domar & M usgrave, supra note 2; see also Barbara H. Fried, Fairness and the
Consumption Tax, 44 STAN. L. REV. 961, 992 n.84 (1992) (* A tax on gains and a deduction of losses
... will shift a portion of the upside and downside risk of investment onto the government, thereby
reducing the variance of thisrisk.” ).

" See, e.g., Cunningham, supra note 2, at 30-35 (discussing burden on capital income
under a“normative” income tax); Bankman & Griffith, supra note 2, at 393-95 (discussing context
of an income tax with full loss offsets); Domar & Musgrave, supra note 2.

“Under the Haig-Simons formulation of the normative [income tax] base, incomeisa
taxpayer’s consumption plus change in wealth for a particular period.” Néel B. Cunningham &
Deborah H. Schenk, The Case for a Capital Gains Preference, 48 TAX L. REV. 319, 322 (1993)
(citing Robert M. Haig, The Concept of Income -- Economic and Legal Aspects, in THE FEDERAL
INCOME TAX 1, 7 (Robert M. Haig ed., 1921), reprinted in AM. ECON. ASS'N, READINGS IN THE
ECONOMICS OF TAXATION 54 (Richard A. Musgrave & Carl Shoup eds., 1959); HENRY C. SMONS,
PERSONAL INCOME TAXATION 50 (1938)).
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(Code) provides numerous limitations on the deductibility of individuas' investment-
related expenses and losses® In fact, many Code provisions “basket” individuas
investment-related expenses and losses with investment income, precluding the
deduction of anet investment loss even if the taxpayer has substantial other income.®
By contrast, business expenses and losses typically are fully deductible from income
from any source.!® Thus, individuals can deduct net business losses from any other
income they or their spouses may have.l*

Accordingly, asthis article will show, the federal income tax law systematically
reduces the risk to an individua taxpayer of business activity but not of investment
adtivity.*> Thus, dthough the federal income tax generdly does not subsidize losses
from invesments, it does enable an individud with an active business to shift to the
federal government part of therisk of loss from that business. In effect, the government
subsidizes business activity by bearing aportion of therisk. Itisasif theindividua
investor faced with the investment decison posited a the beginning of the article has a

The federal income tax is not a normative incometax. Cf. Cunningham, supra note 2, at 22
(“No one believes that a normative income tax based upon the Haig-Simons definition could ever
be fully implemented; itsimportanceisasan ideal.”). For onething, “[t]he Haig-Simons definition
callsfor taxing al accretions of wealth in auniform manner,” see Eric Zolt, The Uneasy Case for
Uniform Taxation, 16 VA. TAX ReV. 39, 41 (1996), which the federal income tax does not do.

8 See text accompanying note 39-156, infra

9 See text accompanying note 103, infra; note 114 and accompanying text, infra.
10 see text accompanying notes 33-37, infra.

1 See text accompanying notes 185-90, infra.

12 starting a business is riskier than making a passive investment, in part because the
former requires coupling labor with capital, thereby diminating aform of diversification. As
Professor Terry Chorvat explains, “ceteris paribus, adiversified portfolio of investments has less
risk than an undiversified portfolio of stocks. . . . This arises because there are two types of risk in
any investment: idiosyncratic risk and systematic risk. A diversified portfolio will reduce the
idiosyncratic risk.” Terrence R. Chorvat, Ambiguity and Income Taxation, 23 CARDOZO L. REV.
617, 630 (2002) (footnotes omitted). Entrepreneurs tend to hold less diversified portfolios than
non-entrepreneurs. See William M. Gentry & R. Glenn Hubbard, Entrepreneurship and
Household Saving, 21 NBER Working Paper No. 7894 (Sept. 2000), available
at http://www.nber.org/papers/w7894 (finding that true of their sample). In addition, many new
businesses fail. See Peska llmanakunnas & Vesa Kanniainen, Entrepreneurship, Economic Risks,
and Risk Insurance in the Welfare State: Results with OECD Data, 4 & n.2 CESifo Working Paper
No. 356 (2000) (citing Eurostat, ENTERPRISES IN EUROPE, Fourth Report (1996)).
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silent partner to bear a portion of any losses the business may experience.®

Of course, the government, also will regp some of the rewardsiif the businessis
successful, through taxation of the profits'* And optimistic investors will overestimate
the chances that the enterprise will be successful. I, after taxes, a successful passive
investment is more profitable than a successful business venture, taxation might
discourage entrepreneurship despite the subsidy of businesslosses. However, an
entrepreneurid venture not only has the higher pre-tax upside posited a the beginning
of the article, but, like passve invesment, it faces sgnificant opportunities for taxation at
rates lower than those applied to labor. ™ In effect, the bundling of capita with labor

13 5o Michad Livi ngston, Risky Business: Economics, Culture and the Taxation of
High-Risk Activities, 48 TAX L. REV. 163, 168 (1993) (making this point with respect to investments
generally but not focusing on the limitations that apply to individuals' investment but not
business |osses).

14 Cf. id. Taxation of profit coupled with deductibility of losses reduces the variance of an
investment. See Fried, supra note 6, at 992 n.84.

15 For example, an individual entrepreneur whose business is successful can incorporate
the business and thereby benefit from income-splitting. One study found that cutting each
individual income tax rate by 5 percentage points board would decrease entrepreneurship by 30
percent overall and would decrease it most at the top. Julie Berry Cullen and Roger H. Gordon,
Taxes and Entrepreneurial Activity: Theory and Evidence for the U.S,, NBER Working Paper 9015
(June 2002), available at http://www.nber.org/papers’w9015. In contrast, another study found
that changesin tax rates had only small effects on entrepreneurial activity. See Donald Bruce &
Mohammed Mohsin, Tax Policy and Entrepreneurship: New Time Series Evidence, Working
Paper (2003), available at http://web.utk.edu/~dbruce/bruce.mohsin.v6.pdf.

Another study, in focusing on the influence of federal income taxes on capital outlays by
sole proprietors, found that “a five-percentage-point rise in marginal tax rates would reduce the
proportion of entrepreneurs who make new capital investment by 10.4 percent.” Robert Carrall,
Douglas Holtz-Eakin, Mark Rider & Harvey S. Rosen, Entrepreneurs, Income Taxes, and
Investment, in WILLIAM G. GALE, JAMES R. HINES, JR., AND JOEL S_EMROD, RETHINKING ESTATE AND
GIFT TAXATION, at 427. However, that study considered only sole proprietors (selecting only
those individual taxpayers who, among other things, filed a Schedule C in both 1985 and 1988). Id.
at 429. Thus, it ignores the possibility of incorporation of a successful business. Seeid. at 430
(“Analysis of the behavior of entrepreneurs who are organized in other forms of business [besides
sole proprietorships] is beyond the scope of this chapter.”). Commentary on the article points out
that “ shiftsin organizational form for tax purposes (for example, between unincorporated and
incorporated businesses) may spuriously change the entrepreneurship status of households.” R.
Glenn Hubbard, Commentary on Robert Carroll, Douglas Holtz-Eakin, Mark Rider & Harvey S.
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into an active business can lower the rate of taxation on that |abor.'®

Accordingly, this Article argues that the Structure of the federa tax system,
particularly the federal income tax system, provides a subsidy for entrepreneurship®’ by

Rosen, Entrepreneurs, Income Taxes, and Investment, in GALE, HINES & S_EMROD, supra, at 457.
Strategic incorporation of a successful businessisdiscussed in Part 111.C. of thisarticle. Seetext
accompanying notes 325-80, infra.

16 For example, employment tax isimposed on employment income (up to a cap) without
any reduction for expenses or other deductions. See note 347, infra. Self-employment tax, the
corresponding tax for the self-employed, isimposed on net earnings from self-employment, which
allows for deductions attributable to the trade or business. Seel.R.C. §8 1401, 1402. Thisaso
means that the self-employment tax is subject to more manipulation. See PatriciaE. Dilley,
Breaking the Glass Sipper-- Reflections on the Salf-Employment Tax, 54 TAX L. 65, 96 (2000).

In fact, because of the absence of information reporting and withholding taxes, self-
employment generally provides greater opportunities for tax evasion than employment does.
See Leandra Lederman, The Interplay Between Norms and Enforcement in Tax Compliance, 64
OHIO STATE L. J. 1453, 1503-05 (2003); Cullen & Gordon, supra note 15, at 1 (“small business
owners can much more easily underrreport their taxable income than can wage and salary
earners.”). Tax evasion isnot afocus of thisarticle.

17 The term “entrepreneurship” is used in this article in the sense of creation of anew
business venture. See Steven H. Hobbs, Toward a Theory of Law and Entrepreneurship, 26 Cap.
U. L. REV. 241, 241 (1997) (“the heart of entrepreneurship liesin the creation of small ventures by
one person or asmall group of individuals.”).

This article does not discuss tax incentives for businesses using venture capital, focusing
instead on self-funded new business.

More than 80 percent of the Inc. founders [studied by Amar Bhidé]
bootstrapped their ventures with modest funds derived from personal savings,
credit cards, second mortgages, and so on; the median start-up capital was
about $10,000. Only 5 percent raised their initial equity from professional
venture capitalists.

AMAR BHIDE, THE ORIGIN AND EVOLUTION OF NEW BUSINESSES (1999), quoted in Gentry & Hubbard,
supra note 12, at 12 n.18. Thus, this article does not focus on the kind of investment that may

generate “passive activity losses” within the meaning of Code section 469. Seel.R.C. § 469(a), ().

For an analysis of the tax issuesin venture capital-funded start-up business, see Victor Fleischer,

The Rational Exuberance of Sructuring Venture Capital Sart-ups, 57 Tax L. Rev. 137 (2003).
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individuds'® The subsidy exists to the extent that the taxpayer has both capita™ and
income from sources other than the business againgt which the losses can be offsat. For
avariety of reasons, including the fact that high-income individuals experience taxation
at the highest margind tax rates, they are the ones who have the greatest incentive to
invest capitd in business® rather than in passive invesments

18 This article assumes that the individual conducts any business as a sole proprietor
unless heincorporatesit. Incorporation of abusinessisdiscussed in Part I11.C. Seetext
accompanying notes 325-80, infra.

The subsidy is not surprising, given our culture:

Americans love small business. Despite the notoriously high rate of early failure,
every year hundreds of thousands of undaunted Americans launch small
businesses. The folklore of the independent entrepreneur being the backbone of
American self-reliance and work ethic is a more persuasive argument for
favorable tax incentives than any reality-based economic consideration.

Ronald F. Wilson, Federal Tax Policy: The Political Influence of American Small Business, 37 S.
TEX. L. REV. 15, 64 (1996); see also Marjorie Kornhauser, The Morality Of Money: American
Attitudes Toward Wealth and the Income Tax, 70 IND. L. J. 119, 119-20 (1994) (“ Americans imbue
earned income with an aura of morality and virtuousness that unearned income, particularly
inherited income, does not have. Consequently, we Americans admire the person who acquires her
wealth by means of her own talent and industry, while at the same time, we distrust (though
perhaps also envy) theidle rich who live off of their clipped coupons.”).

19 This article uses the term “capital” in contradistinction to labor. That is, human capital
is encompassed in the term “labor”, asit isused in this article, not “ capital.”

One study found that starting a businessis positively correlated with receiving an
inheritance. See Douglas Holtz-Eakin, David Joulfaian & Harvey S. Rosen, Entrepreneurial
Decisions and Liquidity Constraints, 25 RAND J. ECON. 334, 342 (1994).

2 |t might seem that because high-income individuals experience taxation at the highest
marginal tax rates, if a business were successful, they would bear the greatest tax burden.
However, that does not take into account possibilities for minimizing tax on successful business.
Thisissueisdiscussed infrain Part I11.B.

21 The passive investment this paper focuses on is portfolio investment. However,
because Code section 469 denies individuals a deduction for a net passive activity loss, an
individual’ s passive investment in the active business of another does not experience full loss
offsets. Seel.R.C. §469(a). Of course, disallowed passive activity losses can be carried forward to
ayear in which the taxpayer has passive activity income against which to offset it. Seel.R.C. §
469(b).
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Thisingght hasimplications for the evaluation of tax legidation from a policy
perspective. For example, the recently enacted Jobs and Growth Tax Relief
Reconciliation Act of 2003%? lowered individua income tax rates and lowered the rate
of tax on most dividends to a maximum rate of 15 percent.2 Although, a first blush,
lower tax rates might seem to spur entrepreneuria activity, in fact, the effect may bethe
opposite. Lower tax rates reduce the value of deductions, the importance of which is
discussed below.?* In addition, the cap on the tax rate on dividends makes invesment
in stock, including stock in publicly held corporations, relatively more atractive, which
should encourage the flow of capitd to these investments.

The Articleis divided into three principa parts. Part | consdersthe various
provisons that limit the deductibility of individuas investment-related expenses (in
Section A) and losses (in Section B). Asthis Part shows, each provision hasits own
rationae or judtification as an exception to what purports to be, in the standard
conception of the federd income tax, the genera deductibility of profit-seeking
expenses. However, together these separate provisions systematically restrict the
deduction of expenses and lossesin individuds investment but not business activities.

Part 11 of the Article demondrates that investors can invest more in risky assetsin
the presence of an income tax than in the absence of such atax, without increasing their
risk of loss. Thus, the deductibility of losses subsdizes risk-taking. However, because
of the limitations on the deductibility of investment losses, discussed in Part |, individuds
generdly do not experience such a subsidy with respect to their passve investments.

Part 111 builds on Parts | and 1, arguing that the greater loss offsets dlowed to
individuals business investments creates an incentive for taxpayers to alocate capita to
businesses rather than investments, effectively combining capital and labor. Section A
andyzes gpplicable case law to show that the essentia ingredient for an individud’s
activity to condtitute a trade or businessislabor. Section B argues that the incentive to
combine |labor and capitd exigs primarily for high-income taxpayers. Findly, Section

2108 Pub. L. 27, 117 Stat. 752 (2003).
B sel.R.C. 8§ 1(h)(1)(C), (3)(B).

24 See text accompanying notes 159-61, infra. Lower individual tax rates also reduce the
benefits of incorporating a successful business. See text accompanying notes 325-80, infra.
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C demongtrates that high-income taxpayers benefit from favorable tax trestment if the
businessis successful, aswell. In fact, high-income taxpayers, who are those who
would otherwise be taxed at the highest rates, benefit most from the lower rates that a
successful business may experience. The article therefore concludes that the federa
income tax system implicitly provides an incentive for entrepreneurship by high-income
individuds.

|. THE FEDERAL INCOME TAX TREATMENT OF LOSSESIN
PrOFIT-SEEKING ENDEAVORS. THE TwO FACES OF THE CODE

A gtandard conception of the federa income tax trestment of individuasis that the
Code recognizes two principd categories of activities in which individuas engage,
profit-seeking and persond (consumption) activities® As the Supreme Court has
stated:

For income tax purposes Congress has seen fit to regard an individua as having
two persondities: “oneis[as] a seeker after profit who can deduct the
expensesincurred in that search; the other is[ag] a creature satisfying his needs
as a human and those of hisfamily but who cannot deduct such consumption
and related expenditures.”?®

This quotation depicts aworld in which an individua with expensesrdaed to a
portfolio of investments will be able to deduct those expenses to the same extent as

% e, eg., BORIS|. BITTKER & LAWRENCE LOKKEN, FEDERAL TAXATION OF INCOME,
ESTATESAND GIFTS, Vol. 3 120.1 (2002) (*Whatever the nature of the taxpayer’ s economic
activities, virtually all expensesincurred in business or profit-oriented transactions may be
deducted. This stands in sharp contrast to the legislative treatment of taxpayers personal
activities, which giverise to only afew circumscribed deductions.”); Michelle B. O’ Connor, The
Primary Profit Objective Test: An Unworkable Sandard?, 27 Loy. U. CHI. L. J. 491, 491-92 & n.4
(1996) (referring to bifurcation into two categories as courts’ historical approach); Wiliam Popkin,
The Taxpayer's Third Personality: Comments on Redlark v. Commissioner, 72 IND. L.J. 41, 41
(1996) (“In thetraditional analysis, taxpayers have two personalities -- a business and personal
personality -- concerned respectively with profit-seeking and pleasure-seeking.”); text
accompanying note 26, infra.

% United States v. Gilmore, 372 U.S. 39, 44 (1963) (footnote omitted) (quoting S. SURREY &
W. WARREN, CASES ON FEDERAL INCOME TAXATION 272 (1960)); see also note 25, supra.
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expenses related to employment or saf-employment. However, this picture is
incomplete and incorrect. In fact, dthough scholars sometimes portray individuas
investment and business activities as subject to the same treatment,?” with limited,
context-specific exceptions, close examination of the Code revedsthat it sysematically
subdivides profit-seeking endeavors into business and investment activities.

More technicaly, with respect to deductions, the Code distinguishes among (1)
“persond, living, and family expenses” which generdly are non-deductible?® (2)
activities “for the production or collection of income’® or “for the management,
consarvation, or maintenance of property held for the production of income,"* and
“transaction]s] entered into for profit,”! dl of which face many deduction-side
regtrictions; and (3) “trade or business’ activities, which experience few limits on
deductibility.®* For convenience, the three categories of activities may be referred to as
“persond,” “investment,” and “business,” respectively.

In genera, business expenses and losses are deductible from income of any

27 See, e.g.,Amy J. Oliver, Improving the Tax Code to Provide Meaningful and Effective
Tax Incentives for Higher Education, 12 J. LAW. & PUB. PoL'Y 91, 94 (2000) (“The tax system
classifies al expenses made by individualsin terms of their prevailing purpose, either business or
personal. . .. Thetax code, therefore, operates on the premise that it can differentiate between
business and personal expenses. . .. Sections 162 and 212 of the tax code attempt to draw such a
line by alowing deductions only for ordinary expensesincurred in business or other profit-seeking
activities.”) (footnotes omitted); Allan J. Samansky, Child Care Expenses and the Income Tax, 50
FLA. L. REV. 245 (1998) (“A basic principle of our income tax is that expensesincurred in
businesses or profit-seeking activities are deductible, while personal expenses are not.”) (footnote
omitted).

28 |.R.C. §262; but cf. William J. Turnier, Personal Deductions and Tax Reform: The High
Road and the Low Road, 31 VILL. L. REV. 1703, 1705 (1986) (arguing that “personal deductions
should perform three basic functions in atax system. First, they should be a means whereby
receipts are adjusted so that the base which is subject to tax isindeed income. Second, they
should be a means whereby the base is made consistent with the fiscal role which has been
assigned to an incometax in our society. Lastly, they can, on occasion, provide a means whereby
our tax system is made compatible with fundamental values embraced by our society.”).

P R.C. §212(1).
¥ |R.C.§212(2).

3 1.R.C. §165(c)(2).
2 e, eg, |.R.C. 88 162, 165(c)(1).



12 THE ENTREPRENEURSHIP EFFECT

source- business, investment, and even persond income® In other words, provisions
for the deductibility of business expenses and losses do not require “basketing.”** Even
certain assets that would otherwise congtitute capital assets were they not used in
business activity do not give rise to capital |osses when resulting in recognized losses®
Because the losses are ordinary in character, they can be deducted from any income.
Furthermore, individuals non-employee business expenses are deductible “ above the
ling"* so they need not be traded off againgt the standard deduction and are not subject
to anumber of additiona limitations, discussed below.3” In contrast, important
redrictions gpply specificaly to investment losses and investment expenses® These
restrictions are discussed in the following Sections.

B se|.R.C. 88162.

Income from a hobby or from finding money on the street might not constitute business
or investment income. On the income side, the Code generally does not make a distinction among
business, investment and personal sources of income. Seel.R.C. 8§ 61; but cf. |.R.C. § 1221
(defining capital assets, which affects which gains are taxed at preferential capital gains rates).
Thereis an exception in the rules applicable to nonresident aliens with United States-source
income: “income that is effectively connected with the conduct of aU.S. trade or businessis
taxable-- after allowable deductions-- at the graduated rates applicable to U.S. citizens and resident
aliens; . . . income from U.S. sources that is not effectively connected with atrade or businessin
the United States is taxed-- without an allowance for deductions-- at aflat rate of thirty percent.”
Stephanie C. Evans, Note, U.S Taxation of International Athletes: A Reexamination of the Artiste
and Athlete Article in Tax Treaties, 29 GEO. WASH. J. INT'L L. & ECON. 297, 301 (footnotes
omitted); seealso |.R.C. §8§ 871(a), (b), 873.

3 Se|.R.C. §8§ 162, 165; note 108 and accompanying text, infra.
% seel.R.C. § 1231; text accompanying note 121, infra.

% e l.R.C. §62(a)(1).

87 See text accompanying notes 39-102, infra.

3 Some of the deduction-side limitations on investment expenses apply to other
expenses, as well; investment expenses are not always treated uniquely. However, no other group
of expensesis subject to al of these restrictions. Of course, the tax treatment of investmentsis not
entirely unfavorable, in that, for example, investment assets benefit from such things as
accelerated depreciation. Seel.R.C. § 168. However, business assets benefit from these
provisionsaswell. Seel.R.C. § 167. The focus of this Part is the numerous provisions of the Code
that limit the deductibility of investment-related expenses or losses but impose no limitation on
business-related expenses or |osses.
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A. Restrictions on the Deductibility of Investment Expenses

There are anumber of redtrictions on the deductibility of investment expenses, eech
of which may be separately judtified, according to the standard conception of the
trestment of individuas profit seeking expenses. One exampleisthat individuas
investment expenses (other than those attributable to rental and royalty income)® are
treated as “below the ling” deductions, that is, asitemized deductions.®® Itemized
deductions must be traded off against the standard deduction;** an individual taxpayer
should dect to itemize deductions if the aggregate of itemized deductions exceeds the

% s¢l.R.C. §62(a)(4). Thelegislative history of this provision is not clear on why these
activities are treated differently from such things as investing in stocks and bonds. However, it
appears that these activities were considered more “business’ oriented than investment oriented
and the reason for including them as above-the-line deductions was to avoid questions about
whether they constituted trade or business activities. See 451 CCH Standard Federal Tax Reports
§29.22(n)-1 (1945). There are important differencesin required activity level between holding
stocks and bonds for their dividends and interest, on the one hand, and renting out property, on
the other. Interestingly, the “passive activity loss’ provision, Code section 469, provides special
rules for rental real estate activities, including a $25,000 offset that is subject to phase-out based
on the taxpayer’s adjusted grossincome. See l.R.C. § 469(i).

“0See|.R.C. §8 62, 63. Unreimbursed employee business expenses are also treated as
itemized deductions, and in fact constitute miscellaneous itemized deductions. Seel.R.C. §8 62,
67(b).

The distinct treatment is not justifiable under a normative income tax. See note 7, supra.
As Professors Martin Burke and Michael Friel stated in the most recent edition of their popular
Federal Income Tax casebook, with respect to the below the line status of an investment
management fee:

Thisisacurious result because it seems that taxpayers should always be
allowed to deduct expensesincurred in the production of taxableincome. There
isno good policy reason to deny above the line treatment to this expense, and
yet Congress has done so. . .. By contrast, were the management fee a business
expense, it would be deductible above the line and would not be subject to the
potential wastage or disallowance that below the line deductions face.

J. MARTIN BURKE & M ICHAEL K. FRIEL, TAXATION OF INDIVIDUAL INCOME 14 (6th ed. 2002).
“ See | R.C. § 63(a), (b).
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standard deduction to which heis automatically entitled.?

In other words, an individua can claim a $5,000 above-the-line deduction, such as
abusiness expense, even if he also takes the standard deduction. However, an
individua with a $5,000 deduction that must be itemized, such as most investment
expenses,® will not benefit from deducting it if the standard deduction ($9,500 for
married taxpayers filing ajoint return for the 2003 tax year**) exceeds the aggregate of
his itemized deductions.

The legidative higtory of the enactment of itemized deductions reflects Congress
intent to make business expenses deductible in computing adjusted gross income, the
intermediate measure of income used for a number of purposes.® It isnot particularly
clear why Congress chose to favor business expenses over other profit-seeking
expenses.*® In addition, the distinction has never been pure, in that various non-

42 The standard deduction requires no proof of any expenditures, varies depending on the
individua’sfiling status, and is increased for the aged and blind. Seel.R.C. § 63(c).

Most high-income individuals itemize their deductions. In 1994 IRS Statistics of Income
data analyzed by Professors Shakow and Shuldiner, over 90 percent of individuals with income of
$100,000 or more itemized deductions. See David Shakow & Reed Shuldiner, Lessons from the
Limitation on Itemized Deductions, 93 TAX NOTES 673, 683 Thl. 4 (2001). Interestingly, that data
showed that “the percentage of taxpayers taking the standard deduction is greater for adjusted
grossincome exceeding  $ 500,000 than it is for adjusted gross income under $ 500,000. Generally,
one would expect that itemized deductions increase with income. Thus, the percentage taking the
standard deduction should decline with income. The most likely explanation is that section 68 is
forcing taxpayers to take the standard deduction.” Id. at 683.

* seel.R.C. 8862, 67, but cf. |.R.C. § 62(a)(4).

# See | .R.C. § 63(c)(1) (defining standard deduction), (2) (providing certain basic standard
deduction amounts, unadjusted for inflation, and referring to applicable percentage for joint
returns), (4) (specifying inflation adjustment), (7) (providing 200% as applicable percentage for
2003 and 2004); Rev. Proc. 2002-70 § 3.09(1) (providing inflation-adjusted standard deduction for
unmarried individual for 2003).

% SeeH.R. REP. NO. 78-1365, pt. 1, at 22-24 (1944) (“in general[,] adjusted grossincome
means gross income less business deductions.”).

4 The Senate Finance Committee Report seems to reflect a notion that those activities the
expenses of which are not deductible from gross income are those likely to have few deductible
exXpenses:
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business expenses have aso been favored with above-the-line deductibility.*’

In addition to the disadvantage of characterization asitemized rather than above-
the-line deductions, most investment expenses are subject to the two-percent floor on
miscellaneous itemized deductions®® This means that amounts below two percent of
adjusted gross income (AGI)* are entirdly disdlowed.®® Accordingly, these

Fundamentally, the deductions. . . permitted to be made from grossincomein
arriving at adjusted gross income are those which are necessary to make as
nearly equivalent as practicable the concept of adjusted gross income, when that
concept is applied to different types of taxpayers deriving their income from
varying sources. . . . Such equivalenceis necessary for equitable application of
amechanical tax table or standard deduction which does not depend upon the
source of theincome. For example, in the case of an individual merchant or store
proprietor, gross income under the law is gross receipts less the cost of goods
sold; it is necessary to reduce this amount by the amount of business expenses
before it becomes comparable . . . to the salary or wages of an employeein the
usud case. Similarly, the gross income derived from rents and royaltiesis
reduced by the deductions attributable thereto . . . in order that the resulting
adjusted gross income will be on a parity with the income from interest and
dividendsin respect of which latter items no deductions are permitted in
computing adjusted grossincome.

S REP. NO. 78-885, pt. 1, at 24 (1944).

47 See K eith E. Engel, Deducting I nterest on Federal Income Tax Under payments: A
Roadmap Through a 50-Year Quagmire 16 VA. TAX REV. 237, 284 & n.192 (1996). Expenses
relating to rents and royalties are above-the-line deductions, see I.R.C. 62(8)(4), although the
activities that produce them they might be considered investment activities. See Engd, supra, at
n.192. Their inclusion as above-the-line deductions obviates the need for a determination whether
activities such as renting out apartments or owning a mine constitute business activities under
Higgins v. Commissioner, 312 U.S. 212 (1941), discussed below. Seetext accompanying notes 202-
209, infra.

“ e |.R.C. 8862, 67, 212; but cf. |.R.C. § 62 (a)(4).

49 Adjusted gross income consists of gross income minus above-the-line deductions.
Sel.R.C. §62.

%0 The two-percent floor is aform of phase-out. See Samuel A. Donaldson, The Easy
Case Against Tax Smplification, 22 VA. TAX REV. 645, 723 n.380 (2003). In 1998, the Joint
Committee on Taxation estimated that one-fourth of individual taxpayers are affected by at least
one phase-out, phase-in, or floor. STAFF OF JOINT COMM. ON TAXATION, 105TH CONG., PRESENT
LAW AND ANALYSIS RELATING TO INDIVIDUAL EFFECTIVE M ARGINAL TAX RATES, 17 (Comm. Print
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deductions are subject to afloor that increases proportionately with AGI. For
example, for purposes of computing regular tax liability, a taxpayer with $10,000 of
AGI losesthefirst $200 of miscellaneous itemized deductions, a taxpayer with
$100,000 of AGI loses the first $2,000 of miscellaneous itemized deductions, and a
taxpayer with $1,000,000 of AGI loses the first $20,000 of miscellaneous itemized
deductions®® Any remaining miscellaneous itemized deductions will be aggregated with
the taxpayer’ s other itemized deductions before reduction by the “overdl limitation on
itemized deductions,”®? if applicable, which is discussed below.>

The two-percent floor was added in 1986, as part of comprehensive changes that
lowered federal income tax rates while broadening the tax base> The legidative
higtory reflects a concern both with expenditures that are more persond than profit-
seeking in nature and for reducing required record-keeping:>

1998).

51 The remaining miscellaneous itemized deductions, if any, are aggregated with the
taxpayer’ s other itemized deductions. Those deductions are then reduced by section 68, if
applicable. The remaining itemized deductions are compared with the standard deduction; the
taxpayer should elect to itemize if remaining itemized deductions exceed the standard deduction.

2 %¢l|.R.C.§68.
58 See text accompanying notes 66-71, infra.

5 See Pub. L. 99-514 § 132(a), 100 Stat. 2085 (1986).
%5 Professor Debby Geier sums the rationales up as follows:

While some may view section 67 as nothing but a bald revenue grab by

Congress to make the legidative ledgers balance, others view it with more
equanimity. Many deductions taken by folks under sections 162 and 212 prior to
the enactment of section 67 had only a very tenuous relationship to any income-
producing activity and had personal -consumption benefits aswell. The

deduction for The Wall Street Journal subscription is aclassic example. Such
unjustifiable deductions were difficult, if not impossible, for the IRS to monitor in
any effective way. Thus, some see section 67 as having achieved significant
simplification for most folks who typically don't incur sufficient deductions of
the type subject to section 67 to require them to keep records, as well as
significant administrative simplification for the IRS.

Deborah A. Geier, Some Meandering Thoughts on Plaintiffs and Their Attorneys Fees and Costs,
88 TAX NOTES 531, 533 (2000). Of course, some taxpayers will need to keep records regardiess,
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The Congress concluded that the prior-law trestment of employee business
expenses, investment expenses, and other miscellaneous itemized deductions
fostered Sgnificant complexity, and that some of these expenses have
characterigtics of voluntary persond expenditures. For taxpayers who
anticipated claiming such itemized deductions, prior law effectively required
extensive record keegping with regard to what commonly are smal expenditures.
Moreover, the fact that small amounts typicaly were involved presented
sgnificant adminigrative and enforcement problems for the Internd Revenue
Service. These problems were exacerbated by the fact that taxpayers
frequently made errors of law regarding what types of expenditures were
properly alowable under prior law . . . .

The use of the deduction floor aso takesinto account that some
miscdlaneous expenses are sufficiently persond in nature that they would be
incurred gpart from any business or investment activities of the taxpayer. For
example, membership dues paid to professiona associations may serve both
business purposes and aso have voluntary and persond aspects, smilarly,
subscriptions to publications may help taxpayers in conducting a profession and
aso may convey persona and recregtiond benefits. Taxpayers presumably
would rent safe deposit boxes to hold persond belongings such as jewelry even
if the cogts, to the extent related to investment assets such as stock certificates,
were not deductible.®

Thus, investment expenses otherwise deductible under section 212 of the Code are
consdered sufficiently persond in nature to be & least partialy disallowed.

Miscellaneous itemized deductions dso are entirely disdlowed in computing
dternative minimum taxable income, the tax base of the dternative minimum tax

because they will not know the aggregate amount of their itemized deductions- or even their AGI—
until year end.

56 STAFF OF THE JOINT COMM. ON TAX'N, GENERAL EXPLANATION OF THE TAX REFORM ACT
OF 1986 78-79 (1987).
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(AMT).>” The AMT isatax that may be imposed on individuas and corporationsin
addition to the regular tax.>® Essentidly, with respect to the taxpayers to which it
applies® the AMT targets so-caled “tax preference items” that escape taxation under
the regular tax.%® In effect, “[tlhe AMT denies any deduction for the expenses of the
production or collection of income,"®* that is, for expenses related to investment
activities® Although the legidative history does not explain the reason for the
disdlowance,® the reasons probably are smilar: “doubts about the legitimacy of the
deductions.”®*

5" Seel.R.C. § 56(b)(1)(A)(i) (disallowing any deduction for miscellaneous itemized
deductions).

% R.C.§55.

% The tax generally applies above an exemption amount; that amount for the 2003 tax year
is $40,250 or $58,000 for individuals, depending on filing status. Note that alternative minimum tax
isthe amount imposed in addition to the regular incometax. Seel.R.C. § 55(a). The exemption
amount therefore essentially imposes a zero rate on the first dollars that exceed the taxpayer’s
regular taxable income and do not exceed the exemption under the aternative minimum tax.

However, the exemption is phased out at high levels of alternative minimum taxable income.
Seel.R.C. § 55(d)(3).

0 S 1.R.C. 88 55(b)(2), 56.

81 Laura Sager and Stephen Cohen, How the Income Tax Undermines Civil Rights Law,
73S, CAL. L. Rev. 1075, 1092 n.97 (2000).

52 A 1994 Treasury Department Report found that the "AMT disallowance... affects only a
small fraction of investment expenses.... The treatment... probably has little aggregate economic
effect." Treasury Dep't, Report to the Congress on Section 212 Expenses and the Alternative
Minimum Tax (1994), reprinted in Treasury Sees No Need to Allow AMT Taxpayers to Deduct
Investment Expenses, TAX NOTES TODAY, 94 TNT 255-5 (Dec. 30, 1994) [hereinafter, Treasury
Report]. The Report stated that, in 1991, only about 148,000 individuals reporting miscellaneous
deductions were subject to the AMT. Id. “Their miscellaneous deductions which counted as
AMT preferences equalled $ 3.4 billion.” Id. In theintervening years, many more individuals have
become liable for the AMT. See Leonard E. Burman, William G. Gale & Rohaly, The AMT:
Projections and Problems, 100 TAX NOTES 105, 105 (2003) (“Although it has historically applied to
only avery small share of taxpayers, the tax is projected to grow rapidly over the next decade,
transforming it from a classtax to amasstax.. . . By 2010, the AMT will affect 33 million taxpayers -
- about one-third of all taxpayers -- up from 1 millionin 1999.”).

53 Gregg Polsky, A Correct Analysis of the Tax Treatment of Contingent Attorney's Fee
Arrangements: Enough with the Fruits and the Trees, 37 GA. L. REV. 57, 73 (2002).

54 Geier, supranote 55, at 534; see also Sager & Cohen, supra note 61, at 1092 (focusing
on the circumstances surrounding the enactment of the AM T’ s disallowance of miscellaneous
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The Treasury Department commented in 1994:

By mismeasuring economic income, the current law trestment of section 212
expenses can digtort the after-tax return on investments involving section 212
expenses. Taxpayers for whom section 212 expenses are limited or disallowed
might find other investments relatively more attractive. . . .

How taxpayers change their investment patterns in response to limitations on
section 212 expenses depends on severd factors, most importantly on the
after-tax return on the investments and on the type of expense subject to the
section 212 limitation. The grester the difference between after-tax returns of
investments involving limited section 212 expenses and other investments, the
more taxpayers will choose dternative investment opportunities. . . .%°

Under the regular (non-AMT) federd income tax, most itemized dEductions (but
not the interest deduction and certain others),® as computed after the reduction on
miscellaneous itemized deductions, are further reduced for individuas with AGI over a
certain amount.®” The so-caled “overdl limitation on itemized deductions’ of section
68°% operates to reduce most itemized deductions by alump sum computed as three

itemized deductions).
% Treasury Report, supra note 62.

% | temized deductions not subject to section 68 are the deduction for medical expenses,
which is subject to a 7.5 percent floor under section 213; the deduction for investment interest,
which is deductible only from investment income under section 163(d); gambling losses, which are
deductible only from gambling income under section 165(d); and uncompensated casualty and
theft losses allowed by section 165(c).

57 seel.R.C. § 68. Professors Shakow and Shuldiner found that, for the 1994 tax year, of
those individuals itemizing deductions, 100 percent of those with AGI over $200,000 were affected
by section 68. Shakow & Shuldiner, supra note 42, at 682 Thl. 3. Thisis not surprising; section 68
requires the reduction of itemized deductions of those taxpayers with AGI over a specified
threshold (which remains under $200,000). Seel.R.C. § 68(a), (b); Rev. Proc. 2002-70, 2002-46 |.R.B.
845 § 3.10. 1n 1994, 69.7 percent of those itemizing and with AGI between $100,000 and $200,000
were affected. Shakow & Shuldiner, supra note 42, at 682 Thl. 3. Almost all high-income
individuals itemize their deductions. Seeid. at 683 Thl. 4; note 42, supra.

8 Seeid. The limitation was enacted as part of the Revenue Reconciliation Act of 1990
and itsinitial sunset provision was repealed by the Omnibus Budget Reconciliation Act of 1993.
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percent of AGI,*° except that the deductions will not be reduced below 20 percent of
the amount the taxpayer can otherwise claim.” For example, ataxpayer with itemized
deductions of $10,000 and AGI exceeding the gpplicable amount by $1,000 would
reduce itemized deductions by $30 (3 percent of $1,000). A taxpayer with itemized
deductions of $50,000 and AGI exceeding the applicable amount by $1,500,000
would reduce itemized deductions by $40,000 (80 percent of $50,000).

It is dso possible that the reduction in itemized deductions will reduce those
deductions to less than the amount of the standard deduction, in which case the
taxpayer will take the standard deduction in lieu of itemizing.” For example, ataxpayer
with itemized deductions of $10,000 and AGI exceeding the gpplicable amount by

Shakow & Shuldiner, supra note 42, at 673. It is currently scheduled to phase out from 2006
through 2009, |.R.C. § 68(f), cease to exist for ayear, |I.R.C. § 68(g), and then be reinstated when the
Economic Growth and Tax Relief Reconciliation Act of 2001 sunsets, see Pub. L. 107-16 § 901(a)(1),
(b). Professors Shakow and Shuldiner note that “[t]he phasedown of section 68 has no effect in
determining whether ataxpayer is more likely to be subject to the * 3 percent rule’ (now 2 or 1
percent [in 2006 through 2009]) relative to the ‘80 percent rule’ (now 53.33 percent or 26.67 percent
[in 2006 through 2009]). The phasedown does, however, make it less likely that taxpayers will be
forced to take the standard deduction.” Shakow & Shuldiner, supra note 42, at 679.

% Because of the length of the section 68 phase-out range, “most taxpayers covered by
section 68 will be within the phase-out range and thus will be subject to the 3 percent rule rather
than either the 80 percent rule or the standard deduction.” Shakow & Shuldiner, supra note 42, at
675-76.

™ Seel.R.C. § 68(a)(2); Shakow & Shuldiner, supra note 42, at 674; Calvin Johnson,
Smplification: Replacement of the Section 68 Limitation on Itemized Deductions, 78 TAX NOTES
89, 89 (1998). The provision is stated as a reduction by 80 percent of the otherwise allowable
itemized deductions. Seel.R.C. 8 68(a). Reduction by 80 percent will leave 20 percent remaining.

™ Three percent of $1,500,000 is $45,000, which islarger than the $40,000 reduction. Given
the way section 68 functions, “the 80 percent rule can be the operative bound on the 3 percent rule
only if the taxpayer's itemized deductions exceed five times the allowable standard deduction.”
Shakow & Shuldiner, supra note 42, at 676. For married taxpayers filing jointly in 2003, this means
that the taxpayer’s itemized deductions would have to be at least $47,500 for the 80 percent rule to
apply. Cf.id. (providing similar calculation for 2001). For 2003, the standard deduction for married
taxpayersfiling jointly is $9,500. See note 44 and accompanying text, supra.

72 See Shakow & Shuldiner, supra note 42, at 679. Shakow and Shuldiner state, based on
the 1994 IRS Statistics of Income datathey analyze, that “[w]hileit is not possible to determine
whether a taxpayer was forced to take the standard deduction by operation of section 68, the data
do suggest that a significant number of taxpayersfall into that category.” 1d. at 683.
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$100,000 would reduce itemized deductions by $3,000 (3 percent of $10,000) and, if
married, would claim the larger standard deduction of $9,500.” All taxpayers with
AGI over the gpplicable amount and itemized deductions in excess of the standard
deduction will pay more tax than they otherwise would,” regardless of whether the
reduction has the effect of reducing the itemized deduction or prompting them to take
the standard deduction.™

The legidaive higory of section 68 is not very helpful; it sates smply thet the intent
of the provision isto limit itemized deductions.”® However, contemporaneous
commentators stated that many of the legidators were concerned with increasing
progressivity.”” Calvin Johnson has argued that the effect of section 68 is an implicit

8 Thisis the standard deduction for married couples filing ajoint return for the 2003 tax
year. Seenote 44 and accompanying text, supra.

" Like the overall limitation on itemized deductions, the phase-out of personal exemptions
increases the effective tax rate applicable to those who experience it. The phase-out of personal
exemptions effectively creates a surtax of about 4 percent of income within the range of the phase-
out. Calvin Johnson, Smplification: Replace the Personal Exemptions Phase-Out Bubble, 77
TAX NOTES 1403, 1403 (1997). For 2003, the phase-out range is $209,250 to $331,750 for married
taxpayersfiling joint returns. Rev. Proc. 2002-70, 2002-46 |.R.B. 845 § 3.15. Thisraisesthose
taxpayers averagetax rates. Taxpayerswith income exceeding the amount for complete phase-out
of personal exemptions experience complete elimination of the exemptions for that tax year. Those
taxpayers also experience an increase in average tax rates but not to the same extent because the
surtax ceases on income above the level at which personal exemptions have been eliminated. See
Johnson, supra, at 1404. The result is a disproportionate burden on families with total income for
the year within the phase-out range than on those with total income that exceeds the range.

Professor Johnson has called for repeal of the provision on that basis aswell as others. Seeid. at
1404-05 (pointing out the extraordinary complexity and illogic of the mechanics of the provision).
Professor Johnson proposed replacing the phase-out with an explicit increase of 1 percentage

point in the top two marginal rates. Id. at 1406. He pointed out that the increase would raise
dlightly more revenue than the phase-out of personal exemptions, Id. at 1407, while shifting the tax
burden to the higher end of the income spectrum. Seeid. (“ The proposal is pro-family. It

promotes efficiency by cutting unnecessarily high tax rates, without shifting tax to those less able
to pay. It smplifiesthe tax law and yields afairer rate structure. Who then could resist it?").

 That is, loweri ng the amount deductible will increase taxable income, the tax base.
Sel.R.C. 88 1 (tax rates applicable to individuals' taxable income ), 63 (defining taxable income).

8 H.R. CONF. REP. NO. 101-964, at 1030-33 (1990).

" See J. Andrew Hoerner, Pease Plan”" Emerges as Key Issue in Debate Over Tax
Progressivity, 49 TAX NOTES 498, 498-99 (Oct. 29, 1990); Gene Steuerle, Budget Act 1990: Revival
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one percent tax on AGI for individuas with AGI that exceed the gpplicable threshold,”
who are high-income individuas.™ As Professor Johnson explains, thisincreases the
effective tax rate for these individuas by more than one percentage point because AGI
isalarger figure than taxable income, the tax base of theincome tax.2® He further notes
that “ Section 68 was judtified by its proponents as adisguised tax hike, raising revenue
from top-bracket taxpayers without raising the explicit section 1 rates.”8!

Professor Edward M cCaffery has pointed out that the tax ratesin section 1 are
well-publicized, particularly when they change, and that “the single highest rate bracket
issocidly prominent, whereas each person’ sindividud highest rate bracket is

of the Progressivity Debate, 49 TAX NOTES 1251, 1252 (Dec. 10, 1990); see also Donaldson,
supra note 50, at 724 n.392.

8 Johnson, supra note 70, at 90; see also Shakow and Shuldiner, supra note 42, at 674
(“where the 3 percent rule applies, the effect of section 68 isto raise the marginal tax rate on the
last dollar of income rather than to reduce the tax benefit on the last dollar of itemized deduction.”).
That is because, in the range in which the three percent rule is operative, the dollar value of a
deduction is not affected by section 68. Seeid. at 678. For example, if ataxpayer with $10,000 of
otherwise allowable itemized deductions has $50,000 of adjusted gross income in excess of the
applicable amount, those deductions will be reduced by $1,500 to $8,500. If the taxpayer discovers
that in fact heis entitled to an additional $1,000 itemized deduction, the itemized deductions
allowed by section 68 will be $9,500. Because the $1,000 additiona deduction will not be reduced
by section 68, the marginal value of that deduction will be determined by multiplying the deduction
by the taxpayer’'s marginal rate.

™ The AGI threshold for 2003 is $139,500 except that it is $69,750 for married individuals
filing separately. Rev. Proc. 2002-70, 2002-46 1.R.B. 845 §3.10.

80 Johnson, supra note 70, at 90. AGI islarger than taxable income because AGI is not
reduced by the standard deduction (or itemized deductions) or personal exemptions. Seeid. (“for
taxpayers with itemized deductions of 25 percent of AGlI, it would take atax stated to be 1.59
percent of taxable income to give the same revenue as 1.19 percent of AGI tax.”) (footnote omitted).

81 |d. at 92; see also Shakow and Shuldiner, supra note 42, at 693 n.95 (“Whileit is
possible that section 68 and its companion, section 151(d) (phaseout of personal exemptions),
were repealed in arare attempt at ssimplification, there is another intriguing explanation. Just as an
earlier Bush administration sought to hide an increase in marginal tax rates through the use of
phaseouts, the current Bush administration may well have sought to hide a decrease in margina
rates through the repeal of the same provisions.”).
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individualy prominent.”®? He has argued that the prominence® of the section 1 rates
vis-avis hidden or partidly hidden rate increases explain’s Congress  propensity for
hidden increases® He lists the phaseouts of itemized deductions and persond

82 See Edward J. McCaffery, Cognitive Theory and Tax, 41 UCLA L. REv. 1861, 1887
(1994).

8 « Prominence refers to the practice of attaching particular and disproportionate
importance to highly visible or easily recallable events or facts. . . . Individuals are apt to over-react
to disasters that are well-publicized on television in predicting the future; in analyzing present
facts, individuals are apt to give disproportionate weight to their own immediate, local experiences,
and soon.” McCaffery, supra note 82, at 1886-87. “Framing” isalso relevant. “Framing refersto
the well-documented phenomenon under which individuals react to the purely formal way in which
aquestion is presented or ‘framed.”” McCaffery, supra note 82, at 1905. Seealsoid. at 1874
(“people will not use credit cards if amerchant advertises a 3% penalty for using them, but they
will do so if the same merchant advertises a 3% bonus for using cash: being penalized appears
worse than forsaking a bonus, athough the two outcomes are economically equivalent.”).

8 |d. at 1887, 1890 (“the doubly non-prominent technique. . . may be the most attractive
move available to the legislator. A second-best move is to expand the domain of the higher rate
brackets, implicating only individual prominence, not social prominence.”).

That is, an explicit increase in tax rates is both highly visible and likely to be perceived as
agovernment imposition on the taxpayer. On the other hand, the overall imitation on itemized
deductionsis buried far from the margina rates; the marginal rates are in section 1, while the
overal limitation on itemized deductionsisin section 68. The impact of section 68 on a given
taxpayer is non-obvious. See Johnson, supra note 74, at 1404 (“For a household consisting of a
couple and three children (i.e., five exemptions), the surtax is between 3.8-4.2 percent of the
taxpayer’sincome, again depending on the bracket. For household with 10 exemptions, the surtax
could be 8.3 percent.”) (footnote omitted); id. (“The phase-out taxes are complicated enough that
the most expert tax economists in the country sometimes make mistakes describing them.”). In
addition, it may be viewed as areduction in benefits granted by the tax system rather than an
unadulterated burden; it may be more palatable to ataxpayer to be faced with a cutback of atax-
reducing exemption than to be faced with an increase in tax, even if they have the same economic
effect. See McCaffery, supra note 82, at 1874 (“A standard lesson from prospect theory in
particular and cognitive theory more generally isthat people are especially averse to losses. For
example, people will not use credit cards if a merchant advertises a 3% penalty for using them, but
they will do so if the same merchant advertises a 3% bonus for using cash: being penalized
appears worse than forsaking a bonus, although the two outcomes are economically equivalent.
Similarly, people consistently attach more disutility to losing a sum of money or avaluable
possession than they do to failing to gain the same sum or good, even controlling for wealth
effects.”).
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exemptions among the “cognitive tricks’ employed by Congress®

Unlike many provisions, section 68 never explicitly phasesout.® In fact, it operates
over alarge range of income, limited only by the 20 percent floor on itemized
deductions contained in section 68 and the option to take the standard deduction.?” As
Professors David Shakow and Reed Shuldiner have pointed out, aresult of the lump
sum reduction of deductionsis that any net zero transaction conssting of gross income
and an itemized deduction will produce a positive tax for ataxpayer subject to the
three-percent rule because, by definition, grossincome increases AGI but itemized
deductions do not.® This effect holds even for itemized deductions not subject to
section 68, such as the deduction for investment interest.® The particular tax burden on

& d. at 1898 & n.86-87.

8 See|.R.C. § 68; Shakow & Shuldiner, supra note 42, at 675-76.
81d. at 674-75.

8 d. at 678-79.

8 d. at 678-79.

For example, if Lisa Leverage, an unmarried individual, earns $1,000 of investment income
but spends $1,000 on investment interest, the income will be included in her grossincome, I.R.C. §
61(a)(4), and the deduction will be allowed in full because her investment interest does not exceed
her investment income, 1.R.C. § 163(d). The interest deduction will be an itemized deduction.
Sel.R.C. 8862, 67(b)(2). Assume that Lisa has $10,000 in other itemized deductions, none of
which are subject to the two percent floor on miscellaneous itemized deductions, see|.R.C. § 67(a),
but all of which are subject to reduction by section 68. If her AGI, apart from the investment
transaction, exceeds the applicable amount of section 68 by $50,000, the reduction in the $10,000 of
itemized deductions will be $1,500. However, once the investment transaction is considered, AGI
exceeds the applicable amount by $51,000: the $1,000 of investment income increases AGI but the
$1,000 of interest expense does not reduce AGI because investment expense is a below-the-line
(itemized) deduction. Accordingly, the $10,000 of deductions subject to section 68 will be reduced
by $1,530 instead of $1,500. The net zero investment transaction will therefore cost Lisa$30 (3
percent of the income amount) although investment interest deductions are not themselves
subject to section 68.

As Professors Shakow and Shuldiner point out, the existence of the interest deduction
implicitly requires at least an equal amount of investment income because investment interest is
deductible only in the amount of investment income. See Shakow & Shuldiner, supra note 42, at
693. The same istrue for gambling losses. Seeid. Thus, in any instance in which investment
interest is deductible, the taxpayer will bear an additional tax burden. Seeid. (“We are at alossto
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leveraged investments is probably a side effect of the Congressiona response to tax
shdters of limiting the deductibility of investment interest.®® Regardless, the net result is
the equivaent of alower tax rate on the deduction side than on the income side.®*

As Professors Shakow and Shuldiner aso point out, the negative tax consequences
do not stop there. The artificiadly increased AGI also decreases the taxpayer’ s persona
exemptions®* Any AGI increase in the phase-out range of the limit on persond
exemptions will have this effect, though it will not be as startling as with respect to anet
zero transaction. For example, ataxpayer with $300,000 of income and $100,000 of
expenses to produce that income will have $100,000 more AGI if the expenses are
investment-related than if they are busnessrdlaed. If the family conssts of husband,
wife, and two dependent children and the activity is investment-related, for the 2003 tax
year, the family would lose 72 percent of its four persona exemptions (which function
like deductionsin the tax calculation), a disallowance of $8,784.%

find ajustification for what is in effect an oddly structured excise tax on gambling and leveraged
investments.”). All itemized deductions create a similar effect but those limited to particular
sources of income are the most severe.

The burden on gambling probably results from amoral judgment. Commissioner v.
Groetzinger, 480 U.S. 23, 27 (1987), isinstructive in that it demonstrates the Court’ s conflict over
whether to treat gambling as a trade or business— which was the only way to let Groetzinger avoid
another tax on phantom gambling gains under law applicable at thetime. Seeid. at 25-26 & n.3
(although Groetzinger had a $2,032 net gambling loss, IRS argued that, under 1978 law, a portion of
his $70,000 gambling loss deduction was a tax preference item that would subject him to alternative
minimum tax of $2,142); text accompanying notes 210-21, infra.

% Seg, eg., Calvin Johnson, What's a Tax Shelter?, 68 Tax NOTES 879, 882 (1995)
(“Shelters are explained by debt.”); see also Daniel N. Shaviro, Rethinking Anti-Tax Shelter Rules:
Protecting the Earned Income Tax Base, 71 TAXES 859, 867 (1993) (discussing the limitation on
investment interest as an anti-tax shelter rule).

L This, in turn, eliminates the taxpayer’ s ability to invest more in higher return assets
without increasing risk. See text accompanying notes 4-6, supra.

92 Shakow & Shuldiner, supra note 42, at 693 & n.93 (example based on gambling gains
and losses, which have the same effect for this purpose as investment income and investment
interest expense).

% | n the phase-out range, the percentage of personal exemptions available is reduced by 2
percentage points for every $2,500. |.R.C. 8 151(d)(3). Four personal exemptions total $12,200
($3,050 x 4). The phaseout range for 2003 for married taxpayers filing jointly for 2003 is $209,250 to
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Although Professors Shakow and Shuldiner do not explicitly mention this, the two-
percent floor on miscelaneous itemized deductions causes the same type of problem for
the individud taxpayers to whom it gpplies™-- and atax burden that is cumulative with
the burden discussed above. That is, anet zero transaction will increase AGl, thereby
increasing the floor below which no miscdlaneousitemized deduction is available, in
effect disallowing deduction of an amount equa to two percent of the net zero
amount.®® In fact, because the two-percent floor applies prior to the overal limitation
on itemized deductions,* a net zero transaction can have the effect of subjecting five
percent of the net zero amount to taxation.®’

The taxation of afull five percent of the amount of a net zero transaction will occur

$331,750. Rev. Proc. 2002-70 § 3.15(2).

94 See Shakow & Shuldiner, supra note 42, at 679 (“In general, any phase-out based on
adjusted gross income (or asimilar amount) will cause a differential rate on income and deductions.
Thus, for example, the phaseout of deductible contributions to individual retirement accounts --
which is a phaseout of an above-the-line deduction -- and the phaseout of the HOPE crediit --
which is a phaseout of atax credit -- have similar effects.”).

% The Lisa Leverage transaction is an example. See note 89, supra. In that example, the
$1,000 of investment income, though economically zeroed out by the $1,000 interest expense,
would raise the two percent floor by $20 (2 percent of $1,000) through the $1,000 increasein AGI.
The result would be the disallowance of an additional $20 in miscellaneous itemized deductions,
such as investment expenses (other than investment interest and expenses to produce rents and
royalties; the latter are not itemized deductions, see |.R.C. 8 62(8)(4)).

% See | .R.C. § 68(a) (referring to “otherwise allowable” itemized deductions).

9 For example, if, in the Lisa Leverage example, see note 89, supra, the $10,000 of itemized
deductions included miscellaneous itemized deductions of at least $20, then the addition of the
$1,000 of grossincome and the concomitant increase in AGI would decrease miscellaneous
itemized deductions by $20. The remaining itemized deductions ($9,800 plus the $1,000 of
investment interest) would be further reduced by three percent of AGI, $1,530 in the above
example. Thus, on these hypothetical facts, the additional $1,000 of income from a net zero
transaction involving income and an itemized deduction resulted in the taxation of an additional
$50, five percent of $1,000.

The taxation of afull five percent of the amount of a net zero transaction will occur in any
instance in which ataxpayer subject to the three percent rule has miscellaneous itemized
deductions remaining after application of the two percent floor. Asthe LisaLeverage example
illustrates, it will also occur where there are miscellaneous itemized deductions remaining after
application of the two percent floor to AGI less the income from the net zero transaction.
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in any ingtance in which a taxpayer subject to the three percent rule has miscellaneous
itemized deductions remaining after gpplication of the two percent floor. It will dso
occur where there are miscellaneous itemized deductions remaining after gpplication of
the two percent floor to AGI less the income from the net zero transaction.® Of
course, taxable incomeis the tax base, not the tax, so the additional tax borne will
depend on the taxpayer’ stop margind rate. That is, a $50 increase in taxable income,
taxed at arate of 30 percent, resultsin atax increase of $15, a 1.5% surtax on the
income.

Although the effect of the differentid tax rates applied to income and deductionsis
most dramatic for transactions that are net zero and that involve an itemized deduction
limited to the amount of related gross income (such as the investment interest expense
and gambling losses discussed by Professors Shuldiner and Shakow or deductions
under Code section 183(b)(2)), in fact, a smilar consequence results from any itemized
deduction. That is, itemized deductions do not lower AGI but the income againgt which
they can be offset raise AGI. Thus, even atransaction that does not net to zero (e.g.,
$2,000 of investment income and $1,000 of investment interest expense) resultsin a
higher tax on the income than the deduction because it is the additiona income that
increases reductions based on AGI.

In addition, the same effect holds for itemized deductions that are not linked to
specific types of income. For example, expenses (other than interest) to produce
dividend income are miscellaneous itemized deductions but are not limited by the
amount of investment income. If ataxpayer has income from investments, that income,
like dl income, will increase the cut-back of the two-percent floor and the three-
percent rule of section 68. However, deductions that reflect the expensesthat giverise
to that income will not reduce the cut-back. In this case, the deduction reduced by the
additiond income may wdl be the investment deduction itsdf. However, the same
events may aso reduce an entirely unrelated deduction, such as the medical expense
deduction, which is subject to a floor of 7.5 percent of AGI.%®

Additionaly, itemized deductions that are not miscellaneous have the same effect.

% The Lisa Leverage example illustrates this point. See note 89, supra.
% Seel.R.C. §213(a).
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For example, assume that ataxpayer decides to give 50 percent of her income to
charity. Assume that she has $100,000 of income from wages, no other grossincome,
and no above-the-line deductions. Her AGI is therefore $100,000.1% If she gives
$50,000 to her church (the maximum deductible under section 170),** she will have a
$50,000 itemized charitable contribution deduction in addition to any other itemized
deductions that she may have. Given the large charitable contribution deduction, the
taxpayer will eect to itemize, and, because of the relatively low AGI in this example,
itemized deductions will not be reduced under section 68. However, any miscellaneous
itemized deductions that the taxpayer may have will be reduced by $2,000, two percent
of her AGI. So long as the taxpayer has any miscdlaneous itemized deductions (such
as unreimbursed employee business expenses), those deductions will be taxed a a
higher rate than her wage incomeis.

These examples demondrate that making a deduction itemized rather than above-
the-line has the effect of increasing the rate of tax on any income associated with that
deduction.’®? The effect is the most pronounced where the Code expresdy links the
deduction to certain types of income, because the income must by definition exist for
the deduction to be alowed. Nonetheless, the effect extends beyond that more narrow
category of cases. Thus, the below-the-line status of most investment-related expense
deductions, by disdlowing part of an otherwise available deduction, has the effect of
raising the tax rate on those expenses.

Asindicated above, a specific type of expense, interest expense, also istreated less
favorably when it relates to investments rather than business activity. Whileindividuads
businessinterest isfully deductible, their investment interest is deductible only from
investment incomeX®® This restriction addresses two issues, both relating to investments

01RC. 8§62
1011 R.C. § 170(b)(1)(A).
102 cf, shakow & Shuldiner, supra note 42, at 693 (identifying the effect with respect to

investment interest expense and gambling losses for taxpayers subject to the three-percent rule of
section 68).

19| R.C. §163(a), (d).

According to IRS Statistics of Income for tax year 2000, of those taxpayers who itemize,
the AGI group with the largest absolute number of returns claiming a deduction for investment
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that accrue unredized appreciation. Oneissue raised in the legidative higtory isthe
possibility that ataxpayer can deduct investment interest at ordinary income rates but
pay tax on any gain on the investment at preferentia capital gainsrates™ In addition,
in that scenario, the deduction is current and any income isrealized later. Thus, section
163(d) eiminates “[m]ismeasurement (at least that attributable to leverage) arising from
unrealized appreciation of investment assats. . . "% For example, assumethat a
taxpayer with a sdary of $100,000 per year borrows $500,000 to purchase
investments and will pay $40,000 of interest on the investment for the year. If the
investment produces no current return,’® alowing a deduction would engble the
taxpayer to reduce his taxable income by $40,000, arguably a mismatching of income
and expenses.’’

interest was the group with AGI between $100,000 and $200,000. IRS Statistics of Income for Tax
Year 2000, Thl. 2.1, available at http://www.irs.gov/taxstats/article/0,,id=96586,00.html (hereinafter,
2000 IRS Statistics of Income). The largest absolute dollar amount was claimed by those taxpayers
itemizing deductions with AGI of $10,000,000 or more; the second largest absolute dollar amount
was claimed by those in the $200,000 to $500,000 AGI group. Seeid. 12.6 percent of returns of
taxpayers who itemized and had AGI of $100,000 or more claimed an investment interest deduction.
The aggregate investment interest expense claimed by that group was approximately
$19,624,386,000, about .74 percent of that group’s aggregate AGI. Of course, these figures do not
reflect investment interest that was paid but not claimed as a deduction because it was disallowed

by Code section 163(d).

104 H R. REP. NO. 91-413, pt. 1, at 72 (1969).

105 Cecily W. Rock & Daniel N. Shaviro, Passive Losses and the I mprovement of Net
Income Measurement, 7 VA. TAX REV. 1, 49 (1987); see also Lawrence Zelenak, \When Good
Preferences Go Bad: A Critical Analysis of the Anti-Tax Shelter Provisions of the Tax Reform Act
of 1986, 67 TEX. L. REV. 499, 562 (1989) (“ The preference concerned in cases to which section
163(d) applies will usually be the deferral of tax on unrealized appreciation.”); H.R. REP. NO. 91-413,
pt. 1, at 72 (1969).

196 Any appreciation will be taxed when and if eventually realized. At that point, the
investment interest will become deductible. Seel.R.C. 8 163(d)(2), (4)(B)(ii); Daniel N. Shaviro,
SHlective Limitations on Tax Benefits, 56 U. CHI. L. REv. 1189, 1196 (1989) (“Since unrealized
appreciation is mostly deferred rather than excluded (in the case of appreciated stock, it would be
taxed upon the sale of the stock at a gain), disallowed deductions are carried forward, rather than
permanently denied.”).

197 Of course, the same could be said with respect to business interest. In addition, the
law effectively treats a wage earner worse than someone with unrelated income from capital :

By permitting the interest deduction to the extent of investment income, it
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The effect of the limitation isto place acgp on the investment interest that an
individua taxpayer may deduct.’® No similar limitation exists with respect to leveraged
investment in an active busness. The following example illudrates the effect of this
difference: Alice and Bob, both of whom are unmarried, each earn $150,000 of sdary
income in 2003. Alice borrows $200,000 to start a business on the side. Bab
borrows $200,000 to buy stocks. Assume that each taxpayer pays $20,000 in interest
expensefor theyear. Assume further that neither the business nor the investment
produces any return for the year. Alice may deduct the $20,000 of interest above the
line while Bob may not deduct any of it. On thesefacts, Alice will owe $28,962 in
federa income tax for 2003 and Bob will owe $34,630.32, a difference of
$5,668.32.1%°

Of coursg, if the investment (or another investment™'°) produced some income (say,
$3,000), Bob theoretically could deduct that amount of hisinvestment interest expense.
However, the theoreticaly deductible amount (here, $3,000) is an itemized deduction,

discriminates against the taxpayer who has only earned income out of which to
pay hisinterest expense. The abuse [of deducting interest expense from
ordinary income and subsequently paying tax on gain at capital gainsrates] is
the same in either case, though under the bill the individua who earned income,
but not a person who received dividends or other investment income, might lose
hisinterest deduction.

STAFF OF SENATE COMM. ON FINANCE, 915" CONG., STATEMENT OF THE HONORABLE EDWIN S. COHEN,
42 (Comm. Print 1969).

108 This “ basketing” approach is a technique that the Code sometimes uses to limit the
deductibility of expenses from nonbusiness activities. Seetext accompanying note 10, supra; text
accompanying note 34, supra. Another exampleis that business expenses and losses are fully
deductible under Code sections 162 and 165, but if an individual’s activity is determined not to be
engaged in for profit within the meaning of section 183, the taxpayer may deduct expenses
connected with that activity only if they are otherwise deductible under a Code section other than
section 162 or 212, or to the extent of income from the activity. |.R.C. § 183(a), (b).

199 The driving force behind the difference is disallowance of the $20,000 deduction with
respect to Bob. On these facts, that disallowance resultsin the partial phase-out of Bob's
personal exemption (given hishigher AGI). It does not result in taxation of a portion of Bob’s
taxable income at a higher marginal rate than the rate applicable to Alice' s last dollar of income, but
it could on dlightly different facts.

110 See note 103, supra.
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and, as discussed above, ! those deductions, in the aggregate, are traded off against
the standard deduction.'*? Thus, on these facts, even as asingle taxpayer (entitled to a
standard deduction haf that of amarried couple), Bob will be better off taking the
standard deduction, unless he has other itemized deductions as well .12

B. Restrictions on the Deductibility of Investment Losses
The Code imposes redtrictions on investment-rel ated losses as well as expenses.

One of these restrictions is the limitation on capital losses™* which may be viewed as
the flip-side of the well-known capita gains preference!™® Capitd losses are

111 See text accompanying note 41, supra.
12 50 |.R.C. §62, 67(a), (b)(1).

113 The standard deduction for 2003 for an unmarried taxpayer is $4,750. See Rev. Proc.
2002-70 § 3.09(1) (providing inflation-adjusted standard deduction for unmarried individual for
2003). The relevant amount of other itemized deductions is the amount remaining after application
of the two percent floor to any miscellaneous itemized deductions and the application of the
overal limitation on itemized deductions. See text accompanying notes 48-71, supra.

114 s 1.R.C. § 1211(b). Corporations may deduct capital losses only from capital gains,

I.R.C. 8 1211(a), but do not benefit from a capital gains preference, seel.R.C. 8 11 (regular corporate
tax rates, with top rate at 35%), 1201(a)(2) 35% rate on net capital gain.

115 5ee | .R.C. § 1(h). Onejustification for the capital gains preference is the notion that
because the federal income tax system does not index basis for inflation or otherwise exclude from
taxation the portion of “gain” actually due to inflation, realized capital gain may not actualy reflect
economic gain, inwhole or in part. Thelonger the asset is held, the larger the amount of inflation
embodied in the return on eventual disposition of the asset, though the longer the asset is held,
the greater the economic benefits of deferral. See Joseph Isenbergh, The End of Income Taxation,
45TAX L.REV. 283, 321 (1995) (“the [pre-1986] capital gains preference.. . . . offset to adegree the
undeniable effect of inflation in enlarging nominal gains from sales of capital assets beyond their
real value. . ..”). That isprobably not the reason the capital gains preference initially was enacted.
See William D. Popkin, The Deep Structure of Capital Gains, 33 CASE W. RES. 153, 159, 161 (1983).
In addition, that justification is undermined by the relatively short holding period required for
application of the capital gains preference-- it need only be ayear and aday. Seel.R.C. 88 1(h)
(applying maximum capital gains rate to net capital gain), 1222 (defining net capital gain and its
component parts). However, assets held for a shorter term before realization bear more of the
effects of inflation than those held for the longer term because a shorter holding period lessens the
benefit of deferral. See Jane G. Gravelle & Lawrence B. Lindsey, Capital Gains, 38 TAX NOTES
397, 399-400 (1988) (“In general, gains held for a shorter period of time are taxed at rates that exceed
the ordinary tax rate. Thisis because the inclusion of inflationary gainsin the tax base more than
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deductible only to the extent of ataxpayer’s capita gains plus, in the case of an
individua taxpayer, up to $3,000 of ordinary income.!*® Individuas disalowed capita
losses are carried forward for possible deduction in alater year.**” No similar
disdlowance provison exigs for ordinary losses. Thus, dthough the capitd gains
preference provides atax benefit to gppreciated property that is sold, the capital 1oss
disalowance rules provide a significant disadvantage for capital assets sold at aloss 8

offsets the deferral advantage. On the other hand, gains held for alonger period of time are taxed
at arate below the ordinary tax rate as the deferral advantage exceeds the effect of taxing
inflationary gains. The crossover point depends on the share of the total gain that isinflation, and
on the real rate of return on capital.”).

18] R.C. § 1211(b). Ordinary income is essentially income that is not capital in character.
Sel.R.C. §64. Ordinary lossisloss from the sale of exchange of an asset other than a capital
asset. 1.R.C. §65.

The Bush administration proposed increasing the $3,000 amount to $8,250. See H.R. 1619
(making that change and adding an inflation adjustment provision); Ways and Means Approves
Bill to Increase Capital Loss Deduction Limitation to $8,250, 196 DAILY TAX ReP. GG-1 (2002).

The capital loss rules are coordinated with the net operating loss rules as follows: “In the
case of ataxpayer other than a corporation . . . the amount deductible on account of losses from
sales or exchanges of capital assets shall not exceed the amount includable on account of gains
from sales or exchanges of capital assets. ...” 1.R.C. § 172(d)(2)(A). Thus, the net operating loss
computation for an individual does not include net capital losses.

171 R.C. §1212(b)(1).

118 The combination of favorable treatment for investment gains and unfavorable
treatment of investment losses may seem ambiguous as to whether the capital gainsrules
encourage or discourage investment. In fact, it is possible that the rules encourage some
divestment. First, the rules may encourage taxpayers disposing of some investments to dispose of
others because the treatment of capital gains and lossesis linked. Because an individual taxpayer
with recognized capital losses in a particular year can deduct as much as his capital gains plus up
to $3,000 of ordinary income, |.R.C. § 1211(b), a taxpayer with large capital losses has an incentive
to dispose of capital assets with unrealized gainsin the same year so as to take advantage of
capital losses that exceed $3,000. By contrast, ataxpayer with $3,000 or lessin capital losses has
an incentive to hold off on recognizing the gains until alater year because the losses will be
deductible from ordinary income. Gains recognized in the later year will in turn benefit from the
capital gains preference if the assets were held for more than ayear and they are not offset by
recognized |osses.

Conversely, ataxpayer with recognized gainsin ataxable year has an incentive to dispose
of capital assetswith unrealized lossesin order to shelter the gains. Thisis particularly true
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A principd judtification for imposing alimitation on the deduction of capital losses
include the taxpayer’ s ability to time the recognition of gains and losses. “If ataxpayer

33

owns two stocks, one having appreciated by $ 1 million and the other having declined

by $ 1 million in vaue, the provision prevents him from deducting aloss of $ 1 million

by selling the loss stock while retaining the appreciated stock.”'® Another justification

isthe codt to the treasury of alowing arate reduction on the income side but no rate
limitation on the deduction side.**

Because investment property generally congtitutes a capital asset, the capitd loss

rules apply to investment property with recognized losses. By contrast, many business

because, although individuals may carry disallowed losses forward to subsequent tax years, they
may not carry them back to earlier years and the taxed gains may not be carried forward to be
reduced by losses that occur in later years. Seel.R.C. § 1212(b). The encouragement of additional
divestment by ataxpayer who has decided to recognize certain capital gains or losses may seem to
be amatter of timing in that assets not sold in one year would instead be sold in another year. In
many instances that may well be the case. However, given the current incentive to hold
appreciated assets until death, see |.R.C. §§ 102(a) (exclusion from grossincome at death), 1014
(fair market value basis for property received by reason of death), some of those assets might
never have been sold absent the link between capital gains and losses.

119 Shaviro, supra note 106, at 1196; see also H.R. No. 94-658, 94" Cong., 1% Sess. 339
(1975) (“Because taxpayers have discretion over when they realize their capital gains and losses,
unlimited deductibility of net capital losses against ordinary income would encourage investors to
realize their capital losses immediately to gain the benefit of the deduction against ordinary income
but to defer realization of their capital gains.”).

120 4 R. Rep. No. 67-1388 (1923) (“to-day the taxpayer pays a maximum tax of 12 ¥ per cent
on gains derived from the sale of capital assets, but is allowed to deduct in full from his taxable
income his net losses resulting from the sale of capital assets during the taxable year. The
injustice to the Government is too obvious to require much comment. . . . The Government can
collect but 12 %2 percent of again, but it is compelled to lighten the burden of the taxpayer to the
extent of 58 per cent of the losses.”); see also Michelle Arnopol Cecil, Toward Adding Further
Complexity to the Internal Revenue Code: A New Paradigm for the Deductibility of Capital
Losses, 1999 U. ILL. L. Rev. 1083, 1119-26 (1999); Alvin C. Warren, Jr., The Deductibility by
Individuals of Capital Losses Under the Federal Income Tax, 40 U. CHI. L. REV. 291, 304 (1973).
This apparently was not arelevant justification for the 1986 Congress; Larry Zelenak has pointed
out that the fact “[t]hat the 1986 Act retained the capital loss limitation despite the Act's repeal of
the 60% capital gains deduction demonstrates that Congress did not intend the capital loss
limitation to serve as arough offset for the favorable tax rate formerly applied to capital gains.”
Zelenak, supra note 105, at 567 (footnote omitted).
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assets are “quas-capitd” assetsthat in effect can benefit from the capitd gains
preference without being burdened by the limitation on capital losses® The Code
initidly defines as capitd assets property held by the taxpayer “whether or not
connected with his trade or business,” with several important exceptions.'?? The
exceptions from the capital asset definition encompass many items connected to trade
or business activity, such asinventory,'? real or depreciable property used in the
taxpayer’ s trade or business,*** and accounts receivable acquired in the ordinary
course of business!®

Thus, real property and depreciable property used in the taxpayer’ s trade or
business do not congtitute capital assets under Code section 1221. However, if these
types of property are held for more than a year, they congtitute “ quasi-capital assets’
under section 1231.1% Under section 1231, if, in aparticular taxable year, the gains
from these assets for any taxable year exceed losses from these assets, the gains and
losses are treated as long-term capita gains and losses™’ If the losses equa or exceed
the gains, then both the gains and losses are treated as ordinary.'® Therefore,
disposition of depreciable or red trade or business assets held for more than one yeer is

12 gee | R.C. § 1231; text accompanying note 126, infra.

122| R.C. § 1221(a). Personal use property is not generally excluded, so it benefits from
the capital gains preference. For example, gain on the sale of a persond residence is taxed at
favorable capital gainsrates, to the extent it istaxable at all after the application of Code section
121, which excludes most gain on the sale of the taxpayer’s principa residence if certain criteriaare
met. The limitation on the deductibility of capital losses generally does not affect personal use
property because |osses on the sale of such property generally are not deductible. Seel.R.C. 8§88
165(a), (c).

12| R.C. § 1221(a)(1). Inventory, the goods sold by a business, reflect the day-to-day
earnings that are typical of ordinary income.

124 | R.C. § 1221(a)(2). Asdiscussed below, the treatment of real property and depreciable
property used in atrade or business is determined by Code section 1231. Seetext accompanying
note 126, infra.

15| R.C. §1221(8)(4). Accounts receivable reflect debt arising in the ordinary course of
business, essentially substitutes for ordinary income.

126 36 1.R.C. § 1231(b)(2).
127 see | R.C. § 1231(8)(1).
128 e | R.C. § 1231(3)(2).
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rewarded with awin-win rule that does not gpply to invesment assets: The character
of gainsis capital and of lossesis ordinary, except with respect to the recapture of
depreciation.'®®

For noncorporate taxpayers, investment |osses are disadvantaged vis-&vis trade or
business losses with respect to characterization as net operating |osses (losses that can
be carried to other tax years'®°), aswell. Net operating lossesinclude al trade or
business losses, but nonbusiness losses (typicaly investment losses because most
personal losses are disdlowed by Code section 165(c)) are alowed only to the extent
of the taxpayer’ s gross income from nonbusiness activity.**! This“basketing” precludes
ataxpayer from carrying a net investment loss to a prior or subsequent year (other than
acapital loss subject to the capital loss carryover rules) 32

The passive activity loss rules adso apply this basketing approach; taxpayers cannot
avoid the deduction-sde limitations on investments by investing passively in ancther’s
active business.’** Under the passive activity lossrules, if the taxpayer investsin trade
or business or income-producing activities** in which he does not “ materidly

129 5ee | .R.C. §8 1245, 1250. In general, because depreciation deductions reduce ordinary
income, these Code sections treat as ordinary income the amount of gain that is attributable to
prior depreciation.

130 Under current law, taxpayers generally can carry net operating losses back two years
and forward 20 years. 1.R.C. 8 172(b)(1)(A).

18| R.C. §172(c), (d)(4).

182 | egidative history of this provision is not clear why it includes this restriction. The
House Report states, in part: “In the case of ataxpayer other than a corporation, allowable
deductions not attributable to atrade or business regularly carried on by the taxpayer are allowed
only to the extent of the gross income not derived from the trade or business.” H.R. REP. NO. 76-
855, at 17 (1939) (discussing section 122, an antecedent provision). This makes the tax treatment
sound comparable to the current treatment in Code section 183 of activities not engaged in for
profit.

133 “No activities are subject to both [the] limitations [on investment interest and on
passive activity losses], and, in general, activities that are conducted by individuals for profit,
other than those in which the taxpayer materially participates, are subject to one of the two rules.”
Rock & Shaviro, supra note 105, at 49 n.161 (citing Conf. Rep., supra note 12, at 153, reprinted in
1986 U.S. Code Cong. & Admin. News at 4241).

13 e 1.R.C. § 469(c)(6).
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participate” (other than portfolio investment®®), and/or rentd activities,** and losses
from those activities exceed income from those activities for the year, thelossis
disalowed and is deferred for possible use in the following year.'3” Materid
participation is defined in the Code as “involvement] in the operations of the activity on
abasswhichis- (A) regular, (B) continuous, and (C) substantial.”**® The regulations
contain anumber of safe harbors, including 500 hours of participation in the activity
during the year.**

The passive activity |oss provison is the one that effectively shut down the tax
shelters of the 1970s and 1980s, at least in conjunction with earlier changesin the

135 portfolio investment is covered by the limitation on investment interest discussed
above. See notes 103-113 and accompanying text, supra.

Considered together, sections 469 and 163(d) constitute a"two basket"
approach to tax shelter limitations. To ensure that section 163(d) does not
overlap with the passive loss rules, it provides that investment income and
expenses do not include "any income or expenses taken into account under
section 469 in computing income or loss from a passive activity." Investment
interest also does not include any interest taken into account in computing
passive activity income or loss under section 469. Passive activities -- including
interest expenses attributable to such activities -- go into the section 469 basket,
whileinvestments and their related interest expenses go into the section 163(d)
basket.

Zelenak, supra note 105, at 564 (footnotes omitted); see also note 133, supra..
1% There is an exception for the first $25,000 of losses from rental real estate activities
except that the $25,000 is phased out for AGI between $100,000 and $150,000. Seel.R.C. § 469(i).

137 see |.R.C. §469(a), (b). Thetaxpayer will be able to use the loss (or credit) the
following year only if the activity produces net income the following year. It is possible that the
taxpayer will never be able to use the disallowed loss or credit. Even if the loss or credit becomes
usable in a subsequent year, the deferral will be disadvantageous because of the time value of
money.

138 | R.C. §469(h)(2).
1% gee Treas. Reg. § 1.469-5T(a).
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law.** Though there is no uniformly accepted definition of tax shelter,*** it is dlear that
passivity is not the key.2#? However, one feature of many of the tax shdltersin which
lawyers, doctors, and others with high income participated, isthat they did not
participate in any business conducted by the shelter.1*® This unifying feature presented
a“dlver bullet” to stop these activities**

Because the passve activity loss rules make no distinction between legitimate
investments and purported investments made to generate artificid tax losses, they dso
impose atax burden on unprofitable but genuine investments*®> For example, assume

140 ee Shaviro, supra note 90, at 859. They were part of the Tax Reform Act of 1986. See
Pub. L. 99-514, Sec. 501(a), 100 Stat. 2085, 2233 (1986).

141 Johnson, supra note 90, at 879 (“ There is no consensus definition of a‘tax shelter’ in
thelaw or legal literature.”). One good definition is “atransaction designed to give deductionsin
an amount large enough to reduce . . . taxesin a sum greater than the net consideration or cost . .

.of the entire operation.” Emmonsv. Commissioner, 31 T.C. 26, 31 (1958).

142 |d, at 880-81 (“ The trouble with the 1986 act is that nobody seems to have known what
atax shelter was. The definition used in section 469, ‘passive activity,’ isaterrible diagnosis.
There is nothing wrong with being active, nothing wrong with passive, and nothing wrong with
combining the two. If some kid comes up to me and says, ‘What's atax shelter?,” | cannot tell him
itisapassive activity.”); Mona Hymel, Tax Policy and the Passive Loss Rules: |s Anybody
Listening? 40 ARIZ. L. REV. 615 (1998) (“Many question the appropriateness of the passive |0ss
rulesin the attack on abusive tax shelters.”).

143 Cf. id. (“One plausible theory is that section 469 is, at its core, protectionist legislation,
trying to keep the bad accounting as the exclusive privilege of insiders. Only theinsiders get the
artificial losses. You need to be areal rea estate man to get the nonreal real estate tax losses. You
have to have manure on your boots to get the cow-pod farm tax losses.”) (footnote omitted).

144 gpp Lawrence Zelenak, Business Purpose, Economic Substance, and Corporate Tax
Shelters: Codifying Anti-Avoidance Doctrines and Controlling Corporate Tax Shelters, 54 SMU
L. Rev. 177, 191 (2001).

145 Arguably, thisis exactly the purpose of section 469. That is, section 469 does not
address the question of whether the activity in question is asham. A sham should not be
respected for tax purposes, so section 469 will not apply toit. Section 469 simply ensures that
losses from “passive” activities are not deducted from “active” income, such as sdlary. However,
that begs the question of why active income should be segregated from passive deductions. The
Haig-Simons norm does not call for such segregation. See note 7 and accompanying text, supra.
However, arguably, allowing early deduction of |osses from an investment activity (while deferring
income) would provide consumption tax treatment by effectively exempting part of the return on
the investment from tax. See Teacher’s Manual to DODGE, FLEMING & GEIER, FEDERAL INCOME TAX:
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that a married taxpayer with asdary of $300,000 per year decidesto investina
bakery conducted through a partnership.1*® Assume that the bakery is alegitimate
business that will be run by the partners. Assume further that the taxpayer invests
$200,000 of cash and that the partnership has anet loss of $250,000 for the year, of
which $100,000 is properly dlocable to the taxpayer. |If the bakery is operated solely
by other partners, the taxpayer will be unable to deduct the loss. However, if the
taxpayer “materidly participates’ in the operation of the bakery, the $100,000 will
condtitute atrade or business loss, deductible above the line. On the facts (assuming
that the taxpayer’ s spouse has no earnings), that will make a difference of $34,449.36
in the taxpayer’ s tax liability for 2003.247

For individuals, the deductibility of bad debt losses dso hinges on whether or not
the debt had a business connection. All taxpayers can deduct business bad debts that
are wholly worthless and can deduct the worthless portion of a partialy worthless
business bad debt.**® By contrast, noncorporate taxpayers can deduct “ nonbusiness’
bad debts only if they are wholly worthless, and then only as a short-term capita
loss* In part, the treatment of nonbusiness bad debts reflects Congress' concern for
persond debts, especialy those of dubious legitimacy. ™
With respect to investment bad debits, treating the debt as a short-term capitd loss

DOCTRINE, STRUCTURE AND PoOLICY (2d ed. 1999).

146 The example assumes that the taxpayer’ s spouse has no income.

147 Deductibility of the $100,000 loss results in a $42,297.50 federal income tax liability.
Non-deductibility resultsin federal income tax liability of $76,746.86. A large part of the differential
reflects the tax benefit of the $100,000 deduction. The remainder is dueto a partial phase-out of
personal exemptions resulting from the additional $100,000 of adjusted gross income that results
when the $100,000 loss is not deductible.

1481 R.C. § 166(a).

191 R.C. § 166(d). Nonbusiness bad debts include both investment bad debts and
personal bad debts. Thus, in this instance, the Code makes a personal loss deductible (though as
arelatively disfavored type of loss) and groups investments with personal activities.

10 H, R, ReP. NO. 77-2333, at 45 (“An example of anonbusiness bad debt would be an
unrepaid loan to afriend or relative, while business bad debts arise in the course of the taxpayer's
trade or business. This liberal allowance for nonbusiness bad debts has suffered considerable
abuse through taxpayers making loans which they do not expect to be repaid.”).
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keeps the character of the loss comparable to that of aworthless security™! and to the
sale or exchange of an investment asset.**2

However, thistax treatment contrasts with that applicable to business bad debts;
they are deductible from ordinary income.*** Thus, for example, an employee who
makes a $50,000 loan to his employer (which may be a corporation), to protect his
employment, may deduct it above thelineif it becomes worthless and smilarly may
deduct aportion of it if only that portion isworthless. By contrast, a stockholder who
makes a $50,000 loan to the corporation in which he owns stock will have a capital
loss and not until total worthlessness of the debt.®™> If it becomes totally worthless and
the shareholder has no capitd gains (or none that are not absorbed by other capita
losses), at most $3,000 of the bad debt will be deductible for that year.**® The
nonbusiness nature of nonbusiness bad debts also redtricts the ussfulness of these losses
under the net operating loss rules. >

This Part of the Article has shown that the Code contains numerous limiteations on
the deductibility of investment expenses and losses, each of which hasits own
judtification or rationale. Taken together, however, the picture that emerges conssts of
systematic deduction-side redtrictions on individuas' investment but not business

%! e |.R.C. § 165(g).

182 A taxpayer holding aworthless debt cannot sell or exchange the debt precisely
because it isworthless. “[T]he plan [for nonbusiness |osses] was suited to put nonbusiness
investments in the form of loans on a footing with other nonbusiness investments. The proposal
originated with the Treasury Department, whose spokesman championed it as ameans ‘to insure a
fairer reflection of taxableincome,” and the House Ways and Means Committee Report stated that
the objective was ‘ to remove existing ineguities and to improve the procedure through which bad-
debt deductions are taken.”” Putnam v. Commissioner, 352 U.S. 82, 92 (1956) (footnotes omitted)
(quoting Hearings before House Committee on Ways and Means on Revenue Revision of 1942,
77th Cong., 2d Sess. 90; H. R. Rep. No. 2333, 77th Cong., 2d Sess. 44).

158 e |.R.C. § 166(a); United States v. Generes, 405 U.S. 93, 95-96 (1972).

1%% | n this respect, unlike with respect to expenses to produce the respective income,
employees are treated better than investors, rather than equally disfavored. Seel.R.C. §8 62, 67;
note 40, supra.

1% $el.R.C. §1211.

15 gee | .R.C. § 172(d)(4); Generes, 405 U.S. at 96; notes 131-32 and accompanying text,
supra.
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activities. The next Part demondtrates that the comparatively libera deductibility of
business losses reduces the risk of individuals business activity. In effect, as discussed
in Part 111, the Code implicitly subsidizes entrepreneurship by individuds, particularly
high-income individuds.

Il. SHARING Risk OF LosswWITH THE FEDERAL GOVERNMENT

A person with capitd to invest naturaly seeks to maximize the financia return on
the investment. In aworld with taxes, the investor should focus on the pogt-tax return.
In generd, it isfair to assume that investments that are riskier need to provide higher
expected returns to attract investors.™’ Each investor has a certain tolerance for risk,
and risk-averse investors consider not only the overal expected return but also the risk
of loss™® Therisk of loss must aso be assessed on a post-tax basis because the loss
ultimately borne by the investor isthe portion remaining after any tax benefit is applied.

157 |n other words, investors demand higher returnsto invest in riskier assets, al else
being equdl.

Among finance theorists, the term “risk” refersto fluctuations or variationsin
returns, including both unusual gains and unusual losses. . . . Because. . .

market (or beta) risk cannot be diversified away, risk-averse investors should
demand arisk premium in the form of higher expected returns before they will be
willing to hold stocks with a high degree of betarisk. Indeed, the CAPM [Capital
Asset Pricing Model] predicts that the relationship between beta risk and returns
should be linear: a stock with twice the market’s level of betarisk must offer
twice the market’ s expected return. . . .

Lynn A. Stout, Corporate Finance: How Efficient Markets Undervalue Socks: CAPM and

ECMH under Conditions of Uncertainty and Disagreement, 19 CARDOZO L. REV. 475, 481 n.23

(1997) (citing RICHARD A. BREALEY & STEWART C. M YERS, PRINCIPLES OF CORPORATE FINANCE 173-
83 (5th ed. 1996)).

1%8 For example, arisk-averse investor would prefer a guaranteed return of $100 to a50
percent chance of a $300 return and a 50 percent chance of a $100 loss, even though the expected
value of the latter is $100 ($150 - $50), so that the bets are in theory equivalent. See Lawrence
Blume & and Daniel L. Rubinfeld, Compensation for Takings. An Economic Analysis, 72 CAL. L.
REV. 569, 585 (1984); cf. Cunningham, supra note 2, at 30-31 (“The precise amount of risk that an
investor iswilling to bear is apersonal matter and is inextricably related to the amount an investor
iswilling to loseif the investment does badly.”).
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“Because losses are fully deductible under a normative income tax, an investor can
tolerate greater risk in aworld with an income tax while maintaining the same exposure
she would have had in atax-free world. This is because the investor and the
government share therisk of loss. . . ."**° In other words, assuming that losses are fully
deductible, the investor will actually bear only the portion of the loss that remains after
gpplication of the tax rate on the loss side.

For example, if an investor would bear a $1,000 |oss before taxes but the loss is
fully deductible for federa income tax purposes and the applicable tax rate is 30
percent, the investor will bear only $700 of the loss, with the federa government
bearing the other $300.1° Accordingly, if losses are deductible, the investor can invest
more than he would in aworld without taxes, without increasing his risk of loss,
Assuming a 30 percent tax rate, the investor could bear a pre-tax loss of $1,428.57;
after tax, thisloss would amount to only $1,000.2! In other words, the imposition of a
30 percent flat tax with fully deductible losses increased by 42.86 percent the amount
the investor could risk.262

Asthis example shows, an income tax that alows the deductibility of losses should
increase risk-taking. Consider the model that Evsey Domar and Richard Musgrave
developed.’®® It demonstrated that, given certain assumptions,*** induding an

189 Cunningham, supra note 2, at 31.

189 |n the general case, “the government bears the percent age of the loss equal to the tax
rate t and the investor bears the balance, (1-t).” Id.

181 seeid. (* if an investor were willing to invest $ 1,000 in arisky venturein aworld
without taxes, she should be willing to invest $ 1,000/(1-t) in that venturein aworld with a
normative proportional incometax.”). Inthe examplein the text, $1,000 divided by .7 is $1,428.57.

182 The investment increased by $428.57, which is 42.857 percent of $1,000.
163 see Domar & Musgrave, supra note 2.

184 | n addition to full loss offsets and a normative income tax, the assumptions include (1)
proportional (and unchanging) taxation rather than progressive taxation; (2) constant margina
returns to investment; (3) costless borrowing, because an investor who was aready fully invested
in the risky asset would nonethel ess have to invest more in that asset to replicate the pre-tax
expected return, necessitating borrowing; (4) zero or at least low transactions costs for portfolio
shifts; (5) infinite and infinitely divisible investment possibilities; and (6) no inflation. See
Terrence R. Chorvat, Apologia for the Double Taxation of Corporate Income 38 WAKE FOREST L.
REV. 239, 260 (2003); Cunningham, supra note 2, at 35-36; Bankman & Griffith, supra note 2, at 397.
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assumption that the return on investments compensates only for risk, ¢ investors will
invest morein riskier invesmentsin the presence of an incometax than in its
absence.'®

For example, assume that an investor in ano-tax world has $200 to invest. Also
assume that the riskless rate of return on investment is zero.2” Assumethat Assst A is

The model aso implicitly assumes unlimited availability of borrowed funds. These assumptions
are necessary for the investor to replicate the pre-tax situation but are not necessary for the

general point, relied on in this article, that full loss offsets reduce an investor’srisk. The “basic
conclusion that proportional taxation with loss offsets encourages risk-taking is now widely
accepted by economists.” Warren, supra note 120, at 298-99 n.29 (1973); cf. Cecil, supra note 120,
at 1107 (“It isgenerally agreed that permitting the deductibility of capital lossesis necessary if the
government is attempting to induce taxpayersto invest in risky undertakings.”).

165 | n other words, the basis model assumes that the riskless rate of return on investment
iszero. Cf. Chorvat, supra note 164, at 261(assuming zero riskless rate of return); Alvin C. Warren,
Jr., How Much Capital Income Taxed Under an Income Tax is Exempt Under a Cash Flow Tax?,

52 TAX L.REV. 1,7 (1996) (assuming 2% return on riskless investment); Cunningham, supra note
2, at 32 (assuming .6% return on risklessinvestment). Professor Warren demonstrated that, under
the assumptions discussed in the text, including full loss offsets, an income tax will impose atax on
the riskless rate of return on the entire portfolio, even after portfolio adjustments. See Warren,
supra, at 8-9.

Return on investment may be conceived of as payment for a combination of inflation,
deferred consumption, and risk. Cf. Fried, supra note 6, at 985 (“Investment returns include three
components: an inflation premium, the real, riskless rate of interest, and positive or negative
returnsto risk.”).

186 see, e.g., Cunningham, supra note 2, at 41; Bankman & Griffith, supra note 2, at 378;
Domar & Musgrave, supra note 2.

167 See note 165, supra. The payment for deferred consumption is very low, lessthan 1
percent, but inflation is not that low. See John K. McNulty, Flat Tax, Consumption Tax,
Consumption-Type Income Tax Proposals in the United States: A Tax Policy Discussion of
Fundamental Tax Reform, 88 CAL. L. REV. 2095, 2164 (2000) (“Importantly, some revealing empirical
studies have shown that the real riskless rate of return in the U.S. from 1926-1989 has been very
low, aslow as 0.5%. In contrast, the annual inflationary rate of return, or premium, has been about
3.1%.") (footnote omitted); Cunningham, supra note 2, at 41 (“Since a normative income tax is
indexed for inflation, r is the redl risk-free rate of return, an amount that has averaged .6% per year
over thelast 70 years. Under an unindexed income tax, however, r isthe nomina risk-free rate of
return, an amount that includes inflation, which has averaged 3.7% over the same period of time.
This suggests that the real tax burden imposed on capital income over this period of time would
have been on average over six times greater under an unindexed income tax than it would have
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ariskless asset and Asset B isarisky ass that has a 50 percent chance of providing a
positive 30 percent return over a one-year period and a 50 percent chance of returning
a 10 percent loss over that period. Assume further that in the no-tax world, a particular
investor would choose to invest $100 in Asset A and $100 in Asset B; this alocation
reflects the amount of risk that particular investor iswilling to bear. Given a$100
investment in Asset B, the expected return over a one-year period on an investment in
Asst B will be $10, asillugtrated in the chart below:*%®

Expected Return After 1 Year of Investment in Asset B

GAIN (50% LOSS (50% NET EXPECTED
PROBABILITY) PROBABILITY) RETURN
30% = $30 10% = $10 $10'%°

The investor therefore should have atotdl of $210 at year’'s end: the $100 invested in
Asst A, the $100 invested in Asset B, and the $10 return on Asset B.

If aflat 30 percent tax were imposed on returns to investment (and losses could be
fully deducted),'” because the $10 expected return would bear a $3 tax, the investor
would expect to have only $207 ($100 + $107) if he made the same investments.**
Only if the investor were to receive $210 after tax—a $10 return-- would he be in the
same economic position as before the tax was imposed. 1n other words, given the tax

been under a normative in come tax. Furthermore, the magnitude of the burden imposed by an
unindexed income tax is primarily afunction of inflation, not real income.”) (footnotes omitted).

188 The expected value of the $100 at year's end will be $65 + $45, or $110.
19430 * .5+ <$10>* .5 = $10.

17 The model requires that losses be refunded by the government to the taxpayer if the
taxpayer lacks other income against which to offset them. See Domar & Musgrave, supra note 2.

171 The $107 expected return on Asset B is the $100 invested + the $7 remaining after the
30 percent tax on the $10 return. It isalso the net of a 50 percent probability of a $30 return subject
to the 30 percent tax (which would leave $121) and a 50 percent probability of $10 loss, which if
fully deductible, leaves only a$7 loss (which would leave $93). Thus, the expected post-tax return
of $7 depends on the assumption that losses are fully deductible (and in fact refundable if the
investor has no other income against which to offset them).
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on the risky asset, the investor’s expected pre-tax return would have to be $14.29 in
order to amount to $10 after tax.'’?

To obtain a $14.29 return, the investor will have to invest more in Asset B, the
risky asset. In other words, the investor will need to shift some of the $200 from Asset
A into Asset B. Investing $57.10in Asset A and $142.90 in Asset B will produce the
desired pre-tax return of $14.29'73 ($10 after tax),'’ recreating the investor’s pre-tax
gtuation.

It might gppear that the investment shift has increased the investor’ srisk; after dl,
the investor hasincreased his investment in the risky asset, Asset B. However, Domar
and Musgrave showed that the risk of loss of amounts invested in Asset B has
decreased proportionately with the tax.!”® That i if the government imposes a 30
percent tax with full loss offsets, the government bears 30 percent of any losses. In
effect, the government has become a partner in the investor’ s wager.*™®

The fact that the investor has not increased hisrisk can beillustrated
mathematicaly. Recal that Asset B provides a 50% probability of a30% gain and a
50% probability of a 10% loss and that, in the world with aflat 30% tax, the investor
will invest $142.90 in Assat B. The following chart shows the expected gains and
lossesin the no-tax and flat tax worlds:

172 $14.29 - .3 * $14.29 = $10.

173 $142.29 * .10 = $14.29.
174 see note 171, supra.

Of course, the replication of pretax return through shifting more into the risky asset
assumes that the individual was not invested entirely in the risky asset before the tax was
imposed.

175 see Domar & Musgrave, supra note 2.

176 Cunningham, supra note 2, at 31; McNulty, supra note 167, at 2165.
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Amount Invested in Asset B to Equalize Returnsin
No-Tax and Flat Tax Worlds

WORLD AMOUNT GAIN (30%) LOSS (10%)
INVESTED
No-Tax $100 $30 $10
30% Flat Tax | $142.90 $42.87 ($30 after tax) | $14.29 ($10 after tax)

Thus, not only is the expected return the same, but the expected after-tax gain and loss
arethe same. In other words, after taxes, the investor does not have a 50 percent
chance of losing $14.29 but instead has a 50 percent chance of losing $10, just ashe
did in the no-tax world. This example illugtrates the critica nature of the modd’s
assumption that losses are fully deductible. If some or al of the $14.29 loss were not
deductible, then the investor would not be in the same Situation that he was pre-tax, and
the additiona investment in Asset B would have increased hisrisk of loss compared to
his risk in the no-tax world.*””

17 Note that if the riskless rate of return is not zero, the investor will bear atax equal to
the tax on the riskless rate of return applied to the entire portfolio. For example, as Professor Alvin
Warren has demonstrated, if the tax rate is 30 percent, the riskless rate of return is 2 percent, then
the tax on a $100 portfolio will be 60 cents. See Warren, supra note 165, at 8; see also Chorvat,
supra note 164, at 266 & n.180 (using $200 portfolio, 30 percent tax rate and .5 percent riskless rate
of return and arriving at 30 cents of tax, $200 x .005 x .3). In addition, Professor N6el Cunningham
has shown that, given the model’ s assumption that investors borrow in order to replicate their pre-
tax return, the tax burden that an investor bears increases with that investor’s cost to borrow.
Cunningham, supra note 2, at 37. This essentially resultsin aregressive tax on wealth, given the
likelihood that wealthier persons face lower borrowing costs. 1d. Hetreats the interest as
deductible, asis generally the case under current law. In the example he uses, the investor would
choose to replicate the pre-tax, pre-interest rate of return. The investor in his example bears $10 of
tax even after the increased investment— effectively the after-tax interest cost of that investor (he
uses a $15 interest cost and a 33 1/3 percent tax rate). Seeid. at 37-38. Theinvestor could of
course increase hisinvestment further, to address the increased borrowing cost. Although the
investor could thereby obtain his pre-tax return, he would nonetheless bear the (after-tax) cost of
increased borrowing— aform of implicit tax. SeeM YRON S SCHOLES & M ARK A. WOLFSON, TAXES
AND BUSINESS STRATEGY: A PLANNING APPROACH 83-102 (1992).
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Under the Domar-Musgrave andlysis, not only does taxation increase invesment in
relatively risky assets, it increases investment in assets that bear more tax.1”® What
iscritica to that result, in addition to full loss offsets, isthat the higher tax rateis
applicable on the deduction side, not just the income side.r™ Imagine, for example,
that, in a 30% flat tax world, the tax on income increases to 40% while the tax rate
applicable to deductions remains 30%,% and compare that with the reverse Situation
(income taxed at 30% rate but deductions alowed at a 40% rate). Compare the

178 For example, if the tax enacted were 40 percent rather than 30 percent, the investor in
the example above, see text accompanying notes 164-73, supra, would have to obtain a pre-tax
return of $16.66 in order to yield the same post-tax return of $10. Thiswould require an investment
of $166.60 in Asset B, rather than $142.90, asillustrated in the chart below:

Amount Invested in Asset B for $10 After-Tax Expected Return
After 1Year, in No-Tax, Flat 30% Tax and Flat 40% Tax Worlds

WORLD AMOUNT INVESTED EXPECTED RETURN (10%)
No-Tax $100 $10
30% Flat Tax $142.90 $14.29 ($10 after tax)
40% Flat Tax $166.60 $16.66 ($10 after tax)

The same result would obtain if the investor instead held a portfolio of three assets, one riskless
asset and two otherwise identical risky assets, one bearing a 30 percent tax and one bearing a 40
percent tax. See Chorvat, supra note 164, at 265.

These counter-intuitive results may be more understandable if considered from the
perspective that, in effect, increasing the rate of tax on the return on an asset requires greater
investment to achieve the same after-tax return. Asindicated above, increased investment in the
asset is rational because the risk of loss decreases proportionately with thetax. Seetext
accompanying notes 174-76, supra.

179 cf, Bankman & Griffith, supra note 2, at 401 (stating, in context of atax system with no
loss offsets, “an income tax without symmetrical treatment of gains and losses, or atax applied to
those who are unable to adjust their investment portfolios, reduces the utility, or surplus, of risk-
takers in much the same way that taxation of interest reduces the utility or surplus of savers.”).

180 This could be done by nominally applying the same rate but disallowing 25 percent of
all deductions. In other words, for example, only $75 of $100 of otherwise available deductions
would be allowed. 40% of $75is$30, soitisasif al $100 of deductions were allowed but the rate
applied were only 30%.
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amounts that would need to be invested in those Situations in order to keep the amount
of theloss at $10:

Amount Invested in Asset B for $10 After-Tax Losson
Losing Investment After 1 Year, in No-Tax, Flat 30% Tax,
Flat 40% , and Variable 30%/40% Tax Worlds

WORLD AMOUNT GAIN (30%) LOSS (10%)
INVESTED

No-Tax $100 $30 $10

30% Hat Tax $142.90 $42.87 ($30 after | $14.29 ($10 after tax)
tax)

40% Hat Tax $166.60 $49.38 ($30 after | $16.66 ($10 after tax)
tax)

40% Tax on $142.90 $42.87 ($25.72 $14.29 ($10 after tax)

Income, 30% on after tax)

Losses

30% Tax on $166.60 $49.38 ($34.98 $16.66 ($10 after tax)

Income, 40% on after tax)

Losses

This chart shows severd things. Firg, in order to keep the lossin the loss scenario
a no more than $10 after tax, the amount invested under atax with different tax rates
on income and deductions must be based on the tax rate applied to deductions, not
income. Second, increasing the rate applicable to losses dlows increased investment in
that asset without greater risk of loss, but increasing the rate applicable to income does
not; the amount invested when the rate on income is 40 percent is no more than when it
was 30 percent. Thereason for thisisthat if more were invested, the amount the
investor could lose would increase, increasing the after-tax riskiness of the
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investment.'#*

The chart dso shows that the effect of maintaining the amount the investor gandsto
lose a $10 after tax despite the gpplication of different rates to the loss sde and the
gain sde means that the amount the investor andsto gain, after tax, will vary from the
amount that it was in the worlds in which there was only one rate. The chart above
showed that in the world of a40 percent tax on income and a 30 percent tax on |0sses,
the investor stood to gain $25.72 after tax from a successful investment, rather than
$30. Intheworld of a30 percent tax on income, and a 40 percent tax on losses, the
investor stood to gain $34.98 after tax, rather than $30.

This, in turn, means that the expected return in the 40 percent tax on income/30
percent tax on losses world islower than $10 after tax and the expected return in the
30 percent tax on income/40 percent tax on losses world is higher than $10 after tax.
The chart below illudrates this:

181 The following chart shows that if the investor were risk-neutral, and were only
concerned about expected after-tax return, the investor would invest more if the tax on income
were higher but the after-tax amount the investor could lose if the investment turned out to be a
loser (which has a 50 percent probability) increases above $10.

Amount Invested in Asset B for $10 After-Tax Expected Return
After 1Year, in Variable 30%/40% Tax Worlds

WORLD AMOUNT GAIN (30%) LOSS (10%) EXPECTED
INVESTED RETURN

30% Tax on Income, $133.33 $39.99 ($28 after $13.33 ($8 after | $10 after tax

40% on Losses tax) tax)

40% Tax on Income, $181.81 $54.54 ($32.72 $18.18 ($12.72 | $10 after tax

30% on Losses after tax) after tax)
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Expected After-Tax Return on Above I nvestments After 1 Year,
in No-Tax, Flat 30% Tax, Flat 40%, and Variable 30%/40% Tax Worlds,
Assuming $10 After-Tax Lossin L oss Scenario

WORLD AMOUNT EXPECTED RETURN
INVESTED

No-Tax $100 $10
30% Hat Tax $142.90 $10 after tax
40% Flat Tax $166.60 $10 after tax
40% Tax on $142.90 $7.86 after tax
Income, 30% on
Losses
30% Tax on $166.60 $12.49 after tax
Income, 40% on
Losses

That chart depicts the intuitive result thet the effect of increasing the tax on incomeisto
lower theinvestor’ sreturn if he kegps risk of |oss the same and the effect of increasing
the tax rate gpplicable to lossesisto raise the investor’ s return if he maintains the same
risk of loss.

Although the modd that alows investorsto replicate pre-tax return is essentialy a
specid case because of the additiond limiting assumptionsiit requires'# it, like the
generd point that deductibility of losses decreases an investor’ srisk, hinges criticaly on
the alowance of loss deductions.

An income tax without loss offsets will reduce investors gains from successtul
risky investments, but will not reduce their losses from unsuccessful investments.
In certain cases, the combination of taxable gains and nonrefundable losses will

182 See note 164, supra.
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reduce the expected return of risky assets below the return of safe assets,
causing al investors to purchase riskless assets. In other cases, where the
expected return from risky assets remains above that of the riskless assats, the
tax Smply will make risky investments less attractive. 1%

Thus, the liberd deductibility of net losses from active businesses cushions the risk
of those investments. By contrast, the numerous limitations on the deductibility of
individuas net investment losses, discussed above,®* provides no such cushion. As
discussed below, this disparity in effect provides an implicit subsidy for individuas
invesments in their own business activities.

I11. THE ENTREPRENEURSHIP SUBSIDY

Part | demongrated that individuas investment losses face important limits on
deductibility that their business losses do not.’®> The discussion in Part || showed that,
given certain assumptions and the presence of an income tax, the ability to deduct
losses with respect to an activity effectively shifts part of therisk of that activity to the
government. Severd conclusions flow from thisandyds. Fird, the full loss offsets
assumption behind Domar-Musgrave is systematicaly violated with respect to
individuas invesments. Thus, it is unredidtic to think that individuas functiondly can
eliminate the tax burden on investment capita through portfolio shifts, or even shift
subgtantia risk to the federa government, absent the significant additiond limiting
assumption that, each year, the portfolio contains sgnificant income from investments of
theright character. By contrast, proprietors of active businesses can obtain the

18 Bankman & Griffith, supra note 2, at 401.
184 see text accompanying notes 114-56, supra.

185 For many years, the United States has had alove affair with
small business. Americans may shop in megamalls and Super
Wal-Marts, but they admire and respect the entrepreneurial
spirit embodied in the many small businesses that increasingly
drive our economy. The passion and concern the public has
for small businesses, particularly entrepreneurs, is
unparalleled.

Melissa A. Peters, The Little Guy Myth: The Fair Act’s Victimization of Small Business, 42 WM. &
MARY L. REV. 1925, 1925 (2001)
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equivaent of full loss offsats or nearly full loss offsetsif they have other income from any
source or even net income in some years and net lossesin others.

Condder the following examples. First, assume that a taxpayer, Ann, has
$100,000 in income, dl from employment. She dso has $50,000 in capital to invest.
Assume that her deductible expenses exceed her incomein the first year by $10,000.
(For smplicity, assume that there are no capita losses). If Anninvestsin awholly
owned business, the $10,000 will be fully deductible from her employment income,
above the ling, effectively affording her full loss offsets from the activity. By contradt, if
these were investment expenses, Ann would have to basket any interet-related income
and expense first and then only be able to deduct the remaining investment expenses
below the line and subject to the two percent floor. Thiswould disdlow part of the
loss, effectively applying alower tax rate to the $10,000 of losses than the rate gpplied
to her last dollars of income. (Of coursg, if at least $10,000 of the $100,000 were
from other investments, Ann generaly would be able to deduct the investment expenses
from that income.)

It is not unredidtic to imagine a taxpayer with employment income who dso dartsa
busnesson thesde. “[Internd Revenue] Service dataindicates that only 50% of sole
proprietors report more than 50% of their income from saf-employment.”2% In
addition, if Ann were married, her overdl tax picture would differ somewhat compared
to if she were single, but the fundamenta point would not change®” That is, if the
$100,000 of employment income were not Ann’s but Ben's, Ann’s husband, and Ann
invested the $50,000 of capitd, resulting in a$10,000 net loss, the loss would be
deductible from Ben's employment income on the coupl€ s joint return if the loss was
business-related but not if it was investment-related.

186 see John W. Lee, A Populist Political Perspective of the Business Tax Entities
Universe: “ Hey the Stars Might Lie But the Numbers Never Do,” 78 TEX. L. REv. 885, 962 n.404
(2000) (citing General Accounting Office, GAO/GGD-99-76, Taxpayers Face Many Layers of
Requirements 4 n.5 (1999)). Of course, many of the individuas filing a Schedule C may be
reporting work performed as an independent contractor to supplement low wages. Seeid. at 962
(quoting Oversight on Impact of Complexity in the Tax Code on Individual Taxpayers and Small
Business: Hearing Before House Ways & Means Subcomm., 105th Cong., 2d Sess. 7-8 (1998)
(statement of Steve Bafundo, C.P.A.)).

187 As amarried taxpayer, Ann would be more likely not to deduct any of the investment
expenses because the standard deduction for married taxpayersfiling jointly is $9,500 in 2003; it is
half that ($4,750) for unmarried taxpayers. See note 44 and accompanying text, supra.
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These examples may suggest that the Code in effect baskets investment income
with investment losses and business income with busnesslosses. However, the latter is
not true. Business expenses and |osses are deductible from income regardless of the
source of theincome.X® It may seem asif ataxpayer with primarily investment income
would therefore be indifferent between business expenses and losses and investment
expenses and losses. However, that is not the case with respect to volatile investments.

For example, what if Ann has investments that produce current income when they
are successful, but they produce income in some years but not others? Assumethat in
Year 1, Ann has $100,000 of income; in Year 2, a$50,000 loss; in Year 3, $100,000
of income; in Year 4, a$50,000 loss, and so on. What if Ann takes $50,000 of capital
and investsit in anew invesment in Year 4, and, just asin the prior examples®° the
otherwise deductible expenses of that investment exceed her income from that
investment by $10,000? If the capitd isinvested passvely, Ann smply must bear the
full weight of a$10,000 loss. However, if the capitd were invested in abusiness, Ann
could carry back the $10,000 to Y ear 3 and obtain arefund of some of the tax she had
paid with respect to that year. Therefore, once again, Ann can achieve the equivaent
of full loss offsets only by placing her capitd in an active busness, not an investment
activity. '

Thus, for individud taxpayers, the Code in effect provides a subsidy for business
activity that it does not provide for investments.®* This particular subsidy generaly is

188 gee note 33 and accompanying text, supra.
189 gee text accompanying notes 185-87, supra.

1% Thjs example does not apply the limitation on capital losses, see|.R.C. § 1211.
Individuals can carry forward unused capital losses. Seel.R.C. § 1212(b). Making the extreme
assumption that, in this example, all of the gains and losses are capital, Ann could carry over her
Y ear 4 $50,000 lossinto Year 5 (or $47,000, if Ann had $3,000 of other income, seel.R.C. §
1211(b)(1)). However, the $10,000 net lossin Y ear 4 could not be carried forward under section
1212 because the example states that is arises out of investment expenses in excess of investment
income; it is not a capital loss.

191 Of course, an individua who conducts a business as a sole proprietor will owe self-
employment tax, atax not applicable to passive investment. Seel.R.C. 88 1401, 1402; note 16,
supra. Itisthe presence of labor that givesrise to that tax. However, passive investment involves
only the alocation of the individual’s capital, not his labor, and active business involves both. To
compare the overall tax treatment of the passive investor with that of the business owner, the
allocation of the passive investor’s labor must also be considered. If the passive investor is
employed by another, he (and his employer) will pay employment tax comparable to the self-
employment tax. See note 16, supra.
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implicit in the Code s digtinct gpproach to individuas losses and expenses from passive
investments as opposed to business activities!®> How, then, does federal income tax
law define the digtinction between the “business’ activities that experience the subsidy
and the “investment” activities that do not?

A. The Role of Labor in the Busi ness/I nvestment Distinction

Despite the Code' s systematic distinction between business and investment

The“idlerich” isafairly small class. With respect to under age 65 heads of households,
only about 5 percent of the top 1percent of wealth holders were not in the labor force in 1983 and
1992 (not working part-time, full-time, “unemployed,” or retired). Edward N. Wolff, Who Are the
Rich? A Demographic Profile of High-Income and High-Wealth Americansin in DOES ATLAS
SHRUG? (Joel Slemrod ed. 2000) at 81 Thl. 3.3 (5.4 percent in 1983 and 3.6 percent in 1992, based on
Survey of Consumer Finances Data). “Clearly many inheritors enjoy working and making more
money. They are not, by and large, unproductive.” Jesse Dukeminier & James E. Krier, The Rise of
the Perpetual Trust, 50 UCLA L. Rev. 1303, 1325 (2003) (footnote omitted). Seealsoid. at 1323
(“of the total income in the United States, income from capital (including inherited wealth) declined
from 55 percent in the 1920s, to 35 percent in the 1950s-1960s, to 15 percent in the 1990s.
Hardworking entrepreneurs have steadily replaced coupon clippers.”) (footnote omitted).

192 Entrepreneurship is favored by the tax system in more direct ways, aswell. For
example, Code section 1202 provides a 50 percent exclusion for gain on certain small business
stock, including stock in a“specialized small business investment company,” whichisan
organization that provides “a source of equity capital for incorporated and unincorporated small-
business concerns, in such manner and under such terms as the small business investment
company may fix in accordance with the regulations of the Administration,” 15 U.S.C. § 684(a).
I.R.C. 8§ 1202; see also text accompanying notes 351-56, infra. Entrepreneurship also is subsidized
by the federal government outside of the tax system. See, e.g., 15 U.S.C. § 631 (“It isthe declared
policy of the Congress that the Government should aid, counsel, assist, and protect, insofar asis
possible, the interests of small-business concernsin order to preserve free competitive enterprise,
to insure that afair proportion of the total purchases and contracts or subcontracts for property
and services for the Government (including but not limited to contracts or subcontracts for
maintenance, repair, and construction) be placed with small-business enterprises, to insure that a
fair proportion of the total sales of Government property be made to such enterprises....”). The
mission of the Small Business Administration, established by Congress, isto “[m]aintain and
strengthen the nation's economy by aiding, counseling, assisting and protecting the interests of
small businesses and by helping families and businesses recover from national disasters.”
http://www.sba.gov/aboutsbal/index.html. Professors David Weisbach and Jacob Nussim argue
that the question of whether to provide a particular benefit through the tax system or through
direct expenditures should be a question of how to organize government rather than one of tax
policy. See David A. Weisbach & Jacob Nussim, The Integration of Tax and Spoending Programs,
John M. Olin Program in Law & Economics Working Paper No. 194 (2d Series) (Sept. 2003),
available at
http://papers.ssrn.com/sol 3/delivery.cfm/SSRN_1D442063 _code030909570.pdf ?abstracti d=442063.
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activities, discussed above,'*® it does not contain a definition of “trade or business’
applicable to the many provisonsin which that phraseis used.!®* However, the phrase
has been defined judicidly in the context of specific provisons® An early case,
Deputy v. Dupont,** provides background and is anaogous, though not directly on
point.

In that case, the Supreme Court distinguished between the business of E.I. du Pont
de Nemours and Company (Dupont) and the taxpayer, an individua who wasa 16
percent shareholder of Dupont. The taxpayer had paid $647,711.56 in connection
with assisting Dupont in providing company stock to nine new executives of Dupont.*®”
The IRS argued that the taxpayer’ s “activitiesin connection with conserving and
enhancing his estate did not condtitute a ‘trade or business' within the meaning” of the
relevant Code section,**® which alowed the deduction of “*ordinary and necessary
expenses paid or incurred during the taxable year in carrying on’” atrade or
business!® The Court held for the government, on the grounds that the expenditures
related not to the taxpayer’ s business but to that of the corporatior’® and they were
not “ordinary” expenditures even if they were connected to a business of the
taxpayer.!  Although the mgjority did not define the phrase “trade or business” in
Dupont, Justice Frankfurter, in abrief but well-known concurrence, stated, “*. . .
carrying on any trade or business; within the contemplation of § 23(a), involves holding

193 gee text accompanying notes 39-156, supra.

194 See Commissioner v. Groetzinger, 480 U.S. 23, 27 (1987) (“The phrase ‘trade or
business' . . . iscommon in the Code, for it appearsin over 50 sections and 800 subsectionsand in
hundreds of placesin proposed and final income tax regulations. . . . Despite this, the Code has
never contained a definition of the words ‘trade or business’ for general application, and no
regulation has been issued expounding its meaning for al purposes.”); Snow v. Commissioner, 416
U.S. 500, 503 (1974) (“ The words ‘trade or business appear . . . in about 60 different sections of the
1954 Act. Those other sections are not helpful here. . . .”) (footnote omitted).

1% See, e.g., Commissioner v. Groetzinger, 480 U.S. 23 (1987) (gambling losses for
purposes of AMT); Snow v. Commissioner, 416 U.S. 500, 503 (1974) (experimental expenditures);
Higginsv. Commissioner, 312 U.S. 212 (1941) (expenses of producing income).

19308 U.S. 488 (1940).

1971d. at 489-92.

198 |d. at 493.

19914, at 489-90 (quoting Code section 23(a)).
201d, at 493-94.

21 1d, at 494-95.
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one's saif out to others as engaged in the sdlling of goods or sarvices”?%

Higgins v. Commissioner,?*® which presented the issue squarely, arose after
Dupont. Mr. Higgins, who had investments totaling $35 million in red estate, bonds
and stocks,?** apparently worked every day?® overseeing hisinvestments with the
assigtance of severa employees®® Like the taxpayer in Dupont, Higgins daimed that
his expenses-- which consisted of salaries and other expenditures-- were deductible
under Code section 23(a), the predecessor of section 162.2°7 In denying the
deductions, the Court stated:

The petitioner merely kept records and collected interest and dividends from his
Securities, through managerid attention for his investments. No matter how large
the estate or how continuous or extended the work required may be, such facts
are not sufficient as a matter of law to permit the courts to reverse the decison
of the Board [of Tax Appedls]. Its conclusion is adequately supported by this
record, and rests upon a conception of carrying on business smilar to that
expressed by this Court for an antecedent section.?%®

Although the holding apparently turned on the sandard of review, implying that if the
Board of Tax Appeds had held for Mr. Higgins, the Supreme Court might have upheld
that decison, the Court’ s ruling is fill good law-- investment activities, no matter how
extensive, cannot congtitute a trade or business for purposes of section 162.2%° Thus, a

202 |d, at 499 (Frankfurter, J., concurring). Code section 23(a)(1) is the predecessor of Code

section 162(a). See, e.g., Lettie Pate Whitehead Found., Inc. v. United States, 606 F.2d 534, 537 n.3
(5" Cir. 1979).

23312 U.S. 212 (1941).

24 Higgins v. Commissioner, 39 B.T.A. 1005, 1006 (1939).

25 |d. at 1007 (“Upon receipt of aletter [Mr. Higgins] would usually either cable or radio,

being aprolific user of the cable and radio. He was in touch with his New Y ork office by letter or
cable amost daily.”).

26 |d, at 213-14.
207 See note 33, supra.

28 Higgins, 312 U.S. at 218. The Board of Tax Appeals was the predecessor of the current
United States Tax Court. See Leandra Lederman, “ Civil” izing Tax Procedure: Applying General
Federal Learning to Satutory Notices of Deficiency, 30 U.C. DAVISL. Rev. 183, 191 n.36 (1996).

209 Spe Commissioner v. Groetzinger, 480 U.S. 23, 31 (1987) (“expenses incident to caring
for one's own investments, even though that endeavor isfull time, are not deductible as paid or
incurred in carrying on atrade or business’). Nonetheless, being a“trader”— essentially buying
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modern-day Mr. Higgins would face the limitations on miscdllaneous itemized
deductions discussed above,?'° with respect to the s aries he pays his employees, the
rent for office gpace, and the like.

Higgins did not define the phrase “trade or business’ but Commissioner v.
Groetzinger,?'! amore recent decision, came closer to doing so with respect to the
context of the provison inissuein that case?? Groetzinger involved a full-time gambler
who gambled only for his own account.®* He gpparently gambled approximately
$70,000 in 1978, ending the year with anet loss of about $2,000.2*4 The IRS asserted
that he was subject to dternative minimum tax under the law in effect in the year in
question, which could be reduced by deductions attributable to a trade or business but
not by other deductions.?*® Thus, Groetzinger argued that his gambling activities
condtituted a trade or business.

In Groetzinger, the Court firg rejected the test that Justice Frankfurter had used in
his concurrencein Dupont, referring to it asa*“gloss’ and an “adumbration,” and noting
that it had never been adopted by a mgority of the Supreme Court.?'® The Court dso
stated, “[w]e accept the fact that to be engaged in atrade or business, the taxpayer
must be involved in the activity with continuity and regularity and thet the taxpayer’s
primary purpose for engaging in the activity must be for income or profit. A sporadic
activity, a hobby, or an amusement diversion does not qualify.”?’

This statement does not seem to contrast the gambling activity of Mr. Groetzinger
and the investment activity of Mr. Higgins. Did Higgins not pursue his activity in good

and selling securitiesin one's account with great frequency, rather than relying primarily on
passive returns-- can constitute atrade or business. See note 221 and accompanying text, infra.

210 see text accompanying notes 48-65, supra.
211
Id.

221d. at 27 n.8.

213|d. at 24. In other words, Groetzinger did not place bets for others, sell tips, or act asa

bookie. 1d. If he had, those facts would have supported characterization of his activities as atrade
or business under Justice's Frankfurter’ s concurrence in Deputy v. Dupont. See text
accompanying note 201, supra.

214 Groetzinger, 480 U.S. at 25 (“In 1978, he [Groetzinger] had gross winnings of $ 70,000,
but he bet $ 72,032; he thus realized a net gambling loss for the year of $ 2,032.”).
215 1d.

2184, at 31-32.
271d. at 35.
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faith, with regularity, and, if not full-time, nearly s0? He adso employed othersto assst
hm.2® |t was “was not a hobby or apassing fancy.”?!® In addition, unlike Groetzinger,
Higgins actualy profited from his efforts??® The fact of profit alone should warrant a
deduction under the Haig-Simons norm.?#

Nonetheless, the Court made clear that it saw adistinction from Higgins that
warranted adeduction in Groetzinger: “We do not overrule or cut back on the
Court’ s holding in Higgins when we conclude that if one' s gambling activity is pursued
full time, in good faith, and with regularity, to the production of income for alivelihood,
and is not amere hobby, it isatrade or business within the meaning of the statutes with
which we are here concerned.”%

To square Higginswith Groetzinger, the focus must be on the “active’ or
“passive’ nature”? of the taxpayer’s earnings.?* In Higgins, the Court noted that

28 Higgins, 39 B.T.A. at 1006.
219 Groetzinger, 480 U.S. at 35-36.

220 Higgins had a $35,000,000 portfolio that generated $380,394 of grossincomein 1932.
Higgins, 39 B.T.A. at 1011.

21 Seenote 7, supra.
222 Groetzinger, 480 U.S. at 35-36.

23 3¢, eg., Mayer v. United States, 32 Fed. Cl. 149, 156 (1994) (“To claim atrade or
business deduction, the taxpayer must himself perform the activity characterizing the ‘trade or
business.’”); Levin v. United States, 597 F.2d 760, 765 (Ct. Cl. 1979) (taxpayer “passively
accumulating earnings’ or “merely overseeing one' s accounts’ is not engaged in trade or
business of trading stocks).

224 Cf. Snell v. Commissioner, 97 F.2d 891, 892 (5th Cir. 1938) (“the word business,
notwithstanding disguise in spelling and pronunciation, means busyness; it impliesthat oneis
kept more or less busy, that the activity is an occupation”).

Both Higgins and Groetzinger involved taxpayers caught by aglitch in the Code that
was subsequently fixed by Congress, in Groetzinger’s case prior to hislitigation but for later tax
years, and for Higgins after hislitigation but retroactively. Asdiscussed in the text, Higgins lost
in the Supreme Court while Groetzinger won. It isinteresting to note the Board of Tax Appeals
characterization of Mr. Higgins:

The petitioner has not been in the United States since 1921, having beenin
Europe, particularly in France, during that time. He had no business whatever in
France or Europe, and in the taxable years reported no income from foreign
corporations. He lived there as a matter of choice because he liked to live there
for his own pleasure and for his health. He has a seagoing yacht.



58 THE ENTREPRENEURSHIP EFFECT

Higgins “did not participate directly or indirectly in the management of the corporations
in which he held stock or bonds”?® Similarly, in another case, United States v.
Generes,?® which involved a bad debt that required characterization as a business or
nonbusiness debt,??” the Supreme Court Stated:

In tax jargon, Generes' status as a shareholder was a nonbusinessinterest. It
was capitd in nature and it was composed initidly of tax-paid dollars. Its
rewards were expectative and would flow, not from personal effort, but from
investment earnings and gppreciation. On the other hand, Generes status as an
employee was abusinessinterest. Its nature centered in personal effort and
labor, and salary for that endeavor would be received.?

In that regard, an older case Stated:

A person of property, who devotes his time to the active management of it and
a0 to active participation in the management of the companiesin which his
property is invested, and who maintains an office for that purpose where he
gpends a subgtantia part of histime, is carrying on business within the meaning
of thisgtaute. . . . The line comes between those who take the position of
passive investors, doing only what is necessary from an investment point of

Higgins, 39 B.T.A. at 1009. It was completely irrelevant to the issue in Higgins that Mr. Higgins
happened to own ayacht in addition to his $35,000,000 portfolio of stocks and bonds. Why
mention it if not to portray Mr. Higgins as someone who did not need government protection of
his earnings?

255 Higgins, 312 U.S. at 214; cf. Medchem, Inc. v. Commissioner of Internal Revenue, 116
T.C. 308, 336 (2001) (“we believe that Congress promulgated the ‘ active conduct of atrade or
business' requirement of section 936(a) intending to prevent a domestic corporate taxpayer from
availing itself of the possessions tax credit unlessit established and regularly operated an
employment-producing, profit-motivated business activity in a U.S. possession. We a'so believe
that Congress expected the taxpayer to participate meaningfully in the management and operation
of that activity and to invest significantly in that activity, the expected result of which would be to
strengthen the economy of the possession where the activity was located.”).

226 205 U.S. 93 (1972).
27 5ee|.R.C. § 165(c), text accompanying notes 148-56, supra.

228 Generes, 405 U.S. at 100-01 (emphasis added); see also Smartt v. Commissioner, T.C.
Memo. 1993-65 (“Returns from investing -- as a shareholder -- are “ expectative”; they result from
appreciation and earnings on the investment rather than from personal effort or labor. . . . On the
other hand, on€’srole or status as an employee is a business interest. Itstypical natureisthe
exertion of effort and labor in exchangefor asdary. .. .").



THE ENTREPRENEURSHIP EFFECT 59

view, and those who associate themselves actively in the enterprisesin
which they are financially interested and devote a subgtantid part of their
time to that work as amatter of business. . . .%°

Asthis suggedts, the focusis aso on the taxpayer’s own labor. Higgins had severd
employees, and employment congtitutes a trade or business > but their activities were
not imputed to him. As another example, the Court of Federd Claims has stated:

The arguably more fundamenta reason for determining that plaintiff is not
entitled to treatment as a“trader” [which would congtitute a trade or business) .
.. issmply that plaintiff is not atrader because he, persondly, did not engagein
(or direct) the “trading” of stocks, or the transactions related to the stocks at
issue, regardless of how long they were held. In fact, there is no evidence that
he persondly ever engaged in a single trading transaction.?%

Asthis quotation may suggest, one odd effect of the ditinction between earnings
from labor and earnings from investment is that, athough holding stocks, bonds, or redl
edtate for their dividends, interest, and rents does not condgtitute a trade or business
under Higgins, under case law digtinguishing Higgins, the investor who buys and sdlls
with greet frequency, turning over the contents of his portfolio often, is deemed to bein
the trade or business of trading stock.?*? For example, in Groetzinger, the Supreme

229 Foss v. Commissioner, 75 F.2d 326, 327-28 (1st Cir. 1935) (emphasis added); see also
Washburn v. Commissioner, 51 F.2d 949, 953 (8" Cir. 1931) (“A party may have investmentsin
corporate stock, have no particular occupation, and live on the return of hisinvestments. That
would not constitute business under the statute in question. He may, however, take such an
active part in the management of the enterprise in which he has investments as to amount to the
carrying on of abusiness.”). These holdings are in line with Deputy v. Dupont, discussed above.

See text accompanying notes 195-201, supra.

230 gee Commissioner v. Groetzinger, 480 U.S. 23, 28 (1987).

21 Mayer v. United States, 32 Fed. Cl. 149, 155 (1994); cf. Levin v. United States, 220 Ct. Cl.
197 (Ct. Cl. 1979) (“In contrast to the distant management of a portfolio portrayed in Higgins,
judgments regarding purchases and sales were made directly by taxpayer, based on his personal
investigation of the assets, operation and management of various corporations.”); Mayer v.
Commissioner, T.C. Memo. 1994-209 (“we do not reach the issue of whether the mere fact that
petitioners ceded full discretion over their accounts, and engaged in no trading in such accounts
themselves, precludes them from being classified as ‘traders’.”).

232 Sep, 9., Moller v. United States, 721 F.2d 810, 813 (Fed. Cir. 1983) (if “securities are
bought and sold with reasonable frequency in an endeavor to catch the swingsin the daily market
movements and profit thereby on a short term basis,” that indicates that the taxpayer is engaged in
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Court gtated, in part, “we conclude . . . that . . . expensesincident to caring for one's
own investments, even though that endeavor isfull time, are not deductible as paid or
incurred in carrying on atrade or business. . . [but] that the opposite concluson may
follow for an active trader . . . ">

The passive/active didinction is not soldy judicid. A smilar digtinction is reflected
in the earned income credit of Code section 3223 and the foreign earned income
exdusion.?® For those purposes, “earned income” is generaly defined to include
wages, saaries, tips, and other employee compensation that congtitute gross income for
the taxable year, aswdll as net earnings from sdlf-employment.?® Thus, no earned
income credit is awarded with respect to dividends, interest, rents, and other earnings
on “passve’ invesments. In fact, individuas with “excessve’ passve investment
income are not digible to claim the earned income credit regardless of the amount of
earned income they have.®’

the trade or business of trading stocks; if “securities are purchased to be held for capital
appreciation and income, usually without regard to short-term developments that would influence
the price of securities on the daily market,” the taxpayer is a mere investor); Purvisv.
Commissioner, 530 F.2d 1332, 1334 (9th Cir. 1976); Liang v. Commissioner, 23 T.C. 1040, 1043 (1955)
(“The distinction between an investment account and a trading account is that in the former,
securities are purchased to be held for capital appreciation and income, usually without regard to
short-term devel opments that would influence the price of the securities on the daily market. Ina
trading account, securities are bought and sold with reasonable frequency in an endeavor to catch
the swingsin the daily market movements and profit thereby on a short-term basis.”); see also
Mayer, 32 Fed. Cl. at 155 (1994) (“83.8% of [taxpayers'] investment income came from dividends,
interest, and long-term appreciation (capital gains) and only the remainder (16.2%) was generated
by ‘short-term’ trades (although not ‘ short-term’ under the definition in Moller, since most of
these securities were held more than thirty days)” so taxpayers were mere “investors”).

28480 U.S. at 31 (citations omitted). Accordingly, a stock-owning taxpayer who forgoes
much of the deferral afforded by the realization requirement, and perhaps the benefits of the capital
gains preference (by selling stock after holding it only briefly) can benefit from the lifting of the
deduction-side restrictions that apply to investors. Seetext accompanying notes 39-156, supra
(discussing these restrictions).

23 gee|.R.C. § 32 (providing refundable credit with respect to “earned income” of dligible
low-incomeindividuals).

2% e |.R.C. § 911 (excluding, up to acap, “foreign earned income” of certain citizens and
residents of the United States living abroad).

26| R.C. 88 32(0)(2), 911(d)(2).

27| R.C. §32(i). For this purpose, “investment income” includes “capital gain net
income.” 1.R.C. § 32(i)(D). Theinvestmentincome cap is $2,600 for 2003. See Rev. Proc. 2002-70 §
3.06(2), 2002-46 1.R.B. 845. Thisrule apparently serves as a means test, though it is both overbroad
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Similarly, and asindicated above, Code section 469, an anti-tax shelter provision,
generdly deferslosses and credits from “passive activities’ until there isincome from
the activity against which to offset them.*® For the most part,>® passive activities are
trade or business or investment-type activities in which the taxpayer does not
“materidly participate.”** Therefore, in order to avoid disallowance of losses and
credits under this section, the taxpayer generdly must “materidly participate’ in the
activity.?! Materid participation is defined is defined as “involvegment] in the
operations of the activity on abasswhichis- (A) regular, (B) continuous, and (C)
substantial .”?*? Implementing regulaions provide a facts and circumstances test as well
as anumber of safe harbors that focus on the amount of time the taxpayer personaly
devotes to the activity.?*

Thus, the primary digtinction between business activity and investment activity isthe
element of labor. At aminimum, an active business requires the provision of labor.2
An income-ariented activity involving the provison of labor can congtitute a trade or
business regardless of whether capitd accompanies the labor. However, asthe
discussion above demondrated, an activity in which capitd can produce earnings
without accompanying labor—that is, an investment activity-- does not congtitute a trade
or business®*

In effect, federd income tax law in effect provides an incentive for ataxpayer with

(for example, given the cap for 2003, ataxpayer selling arelatively low valueitem at a$2,700 gainis
disgualified) and underinclusive (otherwise eligible taxpayers with enormous wesalth that does not
yield current earnings qualify for the credit).

238 ee text accompanying notes 133-37, supra.

23 The term “ passive activity” also includes most rental activities, regardless of the
taxpayer’slevel of participation. |.R.C. § 469(c)(2), (4).

20| R.C. §469(0).

1] R.C. §469(c)(1).

#2] R.C. §469(h)(2).

243 see Treas. Rey. § 1.469-5T(a).

24 To constitute a trade or business, an activity must also have continuity and regul arity
and be engaged in for profit. Commissioner v. Groetzinger, 480 U.S. 23, 35 (1987); see also text
accompanying notes 210-16, supra.

245 Spe text accompanying notes 193-232, supra.
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capita to combine labor with the capitd, rather than investing it passively,?* so long as
ether the taxpayer or his spouse has other income from labor or the taxpayer’ s other
incomeis variable (giving rise to profit years and loss years).*’ This subsidy for
actively run business servesto level the playing field because entrepreneurship is riskier
than investing in established ventures®® The next section explores which subset of
individud taxpayers benefit from this subsidy to the grestest extent.

B. Who Benefits From the Subsidy?

The discusson thus far has explored a subsidy for taxpayers with variable income
or other labor income who combine labor and capitd. Infact, thissubsdy primarily
benefits high-income taxpayers, for both tax and non-tax reasons. Firg, the higher the
taxpayer’s other income, the greater amount is available to use to offset losses.
Second, as discussed below, higher-income taxpayers are more likely to have capita
|eft after taking advantage of tax-favored investment opportunities. Third, the high-
income aso are most likely to have the resources to capitaize a sart-up business, as
well asto afford tax advice. In addition, as discussed in Section C, high-income
individuas benefit most from the tax advantages afforded successful smal businesses.

246 Code section 469 serves to deny full loss offsets to a taxpayer’ s non-portfolio passive
investment. Seel.R.C. § 469; notes 133-37 and accompanying text, supra.

247 |f the taxpayer and/or his spouse have a substantial and steady stream of income from

passive investments, then the taxpayer has no federal income tax incentive to put capital in active
business rather than passive investment. In fact, in that case, the taxpayer might prefer to invest
passively because of the relatively lower risk of established ventures compared to start-ups.

248 Of course, encouraging risk through tax incentives is not necessarily salutary. For an
argument that “risk incentives are difficult to defend economically, except perhaps under limited
circumstances and then only when making the most favorable assumptions,” see Livingston,
supra note 13, at 165. However, whether providing incentives for risk-taking is beneficial depends
on whether there would be an optimal amount of risk-taking without incentives. Because
individuals are ambiguity averse (they prefer risks with known probabilities to unknown risks),
Chorvat, supra note 12, at 617 (citing DANIEL ELLSBERG, RISK, AMBIGUITY AND DECISION 131-50
(2001)), Professor Terry Chorvat argues that “[b]ecause entrepreneurial activity is subject to fairly
ambiguous risks, in the absence of some incentive, the amount of entrepreneurial activity will be
lower than the socia optimum.” Id. at 647 (citing Wen-Fang Liu, Saving and Portfolio:
Observable Implications with Knightian Uncertainty (Univ. of Washington, Working Paper, Apr.
2000) and Joram Mayshar, Should Government Subsidize Risky Private Projects?, 67 AM. ECON.
REV. 20, 23 (1977)); see also Cullen & Gordon, supra note 15 (explaining that effect of spillover
benefits of entrepreneurship may be that market incentives produce too little entrepreneurial
activity).
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1. Who are the Entrepreneurs?

Taxpayers with the most income or wed th?*® engage in entreprenuria activity
disproportionately.?® In 1995, 74.3 percent of the top one percent of taxpayers®>* (by
income) owned interestsin privately held businesses®? On average, those businesses
comprised 41.4 percent of the taxpayer’ s net worth, and the single largest component
of that net worth.?® For the period 1962 through 1995, 74.9 percent of that group
owned interests in privately held businesses, while only 12.8 percent of the bottom 99
percent did.>* For the same period, on average, the net value of private businesses

249 As reported by Professor John Lee, the Congressional Research Service found in 1994
that “families that owned small businesses were found to have eighty percent more income and
over five times the wealth of the average family.” Lee, supra note 185, at 910
(citing CONGRESSIONAL RESEARCH SERVICE, TAX EXPENDITURES: COMPENDIUM OF BACKGROUND
M ATERIAL ON INDIVIDUAL PROVISIONS, 254 & 5-6 (Senate Budget Committee S. Print 103-101 Dec.
1994 103rd Cong., 2d Sess.)).

Income and wealth are likely to be correlated. See Jeffrey H. Kahn, Personal Deductions -
aTax"Ideal” or Just Another “ Deal” ?, 2002 L. REV. M.S.U.-D.C.L. 1, 55 n.70 (2002); Edward N.
Wolff, Recent Trends in Wealth Ownership, 1983-1998, at 5-6 (Jerome Levy Economics Institute,
Working Paper No. 300, 2000) (“Wealth and income are strongly correlated. . . .”) (quoted in
Deborah A. Geier, Incremental Versus Fundamental Tax Reform and the Top One Percent, 56
SMU L. Rev. 99, 114 (2003).

20 5ee eg., Cullen & Gordon, supra note 15, at 31 (their data, which usesincome reported
on federal tax returns for a sample of taxpayers, suggest that “entreprenurial activity is heavily
concentrated among the top one percent of the population.”); Edward P. Lazear,

Entrepreneurship, NBER Working Paper 9109 19 (Aug. 2002), available at
http://www.nber.org/papers/w9109 (study of alumni of Stanford Graduate School of Business bore
out prediction that the proportion of individuals who are entrepreneurs increases with income
bracket and the income distribution of entrepreneurs has a “fatter upper tail[]”).

%1 |n the 1980s, the top one percent by net worth owned approximately a quarter or a third
of al wealth, excluding defined benefit pensions. See John Laitner, Inequality and Wealth
Accumulation: Eliminating the Federal Estate and Gift Tax, in GALE, HINES & S_EMROD,
supra note 15, at 272 Thl. 6-3 (2001) (data from 1983 Survey of Consumer Finances and 1989 Panel
Study of Income Dynamics).

22 Christopher D. Carroll, Portfolios of the Rich, Working paper 7826, at 28 Thl. 2 (Aug.
2000), available at http://www.econ.jhu.edu/people/ccarroll/richportfolios.pdf.

2314, at 29 Thl. 3.

24 d. at 28 Thl. 2. Professor John Lee summarizes avariety of statistics on ownership of
stock and ownership of business assets by stating “[t]he literature shows that the active owners
of small corporations are, on the average, high incomeindividuals. . ..” Lee, supra note 185, at
908.
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congtituted 37.7 percent of the total net worth of the top one percent of taxpayers and
only 14.8 percent of the total net worth of the bottom 99 percent.?®

Entrepreneurs a so make up a disproportionate percentage of the top of the
population by income. One study found that, in 1989, entrepreneurs ¢ percentage of
the top one percent of the population by income was 56.3 percent, and of the four
percent just below the top one percent was 26.7 percent.”’ In addition, the average
net worth of entrepreneursin the top one percent was $5,164,994, while the average
net worth of non-entrepreneurs in that group was $3,130,220.%%8

Similarly, of expected decedents for 1998, the share of total assets of those with
life-insurance-augmented assets of $10,000,000 and over attributable to active
business was 49.4 percent, while the share of directly held public stock for that group
was only 22.4 percent.®® For those with life-insurance-augmented assets of
$5,000,000 to $10,000,000, the share attributable to active business dropsto 5.2
percent, while the share of directly held public stock for that group is 41.2 percent.2®
Overdl, the 1998 mean and median income of those employed by another were
$40,500 and $53,500, while the same figures for the salf-employed were $52,700 and
$109,000.%! Thereisan even starker contrast in family net worth: The 1998 mean and
median net worth of those employed by another were $52,400 and $168,900, while
the same figures for the salf-employed were $248,100 and $919,800, respectively.?

[O]nly 8.6 percent of households (in the 1989 cross-section of the Federal
Reserve Board Survey of Consume Finances). . . have active business assets of
more than $5,000, but . . . those households own about 40 percent of
household wedlth. Moreover, the higher one goes in the wedlth distribution, the

25 Carroll, supra note 251, at 29 Thl. 3.

26 The term “entrepreneur” was defined as a household owning one or more active
businesses with a total market value of at least $5,000. Gentry & Hubbard, supra note 12, at 4.

A71d. a 46 Thl. 1.
281d. at 47 Thl. 2.

259 See James M. Poterba & Scott Weisbrenner, The Distributional Burden of Taxing
Estates and Unrealized Capital Gains at Death, in GALE, HINES & S_EMROD, supra note 15, at 440
Thl. 10-8 (2001).

260 1d.

21 hitp://www.federal reserve.gov/pubs/oss/0ss2/98/bul ltables98.txt Thl. 1.
%2|d. at Thl. 2.
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greater isthe importance of business owners and business assats.
Entrepreneurs own 68 percent of the net worth held by the top 1 percent of
households in the wedlth distribution.?®®

Thus, it appears that the richest individuas, measured either by income or wedlth,
disproportionately invest in active busness rather than in publicly held companies, when
compared to those in the strata below them. Of coursg, it is quite possible that, for
many individuds, it is the entrepreneuria activity that occasoned the high-income
datus, rather than the reverse, particularly because these figures consider only those
who have high income (or wedth). In other words, these figures reflect surviva biasin
that they only look a entrepreneurs who have the threshold level of income (or
wedlth).?4 However, it isinteresting to note that to the extent that the entrepreneurship
that occasioned the high-income status, then even those individuas subject to the
highest margind tax rates have on the whole done well by investing disproportionately
in active business.

Satidics rdating to the employment status and financid holdings of the top one
percent of Americans before and after the Tax Reform Act of 1986 (TRA *86), suggest
that tax incentives may play arole. TRA ‘86 increased the importance of labor to
favorable deduction-side tax consequences by enacting the 2 percent floor and the
passive activity loss rules®® and by tightening the limitation on investment interest.?® It
was aso accompanied by pro-entrepreneurship rhetoric?’ and contained concessions

23 Hubbard, supra note 15, in GALE, HINES & S_LEMROD, supra note 15, at 456.

264 According to |RS data from tax returns, entrepreneurs seem to be doing well. The IRS
found that the number of non-farm proprietorship returns increased by 1.9 percent from 1999 to
2000 and non-farm sole proprietor profitsincreased 3.3 percent for the 2000 tax year, a 2.4 percent
increase in constant dollars. Michael Parisi & Brian Balkovic, Sole Proprietorship Returns, 2000,
at 6, 7 from http://www.irs.gov/publ/irs-soi/00spart.pdf. Aggregate non-farm sole proprietor profits
were $214.7 billion. 1d. at 6. Sole proprietorships with employees were included in the data. See
id. at 9, figure D (15.2 percent of aggregate expenses were for salaries and wages).

25 See note 48 and accompanying text, supra; note 134 and accompanying text, supra.

26 The 1986 Act eliminated the $10,000 ($5,000 for married taxpayers filing separately) of
investment interest that could be deducted without regard to investment income. See Pub. L. 99-
514, Sec. 511(a), 100 Stat. 2548 (1986). The 1986 Act also eliminated the capital gains preference,
though that turned out to be temporary. Seel.R.C. § 1(h).

267 See President Ronald Reagan, Remarks During Tax Bill Signing Ceremony (Oct. 22,
1986), reprinted in 33 TAX NOTES 413, 413 (1986) (“When | sign this bill into law, Americawill
have the lowest marginal tax rates and the most modern tax code among major industrialized
nations, one that encourages risk-taking, innovation, and that old American spirit of enterprise.
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for amdl businesses?%®

The Federa Reserve Board conducted surveys of Consumer Financesin 1983 and
1992.%%° Those data cannot isolate the effect of the 1986 Act, but they are informative
nonetheless. They show, for example, that in 1983 the portion of the top 1 percent by
wedlth that was salf-employed was 38 percent, whereas in 1992, the portion of the top
1 percent by wealth (which may not consist of the same people asin 1983) that was
self-employed was 69 percent—>"" an increase of 31 percentage points. In addition,
between 1983 and 1992, the share of income of the top 1 percent by wealth from sdlf-
employment, partnerships, and unincorporated business increased from 27 to 40
percent.?”* The share hdld by this group of net business equity increased from 52.1 to
62.0 percent while their share of stocks and mutua funds fell from 57.5to 50.1

WEe'll be refueling the American growth economy with the kind of incentives that helped create
record new businesses and nearly 11.7 million jobs in just 46 months. Fair and simpler for most
Americans, thisisatax code designed to take us into a future of technological invention and
economic achievement, one that will keep America competitive and growing into the 21st
century.”); see also Kornhauser, supra note 18, at 162.

The 1986 Act also lowered personal income tax rates, which has the effect of lowering the
amount of risk transferred to the government, decreasing the incentive for entrepreneurship. See
Cullen & Gordon, supra note 15, at 35-36.

268 \Wilson, supra note 18, 56 (“notwithstanding [the] massive overhaul of the Code [in
1986], small business and its advocates were still able to extract special treatment from the
lawmakers, primarily in the form of size tests that protected small firms from many of the TRA's
[Tax Reform Act’s] provisions. . . . In total, these provisions gave small businesses an advantage
over their larger competitors. Although small business was caught by some TRA reforms, on
balance small business was a big winner under tax reform legidation of the mid-1980s.”).

29 |n looking at the 1983 and 1992 data, Edward Wolff asks, as one of six introductory
questions, “with the substantial increase in inequality over this period, and especially with the
record-high salaries recorded on Wall Street and among professional workersin general, hasthere
been a shift in the composition of the rich away from the classic ‘ coupon clippers’ toward
entrepreneurs?’ See Wolff, supra note 190, at 74. Wolff’s discussion generally does not connect
changes in levels of entrepreneurship among the very rich with tax changes during that period.
Seegenerallyid.

210 d. at 82, 86. There was a corresponding drop in that group in the various categories
that make up employment by others. Seeid.

271 |d. at 109. Wolff points out that part of the increase may be due to the incentive
created by the Tax Reform Act of 1986 for C corporations to elect to be taxed under Subchapter S;
the data classify S corporations as unincorporated business. 1d. at 110.
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percent.?’2

In addition, during that period “the income statistics show a greeter reliance on
labor income than other forms of income among the very rich. Between 1983 and
1992, labor earnings (both wages and salary and sdf-employment income) as a share
of thetota income of the top wedth percentile jumped from 51 to 69 percent, and that
of the top income percentile from 60 to 68 percent.”?”® Correspondingly, therich rdied
less on income from capita in 1992 than in 1983; income from property, such as
interest, dividends, capital gains, rents, and royadlties, fell from 46 to 27 of the income of
the top one percent by wedlth and from 36 to 30 percent for the top one percent by
income.2’

Thus, these statistics suggest that taxes may play arole in the concentration of
entrepreneurs among the highest-income individuas, dthough it is unlikdly to be the only
important factor.2”® The next Section addresses the issue of why high-income
taxpayers benefit disproportionately from the federd income tax subsidy of business
activities.

2. Why Do High-Income Individuas Benefit Most?

There are anumber of reasons why high-income taxpayers benefit most from the
entrepreneurship tax subsidy.?”® Firgt, high-income taxpayers benefit from the greatest
risk-shifting under the federd income tax because they face higher margind ratesin a
progressive income tax system. For example, in generd, ataxpayer who has atop

272 |d. at 87, 88 Thl. 3.4, 91 Thl. 3.5. Although the absolute increase in the value of net
business assets was large, from $1.232 trillion in 1983 to $2.5332 trillion in 1992 (unadjusted for
inflation), the percentage increase was small. A comparison of the holdings of the top one percent
in 1983 and 1992 reveals that the percentage of their gross assets in net business equity increased
dlightly from 32.1 percent to 32.6 percent while the percentage of their gross assets in stock fell
from 17 percent to 12.1 percent. Seeid. at 88 Thl. 3.4, 91 Thl. 3.5.

273 |d. at 109. There was nonetheless areduction in “labor-force effort” by the very rich,
reflecting a shift to part-time work among the top one percent by income and both a shift to part-
timework and retirement among the top one percent by wealth. 1d.

Z41d. at 110.
25 High-income individuals may also be better able to bear the risks of entrepreneurship

because of decreasing absolute risk aversion. In other words, a higher-income individual is more
able to bear the risk of losing an investment of, say $50,000, than alower-income individual is.

276 On apractical level, they are more able to afford tax and financial advice.
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margind rate of 30 percent shifts 30 percent of the risk of loss to the government,
whereas ataxpayer with atop margina rate of 15 percent shifts only 15 percent of the
risk to the government.?”’

Second, high-income taxpayers obtain the greatest benefits of the income-splitting
made possible by incorporating a successful business, discussed below.?® In addition,
as discussed below, there are estate tax benefits to owning active business. Only very
wesdlthy individuas need be concerned about estate tax ligbility; the estate tax only
appliesto fewer than 2 percent of estates each year.?™

High-income taxpayers are also digproportionately affected by the restrictions on
itemized deductions, discussed above, 2 that affect investment expenses but not
business expenses.®! IRS 2000 Statistics of Income data show that over 90 percent of
individuas with AGI of $100,000 or more itemized their deductions, whereas only
about 28 percent of individuas with AGI under $100,000 did.?®* In addition, because

217 See text accompanying notes 158-61, supra, illustrating the shifting of risk.
278 Spe text accompanying notes 326-37, infra.

21 See Lee Anne Fennell, Death, Taxes, and Cognition, 81 N.C. L. Rev. 567, 593-94 & n.99
(2003).

280 gee text accompanying notes 39-102, supra.

2L Additionally, 12.6 percent of returns of taxpayers who itemized and had AGI of
$100,000 or more claimed an investment interest deduction. See 2000 IRS Statistics of Income,
supra note 103, at Thl. 2.1; note 103, supra. It isnot clear how many taxpayers incurred investment
interest but did not deduct it because they had no investment income.

22 There were 117,372,120 returns showing AGI under $100,000, not including those with
zero AGI. 84,640,562 of those took the standard deduction, which is 72.11 percent. There were
10,855,026 returns showing AGI of $100,000 or more. Of those, 1,029,964 took the standard
deduction, which is 9.49 percent. All calculations done by the author, based on IRS Statistics of
Income for Tax Year 2000, Thl. 1.2, available
at http://www.irs.gov/taxstats/article/0,,id=96586,00.html (hereinafter, 2000 IRS Statistics of
Income). The latter statistic is consistent with the 1994 data Professors Shakow and Shuldiner
analyzed. See Shakow & Shuldiner, supra note 42, at 683 Thl. 4; note 42, supra.

Lower-income individuas who itemize are more frequently affected by the two-percent
floor on miscellaneous itemized deductions. A quarter of returns itemizing deductions and
showing AGI under $100,000 are affected by the two percent floor, whereas 19.35 percent of
returns itemizing deductions and with AGI of $100,000 to $500,000 are affected. Only 11.86 percent
of taxpayers with AGI over $1 million dollars who itemize deductions are so affected. See 2000 IRS
Statistics of Income, supra note 103, at Thl. 2.1 (calculations performed by the author). These
figures suggest that itemized deductions do not rise proportionately with income, which isin fact
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of the AGI threshold provided in section 68, the overdl limitation on itemized
deductions affects dl high-income individuds who itemize. Professors Shakow and
Shuldiner found that, in 1994, 1 percent of dl itemizing returns with AGI between
$55,000 and $100,000 were affected by the overal limitation on itemized deductions
whereas 69.7 percent of those itemizing with AGI between $100,000 and $200,000
were affected and dl of those itemizing with AGI over $200,000 were affected s
Furthermore, some high-income taxpayers take the standard deduction and the data
suggest section 68 as the most likely reason.?®* Additionaly, a disproportionate
percentage of high-income taxpayers pay AMT?% and miscellaneous itemized

the case. See 2000 IRS Statistics of Income, supra note 103, at Thl. 1.2. In fact, with respect to
some AGI groupings, as AGI increases, aggregate itemized deductions decrease (such as between
the $50,000 to $75,000 and $75,000 to $100,000 AGI groups and the $500,000 to $1million and $1
million to $1.5 million AGI groups).

Of course, higher-income taxpayers affected by the two percent floor lose many more
dollars of deductions, given that the lost deductions are two percent of AGI. See 2000 IRS
Statistics of Income, supra note 103, at Thl. 2.1. In addition, a number of high-income individuals
pay AMT, and miscellaneous itemized deductions are completely disallowed under the AMT. See
notes 57-65 and accompanying text, supra.

23 |d. at 682 Thl. 3. IRS Statistics of Income for tax year 2000 show that virtually all
taxpayers with AGI of $200,000 and up who itemized deductions were affected by section 68. See
2000 IRS Statistics of Income, supra note 103, at Thl. 2.1.

284 Shakow & Shuldiner, supra note 42, at 683 (pointing out that, in the 1994 data they
present, the percentage of taxpayers taking the standard deduction is greater for those with AGI
over $ 500,000 than it is for those with AGI under $ 500,000). For 2000, 8.72 percent of taxpayers
with AGI between $500,000 and $1 million took the standard deduction, whereas 10.53 percent of
taxpayers with AGI between $1 million and $1.5 million did. The percentages decline from there:
8.71 percent of taxpayers with AGI between $1.5 million and $2 million took the standard
deduction; 7.60 percent of taxpayers with AGI between $2 million and $5 million did; 5.47 percent
of taxpayers with AGI between $5 million and $10 million; and 2.92 percent of taxpayers with AGI
over $10 million did. 2000 IRS Statistics of Income, supra note 103, at Thl. 1.2 (calculations
performed by the author).

25 Overall, .45 percent of individuals' year 2000 returns paid AMT. |d. (percentage
calculated by the author). By contrast, 9.03 percent of taxpayers with over $100,000 of AGI paid
AMT and 17.99 percent of taxpayers with over $200,000 of AGI paid AMT. Id. (percentages
calculated by the author). More specifically, 5.8 percent of taxpayers with AGI between $100,000
and $200,000 paid AMT. Id. (percentage calculated by the author). 18.79 percent of taxpayers with
AGI between $200,000 and $500,000 paid AMT. Id. (percentage calculated by the author). 15.86
percent of taxpayers with AGI between $500,000 and $1million paid AMT. |d. (percentage
calculated by the author). 13.70 percent of taxpayers with AGI between $1 million and $1.5 million
paid AMT. Id. (percentage calculated by the author).
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deductions are entirdly disalowed under the AMT. 2%

Although middle-income taxpayers may have asmilar, if smdler, federd income
tax incentive to combine their [abor and capita into active business, in fact the Code
tends to channd their capita to other investments. That is, taxpayers have atax
incentive to make sgnificant investments in owner-occupied housing, retirement
vehidles, and whole life insurance,®” and middle-income taxpayers likely have little
capitd to invest after taking advantage of these tax-favored investments.

With respect to owner-occupied housing, the Code provides severa important
benfits, dthough living arrangements fal in the category of persond, not profit-seeking,
activities®® Firdt, dthough other persond interest generaly is not deductible, home
mortgage interest on debt of up to a maximum of $1,100,000 is deductible with respect
to afirst and second residence.?®® Second, state and local real property taxes are
deductible®® Third, gain of up to $500,000 on the sdle of a principal residenceis
excludible from grossincome if certain requirements are met. ! Taxpayers may take
advantage of this provision as often as once every two years.?? Fourth, the Code does
not tax the imputed income from home ownership. That is, dthough a taxpayer who
puts $100,000 in a bank or in stock pays tax on the earnings®® and cannot deduct rent
paid for housing,?** the taxpayer who puts the $100,000 in a home in which he lives
pays no tax on the imputed rental value.*® These provisions provide a substantial

26 gee | R.C. § 56(b)(1)(A)(i); see also text accompanying notes 57-65, supra.

287 See text accompanying notes 287-304, infra.

28 gee | .R.C. § 262 (denying deduction for “personal, living, or family expenses.”); text
accompanying notes 27-32, supra (discussing Code' s distinction between personal and profit-
seeking activities).

29| R.C. § 163(a), (h)(3)

20| R.C. 8164 (8)(2).

21| R.C. § 121. The $500,000 cap appliesto qualifying married taxpayers filing ajoint
return. Seel.R.C. § 121(b)(2)(A). Otherwise, the limit is $250,000. Seel.R.C. 8§ 121(b)(1).

22| R.C. § 121(a), (b)(3).
28 g0 |.R.C. §61(8)(4), (7).
2% Treas. Reg. § 1.262-1(b)(3).

2% The Code does not tax the imputed income from other assets, either, but the home is
often afamily’s most valuable asset. In addition, other assets are not favored by the other tax
incentives that encourage home ownership.
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incentive for ataxpayer to invest in ahome.**

With respect to retirement, the Code providesincentives for avariety of different
types of plans, many of which are employment-based. Employment-based defined
contribution plans®’ dlow for an exclusion from grossincome of both employer and
employee contributions, up to a maximum of $40,000 per year.2® In generd, individua
retirement accounts (IRAS) dlow atax deduction for contributions of up to $3,000 for
the 2003 tax year;?*® this amount is scheduled to increase to $5,000 for the 2008 tax
yeer;oo

Tax-deductible IRAs provide the most benefit to individuas who do not participate
in employer-sponsored plans; the maximum deductible amount is rapidly phased out for
an individud who is an active participant in a penson plan, or whose spouse is an active
participant.®* A taxpayer may not deduct an IRA contribution that exceeds

2% Although the home is a personal use asset, it has significant investment aspects. See
Myron C. Grauer, A Case for Congressional Facilitation of a Collaborative Model of Satutory
Interpretation in the Tax Area: Lessons to be Learned from the Corn Products and Arkansas Best
Cases and the Historical Development of the Satutory Definition of “ Capital Asset(s),” 84 K.
L.J. 1, 42 (1995/1996) (“Many persons view their residences. . . asinvestments.”) (footnotes
omitted). That is, many taxpayers hope to make a profit from their home (or from a series of
different homes that they own over a period of time), perhaps to use that profit to help support
their retirement. See F.H. Buckley, The Debtor as Victim, 87 CORNELL L. Rev. 1078, 1081 (2002)
(“houses are often an individual’ s largest asset and his most important private source of retirement
savings. . .. On retirement, the debtor will ordinarily cash in the house by trading down to a
smaller house, using the proceeds of the sale as anest egg.”) (footnote omitted). Alternatively,
some senior citizens obtain a*“reverse mortgage.” See Jean Reilly, Reverse Mortgages: Backing
into the Future 5 ELDER L.J. 17, 18 (1997).

27 Code section 414 defines the term “defined contribution plan” as“aplan which
provides for an individual account for each participant and for benefits based solely on the
amount contributed to the participant’s account, and any income, expenses, gains and losses, and
any forfeitures of accounts of other participants which may be allocated to such participant’s
account.” 1.R.C. 8§ 414(i). It definesthe term “defined benefit plan” as “any plan which is not a
defined contribution plan.” 1.R.C. § 414(j). For defined benefit plans, the maximum allowable
benefit is $160,000 per year. |.R.C. § 415(b)(1).

2% | R.C. §415(c)(1).

29 e |.R.C. § 219(b)(5)(A). That amount is increased for individuals over age 50. See
I.R.C. § 219(b)(5)(B). For 2003, the amount of theincrease is $500. Id.

301 R.C. § 219(b)(5)(A). The amount will be adjusted for inflation after 2008. Additional
contributions of $500 or $1,000 are allowed for individuals age 50 and older. 1.R.C. § 219(b)(5)(B).

31 See | .R.C. §219(q).
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“compensation, ™2 which is defined as the sum of “earned income™® and dimony
received.®*

With respect to life insurance, the Code generdly does not tax life insurance
proceeds payable “by reason of the death of the insured,”® regardless of the source of
the payments- premiums for term insurance, additiond premiums for “whole life’
insurance, and even the earnings on those additiona premiums. In addition, the “inside
build-up” of awhole life policy is not taxed asit isearned. Therefore, indde build-up
paid out at death is never taxed.

Taxpayers, including middle-income taxpayers, do take advantage of these
provisons. In 1998, 66.2 percent of families owned their primary residence®® Of
families with net worth in the second quartile from the bottom, 67.2 did, and those
residences had a median value of $60,000.%7 In the top two quartiles, over 90 percent
owned their primary residence®® The median value of residences owned by taxpayers
in the second quartile from the top was $95,000.3%

The percentage of families with income of $50,000 to $99,999 in 1998 dollars that

32| R.C. § 219(b)(1)(B), (c) (considering spouse’ s compensation in certain situations).
IRAsin a sense shelter earnings from labor but, under the Cary Brown thesis, the economic effect
isto exempt the return on capital from taxation. See note 3, supra. Thus, the net effect of an IRA is
to shelter from taxation the income on capital earned from the income from labor, given that
contributions cannot exceed compensation.

308 Thisterm is defined in Code section 401(c)(2).
304 R.C. §219(a), (b)(1), (F)(D).
%51 R.C. §101(a)(1).

306 1998 Survey of Consumer Finances, Tbl. 8d. In 1998, of families with net worth in the
bottom quartile, 14.1 percent owned their primary residence, which had a median value of $40,000.
Id.

307 |d. The percentage of families with income of $50,000 to $99,999 in 1998 dollars that
had home-secured debt was 71 percent. See 2001 Statistical Abstract of the United States,
http://www.census.gov/prod/2002pubs/Olstatab/banking.pdf, Thl. No. 1169. For familieswith
income of $100,000 or morein 1998 dollars, the percentage with home-secured debt was 73.4. Id.
Thus, approximately three-quarters of families with income of $50,000 and up had homes subject to
amortgage and a similar percent owned retirement funds.

308 | d

39 |d. For families with anet worth in the 75 to 89.9 percentile, the median value of the

principal residence was $140,000. Id. For familiesin the top ten percent by net worth, the median
value was $250,000. Id.
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owned retirement accounts was 73.5 percent, and the average value of those accounts
was $31,000.3° For families with income of $100,000 or morein 1998 dollars, the
percentage owning retirement accounts was 88.6 percent, and those accounts had a
median vaue of $93,000.3* Of families with net worth in the second quartile, 41.9
percent owned a retirement account (with a median vaue of $8,100); in the third
quartile, 51.8 percent did (with a median vaue of $28,000); and in the 75th to 89.9th
percentile, 66.3 did (with amedian value of $59,800).3'2 Overall, on average, in 1998,
retirement accounts congtituted 27.5 percent of families financid assets, the single
largest percentage.®*®

The percentage of families with income of $50,000 to $99,999 in 1998 dollars that
owned life insurance was 39.8 percent, and the median cash value of those policies was
$9,500.3* For families with income of $100,000 or more in 1998 dollars, the
percentage owning life insurance was 50.1 percent, and the median cash vaue of those
policies was $18,000.3° In 1998, on average, the cash vaue of life insurance
condtituted 6.4 percent of afamily’ sfinancial assets3®

Thus, middle-income taxpayers on the whole typicdly will have little capitd that
they cannot shdlter in retirement vehicles, owner-occupied housing, and life insurance.
By contragt, high-income taxpayers typicaly will have assets that exceed the caps of
these provisons. High-income taxpayers own a disproportionate amount of capital

810 52 2001 Statistical Abstract of the United States,
http://www.census.gov/prod/2002pubs/Olstatab/banking.pdf, Thl. No. 1167.
311 1d.

812 |d. at Thl. 5d. In the top ten percent of families by net worth, 80.2 percent owned

retirement accounts, with a median value of $125,000. Id.

813 Survey of Consumer Finances,
http://www.federalreserve.gov/pubs/oss/0ss2/98/bul ltables98.txt, Thl. 4. Stocks were next, at 22.7
percent.

314 2001 Statistical Abstract of the United States,
http://www.census.gov/prod/2002pubs/Olstatab/banking.pdf, Tbl. No. 1167; Survey of Consumer
Finances http://www.federal reserve.gov/pubs/oss/oss2/98/bul ltables98.txt, Thl. 5d.

315 2001 Statistical Abstract of the United States,

http://www.census.gov/prod/2002pubs/Ol1statab/banking.pdf, Thl. No. 1167; Survey of Consumer
Finances http://www.federal reserve.gov/pubs/oss/oss2/98/bul ltables98.txt, Thl. 5d.

316 Survey of Consumer Finances,
http://www.federal reserve.gov/pubs/oss/oss2/98/bulltables98.txt, Thl. 4.
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when compared to middle and low-income taxpayers.3t’

High-income taxpayers may take advantage of the tax benefits of home ownership,
including the mortgage interest subsidy on two residences!® Additional homes or
loans in excess of $1,100,000 will not benefit from that subsidy. The dternative
minimum tax may aso apply to diminate any deduction for home mortgage interest.3°
In addition, gain exceeding $500,000 on the sale of a principa residence and gain on
the sale of other residences will be taxed just like any other sdle of a capital asset.3%
High-income taxpayers dso may shelter as much income as middle-income taxpayersin
qudified retirement plans but high-income taxpayers will have additiona income that
exceeds the limits of those vehicles.

Thus, it is high-income taxpayers who may have the choice to live off the return
from a diversified portfolio of investments like Mr. Higgins®* invest in someone dsg's
small business, asin the bakery example discussed above,*? participate in atrade or
business by working for others, or sart abusiness. By contrast, low-income taxpayers

817 See note 323 and accompanying text, infra. For families with income of $100,000 or
more in 1998 dollars, the percentage that directly owned stocks was 56.6 percent (median value of
$55,000), the percentage owning bonds was 32.3 percent (median value of $1,500), the percentage
owning mutual funds was 44.8 percent (median value of $65,000), and the percentage owning
retirement accounts was 88.6 percent (median value of $93,000). See 2001 Statistical Abstract of
the United States, http://www.census.gov/prod/2002pubs/Olstatab/banking.pdf, Thl. No. 1167.

In 1998, of families with a net worth in the top 10 percent, 58.9 percent owned stock
directly (with a median value of $85,000), 50 percent owned bonds (with a median value of
$102,000), 46.4 percent owned mutual funds (with a median value of $107,000), and 82.9 percent
owned retirement accounts (with amedian value of $125,000). 1998 Survey of Consumer Finances,
Thl. 5d http://www.federal reserve.gov/pubs/oss/0ss2/98/bul ltabl es98.txt.

%18 e IRC § 163(a), (M)(3), (4)(A). 1n 1995, 96 percent of the top 1 percent of taxpayers by
income owned their principal residence. 1d. at 28 Thl. 2.

39| R.C. § 56(b)(1)(C). The alternative minimum tax generally will apply at relatively higher
levels of income coupled with relatively high deductions of the type disfavored by the tax (which
include investment expenses and unreimbursed employee business expenses).

320 e | .R.C. 88 1(h) (capital gains preference), 121 (exclusion for certain gains on sales of
principal residences), 1221 (defining capital asset), 1222 (defining other terms relating to capital
gains and |osses).

321 Higgins v. Commissioner, 308 U.S. 488 (1940); see text accompanying notes 202-209,
supra.

822 See text accompanying notes 146-47, supra.
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tend to have smal amounts of capita to invest.®?® They dso have more limited
borrowing prospects, and, when they do borrow, it is more costly. %2

323 For families with income under $10,000 in 1998 dollars, the percentage that owned
stocks was 3.5 percent (median value of $14,000), the percentage owning bonds was 3.5 percent
(median value of $1,800), the percentage owning mutual funds was 1.9 percent (median value of
$6,000), and the percentage owning retirement accounts was 6.4 percent (median value of $7,500).
For families with income of $10,000 to $24,999 in 1998 dollars, the percentage that owned stocks
was 7.2 percent (median value of $10,000), the percentage owning bonds was 10.2 percent (median
value of $1,000), the percentage owning mutual funds was 7.6 percent (median value of $26,000),
and the percentage owning retirement accounts was 25.4 percent (median value of $8,000). See
2001 Statistical Abstract of the United States,
http://www.census.gov/prod/2002pubs/Olstatab/banking.pdf, Thl. No. 1167. The term “family”
refersto agroup of individuals residing in a single household, except that it includes one-person
units. Seeid. 8 1, Population, at 6; § 25, Banking, Finance and Insurance, at 6, Thl. No. 1167.

In 1998, of the bottom quartile of families (by net worth), 3.1 percent owned stocks
directly (with amedian value of $700); 7 percent owned bonds (with a median value that could not
be measured); the percentage of those owning mutual funds could not be measured, but the
median value was $1,500; and the percentage of those that owned retirement accounts was 18.4
percent (with amedian value of $2,000). 1998 Survey of Consumer Finances, Thl. 5d
http://www.federal reserve.gov/pubs/oss/oss2/98/bul | tabl es98.txt.

The 1998 Survey of Consumer Finances sampled 4,305 households. The sample included
2,927 households with net worth of less than $500,000 and one of more than $500 million, which
was the amount necessary to be listed in the Forbes 400 richest Americans for that year. See
James M. Poterba & Scott Weisbrenner, The Distributional Burden of Taxing Estates and
Unrealized Capital Gains at Death, in GALE, HINES & S_LEMROD, supra note 15, at 427-28 (2001).

824 See Todd J. Zywicki, The Economics of Credit Cards, 3 CHAP. L. REV. 79, 99 (2000) (“It

is unfortunate that lower-income Americans do not have access to home equity loans and other
forms of debt provided at low interest rates. Those seeking access to credit confront a variety of
alternatives that all appear unattractive when compared to the options available to middle-class
borrowers.”).

For families with income of less than $10,000 in 1998 dollars, the percentage with any debt
was 41.7 percent, and the median indebtedness was $4,100. For families with income of $10,000 to
$24,999 in 1998 dollars, the percentage with any debt was 63.7 and the median indebtedness was
$8,000. For both groups, credit card balances and installment debt were the most frequent sources
of debt but most of the debt amounts were attributable to home-secured debt. See 2001 Statistical
Abstract of the United States, http://www.census.gov/prod/2002pubs/Olstatab/banking.pdf, Thl.
No. 1167.

In 1998, for the lowest quartile of taxpayers by net worth, the median indebtedness of
those families with debt was $8,400. This contrasts with median indebtedness of $28,400 for those
families with debt in the next highest quartile, and $46,200 median indebtedness for those families
with debt in the quartile that is the second from the top. 1998 Survey of Consumer Finances, Thl.

75
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It is therefore not surprising, given the incentive structure of the federal income tax,
that, as the statistics above showed,* the highest-income taxpayers tend to have much
of their wedlth invested in their own active busnesses. Non-tax factors such as
diversfication of risk and adesire for liquidity support the fact that even these
individuas do not invest dl of ther capitd in privatey held busnesses.

C. The Taxation of A Profitable Business Venture

The discussion above showed that the federd income tax subsidy for active
business primarily benefits high-income individuas. 1t might seem thet if the sart-up
venture is successful, a high-income taxpayer would be disproportionately burdened
with high taxation because of the progressive nature of the tax rates. Although thisis
true in theory, in fact, ahigh-income individua can use avariety of techniquesto lower
taxation on the up side.3%®

The key to most of the tax-saving techniquesiis the option an entrepreneur has of
incorporating the business, which is valuable for a successful business®?’ Firg, if used
for abusiness, the corporate form can benefit individua taxpayers through income
splitting (two or more trips up the graduated rate brackets).®® Professor Joseph
| senbergh describes how this worked under pre-1986 law, which provided graduated
tax rates for the first $100,000 of corporate income=>>°

The basic ideawas for the shareholders of the corporation, if they were dso

11d, http://www.federalreserve.gov/pubs/oss/oss2/98/bulltabl es98.txt .

325 Of course, the tax system may not be the only reason for this allocation. See Carrall,
supra note 251, at 2-4.

3% The average tax rate paid by the top 1 percent of households (by income) in selected
years between 1963 and 1995 ranged between approximately 20 and 25 percent. Carrall, supra note
251, at 27 Thl. 1. This percent has not varied much over time because the decline in top marginal
rates was accompanied by clamping down on tax shelters. Id. at 5.

327 See Cullen & Gordon, supra note 15, at 2. This option is not tax-saving for the
successful passive investor because the undistributed income of “personal holding companies’ is
taxed at the top marginal rate applicable to single individuals. Seel.R.C. 8§ 541-543.

328 Repeated trips generally are precluded by Code section 1561. Seel.R.C. §§ 1561
(limitations on certain multiple tax benefitsin the case of certain controlled corporations), 1563(a)
(defining controlled group of corporations).

329 | senbergh, supra note 115, at 300 n.69 (citing then-current version of 1.R.C. § 11(b)).
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directly engaged in its operations, to leave a subgtantia baance of itsincomein
the corporation as retained earnings after the deduction of their sdlaries. The
result was two separate trips through the rate brackets for the two separate
components of the earnings in the year they arose. The gainsleft in the
corporation as retained earnings would be exposed to additional taxation upon
their subsequent distribution to the shareholders, but with the advantage of
delay in taxation at the shareholder level. Furthermore, asde of the sharesor a
liquidation of the corporation permitted the value of the retained earnings to be
captured by shareholders as benignly taxed capita gains. And findly, the shares
receive a stepped-up tax basis upon the death of their individua owners, which
permits asale at fair market value at no income tax cost. From one generation
to the next, therefore, deferra of shareholder-leved tax on retained earnings
becomes forgiveness.3*

Current law taxes the first $50,000 of a corporation’s taxable income at 15
percent, the next $25,000 at 25 percent,®*? the amount between $75,000 and $10
million at 34 percent and the remainder at 35 percent, subject to a surtax for taxable
income in excess of $100,000 that eventually imposes aflat rate of 35 percent.3* The

330 |d. at 300-301 (footnotes omitted).

331 As Professor Lee points out, this is the same rate applicable to the working poor.
See Lee, supra note 185, at 909. Of course, under current law, there is a 10 percent marginal rate
applicableto individuals. Seel.R.C. 8 1(i)(1).

3% Thisis currently the marginal rate applicable to middle-income taxpayers (between
$28,400 and $68,800 in taxable income for an unmarried individua in 2003). Seel.R.C. § 1;
http://www.irs.gov/formspubg/article/0,,id=109877,00.html (showing recent changesin federal
income tax rates); cf. Lee, supra note 185, at 909.

338 See|.R.C. § 11(b)(1). Immediately prior to 1986, section 11(b) read as follows:

The amount of the tax imposed by subsection (&) shall be the sum of --

(2) 15 percent (16 percent for taxable years beginning in 1982) of so
much of the taxable income as does not exceed $ 25,000;

(2) 18 percent (19 percent for taxable years beginning in 1982) of so
much of the taxable income as exceeds $ 25,000 but does not exceed $ 50,000;

(3) 30 percent of so much of the taxable income as exceeds $
50,000 but does not exceed $ 75,000;

(4) 40 percent of so much of the taxable income as exceeds $ 75,000 but
does not exceed $ 100,000; plus

(5) 46 percent of so much of the taxable income as exceeds $
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top margina rate applicable to income of individuasis dso 35 percent,* but an
individua nonethd ess benefits from shifting income to a corporation because of
progressivity. In effect, the use of a corporation alows another trip up the graduated
rate brackets.

Professor John Lee has pointed out that 61 percent of C corporations report no
income or aloss for tax purposes,®*® 37 percent “report, on the average, about $
40,000, which is taxable at fifteen percent”3* while awhopping “eighty percent of their
owners are taxable a the higher individual income brackets. . . ."*¥" These high-

100,000.

In the case of a corporation with taxable income in excess of $ 1,000,000 for any
taxable year, the amount of tax determined under the preceding sentence for
such taxable year shall be increased by the lesser of (A) 5 percent of such
excess, or (B) $20,250.

I.R.C. § 11(b) (1985).

33 e |.R.C. 8§ 1. Under current law, the brackets above the zero bracket are 15 percent, 25
percent, 28 percent, 33 percent, and 35 percent. Seel.R.C. 81;
http://www.irs.gov/formspubg/article/0,,id=109877,00.html (showing recent changesin federal
income tax rates). Of course, employment taxes raise the rate effectively applied to wages and
sdaries. See Lee, supranote 185, at 888 (referring to then-existing “forty-five percent federal
income and wage taxes combined.”).

There was even more incentive for individuals to use the income-splitting technique
described in the text when the top individual rate was much higher. Before 1986, the top marginal
federal income tax rate applicable to individuals was 50 percent. Seel.R.C. 81 (1985).

335 ee, supra note 185, at 906 (citing Joint Comm. on Taxation Staff, Impact on Small
Business of Replacing the Federal Income Tax, 96 TNT 81-16 at 5 n.8 (1996) [hereinafter, Joint
Comm. on Taxation Staff).

336 |d. at 887; see also id. at 906 (citing Joint Comm. on Taxation Staff, supra note 334).

37 |d. Those brackets ranged from 31 to 39.6 percent at thetime. 1d. Professor Lee
argued in 1986:

Even if the closely held corporation is taxed on its earnings, the ridiculously low
graduated bottom corporate rates in comparison with the entrepreneur's usually
high bracket on any additional income coupled with the opportunity to invest
the business net profits after minimal or no taxation in capital or section 1231
assets (e.g., plant and land) erode most of the credibility to the frequently raised
argument that, absent the General Utilities exemption for long-term capital and
section 1231 assets, the entrepreneur who incorporated her or hisfarm or corner
drugstore would be worse off than if he or she had operated as a sole proprietor
or in apartnership.
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income individuas can benefit from another trip through a 15 percent bracket by shifting
up to $50,000 of taxable income to the corporation.**®

Note dso that the owner/entrepreneur can manipulate the amount subject to
corporate versus individua taxation by controlling the pay-out of profits as sdary.
Saary payments are deductible to the corporation,*° and therefore reduce the
corporation’ s taxable income3* However, sdary istaxable to theindividua a
individua rates and subject to employment taxes (most, but not dl, of which are capped
a modest levels of income).>** Thus, in most cases, aggregate taxaion of the
corporation and the entrepreneur will be lowered by failing to pay out substantial
amounts of profits as salary.3*

[T]hetax law hastried to limit the available opportunities to shift reported
earnings into the corporate tax base. Opportunities for thiskind of income
shifting, however, do remain. At one extreme, congder the Situation of asmall,
family-owned corporation. The family has virtudly full flexibility to shift income
between the persond corporate tax bases. Although it can il pay itsdlf
wages, it can easly retain earnings within the firm instead. Retaining earnings
implies extra corporate taxable income and less persond taxable incomein the
short term, though it probably implies larger redlized capital gains when sold .3

John W. Lee, Capital Gains Exception to the House's General Utilities Repeal: Further
Indigestions from Overly Processed Corn Products, 30 TAX NOTES 1375, 1377 n.39 (1986).

338 See Lee, supra note 185, at 910.
39 e .R.C. § 162(a)(1).

30 See | R.C. § 11(3).

34 See note 347, infra.

342 See Lee, supra note 185, at 888.

343 Roger H. Gordon & Joel Slemrod, Are “ Real” Responses to Taxes Smply Income
Shifting Between Corporate and Personal Tax Bases? in GALE, HINES & S_.EMROD, supra note 15,
at 243.

If a corporation with untaxed profitsis sold to an individual, then, economically, the price
should reflect the tax liability of the undistributed dividends, aform of implicit tax. That tax will be
lower than it would have been before Congress lowered the maximum tax rate on most dividends to
15 percent. 1.R.C. § 1(h)(1) (taxing adjusted net capital gain at rates of 5 percent and 15 percent),
(11) (defining “net capital gain” to include “qualified dividend income”); text accompanying notes
22-23, supra. If the corporation is sold to another corporation, there should be no implicit tax
because a corporate parent effectively benefits from the exclusion of dividends through the
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The entrepreneur dso can avoid the double taxation for which the corporate form is
notorious by failing to pay dividends** though that double taxation is mitigated by the
recent enactment of a 15 percent top rate on most dividends.>*® Professor Lee has
caculated that “the splitting of business income between (1) compensation to
shareholder-employees taxed at higher individua income graduated rates and (2)
profits eft in the private C Corporation taxed at the lowest graduated corporate rates
amounted, for 1993, to an annud tax expenditure or subsidy of $3to $4 hillionasto.
.. 750,000 profitable smal income, mostly private C Corporations.”3#

A pass-through entity, such as a partnership or limited liability corporation, will not
accomplish alowering of the federd income tax ligbility on profits. Theideaisto leave
mogt or dl of the profits in the corporation, subjecting them to only to corporate-leve
taxation. A growing corporation can judtify retaining earnings, thereby avoiding not
only the tax on dividends but also the imposition of the accumulated earnings tax, >’ a
corporate-level pendty tax. This technique adso minimizes self-employment taxes
because sdf-employment taxes are imposed on sdary, not on retained earnings or
dividends3*

dividends received deduction. Seel.R.C. § 243(a)(3), (b) (allowing a 100 percent deduction for
dividends received from a corporation in which it owns at least 80 percent of the shares, by vote
and by value).

As Professor Lee points out, the entrepreneur completely avoids double taxation if he
dies holding the stock. See Lee, supra note 185, at 887-88; I.R.C. § 1014. Of course, holding on to
the stock until death requires bearing the costs of illiquidity.

34 eeid. at 887-88.

35 See|.R.C. § 1(h)(B) (5 percent rate— declining to zero percent in 2008— applies to the
amount of “adjusted net capital gain” that would otherwise be taxed at rates below 25 percent), (C)
(15 percent rate applies to remaining adjusted net capital gain), (3) (defining adjusted net capital
gain to include qualified dividend income).

36 1d. at 888.

347 The accumul ated earnings tax only taxes accumulations in excess of reasonable
business needs. Seel.R.C. §8 531-537.

348 Employment taxes aggregate 15.3 percent. The self-employed bear the 15.3 percent
directly, seel.R.C. § 1401, while employers and employees each bear half of the 15.3 percent, see
I.R.C. 88 3101, 3111. The bulk of the employment tax is capped based on a wage base of $87,000
for 2003, but the 2.9 percent hospita insurance excise tax (generally referred to as the Medicare tax)
isnot capped. Seel.R.C. 88 3101(b), 3111(b), 3121 (providing cap for taxes imposed by sections
3101(a) and 3111(a)); Publication 15, Employer’s Tax Guide (Including 2003 Wage Withholding
and Advance Earned Income Credit Payment Tables) (revised Jan. 2003) (2003 wage base),
available at 2002 TNT 245-50.
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The federa income tax cogt of incorporating aclosdy held businessis generdly
amdl. The Code fadilitates the formation of closdly held businesses by minimizing the
tax burden of contributions of assets to corporations*° Under Code section 351,
transferors of property who obtain 80 percent “control” of a corporation’s stock (by
vote and by vaue) do not recognize redlized gain except to the extent of their
divestment (the receipt of property other than stock).3*

The incorporation aso can convert much of the entrepreneur’ s profits from ordinary
incometo capitd gain. That is, the entrepreneur will now own stock, a capital asst.
An eventud sale of an ownership interest in the business will therefore likely be taxed at
preferentia capital gains rates®* In addition, with respect to the gain on stock in a
small business- dready likely subject to the capital gains preference— Code section
1202 alows non-corporate taxpayers to exclude haf of the gain on qudified smal
business stock®? held for more than five years®2® Thiswill result in anet tax rate on
the profit of only 14 percent.>*

Because of the lack of a ceiling on the Medicare tax, “tax planners have spent
considerable time and effort over the last five years devel oping strategies for recasting income that
might be considered self-employment earnings as passive types of income that are excluded from
the net earnings from self-employment base, and for restructuring the forms of organizations so
that earnings may be distributed as dividends rather than compensation for services.” Dilley,
supra note 16, at 81-82.

349 Contributions to partnershipsin exchange for partnership interests also are tax-free.
I.R.C. §721.

%0 R.C. 88 351(a), (b).

%1 sel.R.C. § 1(h). Section 1202 gain istaxed at a 28 percent rate. Seel.R.C. § 1(h)(1)(E),
(AA)i).

52 To constitute “qualified small business stock,” the stock must have been acquired by
the taxpayer at its original issue, the corporation must conduct an active business or qualify asa
specialized small business investment company, and the aggregate gross receipts of the
corporation immediately after the issuance of the stock cannot exceed $50,000,000, among cther
requirements. Seel.R.C. 8 1202(c)-(e). A “small business investment company” is an organization
that provides “a source of equity capital for incorporated and unincorporated small-business
concerns, in such manner and under such terms as the small business investment company may fix
in accordance with the regulations of the Administration.” 15 U.S.C. § 684(a).

38 See|.R.C. § 1202. This provision applies only to C corporations. Seel.R.C. §
1202(c)(1), (2)(A).

354 | n addition, a noncorporate taxpayer can “roll over” the gain on qualified small
business stock held for more than 6 months into another qualified small business by purchasing
stock in the new qualified small business within 60 days of selling the old business and making an
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This provision gpplies to the sde of the business stock and may thereby seem to
encourage divestment. However, it should in fact encourage an entrepreneur to grow a
business onceit isincorporated, for three reasons. First, whether the corporation
gudifiesasa“sndl” busnessis determined by initid capita— information thet is
avaladle at thetime of the incorporation. Thus, incorporators can be fairly confident ex
ante that these provisions will gpply (and can plan so as to make them gpplicable) >
Measuring smalness on initid incorporation does not deter efforts aimed at corporate
growth. Second, the 50-percent exclusion on the gain Side requires afive-year holding
period, which deters quick divestment; this stands in contrast to the mere year and a
day minimum holding period of the generd capitd gains preference®* Third, because
the exclusion is a percent of gppreciation, every additiond dollar of growth provides an
additiond potentia tax benefit of $.50 times the gpplicable tax rate (which will generdly
be a capita gains rate of 28 percent).®” The taxpayer therefore has an additional
incentive to continue to grow the enterprise rather than divesting relatively early and
investing the proceeds elsewhere.

One study found that entrepreneurship “is heavily concentrated in the top one
percent of the population” and that if individua income tax rates were cut by 5
percentage points across the board, entrepreneurial activity would drop 30 percent
overdl, but most at the top.®® That study aso found that if the lowest corporate tax
rate were cut from 15 percent to 10 percent, “entrepreneurid activity [would] more
than doubl€]] in each quantile, and in aggregate.™*° Part of the effect of such a
reduction would be to allow taxpayers other than those in the highest brackets to
benefit from income-shifting, so it is not surprising that this change would increase

election. Seel.R.C. § 1045.

Of course, a 14-percent rate no longer |ooks as favorable now that the general capital
gains rate has decreased from 20 percent to 15 percent. Seel.R.C. § 1(h)(1). However, it remains
below the rate a high-individual experiences with respect to both capital gains and dividends,
which is now 15 percent.

355 Compliance with the active business requirements of section 1202 and 1244 cannot be
determined ex ante but presumably can be controlled by the stockholders.

36 S |.R.C. § 1222.
357 See note 350, supra.

3% Cullen & Gordon, supra note 15, at 31.

%9 |d. The quantiles are based on earnings ability and are grouped as follows: 0-70, 70-80,
80-90, 90-95, 95-99, 99-100. Id. at 50, Thl. 3a.
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entrepreneurship even in the lower quantiles.

Of course, incorporation isitsdf arisk. What if the business ceasesto be
successful after it isincorporated?®® Even then, the entrepreneur can deflect a
sgnificant portion of that risk to the federd government. Firg, the entrepreneur can
make an eection under Subchapter S so that the losses pass through.*%! The
corporation’s losses will then generdly be deductible from the other income of the
entrepreneur (or his spouse), 3?2 subject to any applicable restrictions>© 1n 1996,
approximately 28 percent of S eections were made by C corporations.3

Second, if the entrepreneur chooses to exit the business by sdlling it, or if the stock
becomes totally worthless*® the usud restrictions on the deductibility of capital losses
will not apply to the first $50,000 of 1oss ($100,000 in the case of married taxpayers
filing jointly) per year with respect to the corporation’s stock.*%® Thus, the usud
basketing of capita lossesis diminated for those amounts. This provision, unlike the
gain-side provision, appliesto S corporations as well as C corporations,*’ so it can be

360 A corporation cannot simply be terminated without treating it as a taxable liquidation.
Seel.R.C. 88 331, 336 (taxable liquidations). Of course, the business might not be liquidated but
might be sold or acquired in a non-taxable merger or acquisition. Seel.R.C. § 368 (defining
reorganizations).

%1 see|.R.C. 88 1361, 1363(a), 1366. An empirical study of entrepreneurs’ saving and
investment decisions noted that, in their sample, 49 percent of the businesses were sole
proprietorships, 24 percent were partnerships, 14 percent were C corporations and 11 percent were
S corporations. See Gentry & Hubbard, supra note 12, at 6.

362 The deduction of lossesis limited to the shareholder’ s basis in stock and debt of the S
corporation. I.R.C. § 1366(d).

363 See|.R.C. § 1363(a), (b), 1366. The character of items passes through, |.R.C. § 1366(b),
so, for example, capital losses of the S corporation will be subject to the limitation on capital losses
at the shareholder level, see |.R.C. § 1211(b).

364 Susan Wittman & Robert Grant, S Corporation Returns, 1996, 18 SOI Bulletin 40
(1999), cited in Lee, supra note 185, at 925 n.219. Professor Lee reports, “68.1% of Cto S
conversions for 1987 reported positive income (almost two-thirds of the remaining Cto S
conversions reporting alossin 1986 also reported alossin 1987). Thisindicates that perhaps a
third of C to S conversions are made in order to pass through operating losses otherwise trapped
inaC Corporation.” Lee, supra note 185, at 924 (citing Susan M. Wittman & Amy Gill, S
Corporation Elections After the Tax Reform Act of 1986, 17 SOI BULL., No. 4, at 82, 83 (1998)).

35 e |.R.C. § 165(g)(1), (2); Treas. Reg. § 1.1244(a)-1(a).

%6 See |.R.C. § 1244.

367 seeid.; Walter D. Schwidetzky, Isit Timeto Give the S Corporation a Proper Burial?,
15 VA. TAX Rev. 591, 609 n.74 (1996).
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used in conjunction with the Subchapter S dection.*® Notice aso that the value of the
deduction will aso reflect the entrepreneur’ stop margina rate; it is not matched to the
14 percent rate gpplied to gain on the sdle of a successful small business corporation.3%®

Thus, not only does the federa income tax operate to deflect some of the risk of
gart-up businessto the federa government, it also protects the successful (and well-
advised) entrepreneur from harsh taxation of profits. The entrepreneur will not
experience the higher taxation generaly gpplied to labor, but instead will benefit from
the lower taxation often accorded capita .*”

In addition, if the entrepreneur dies holding a profitable business, the estate will
benefit from much more favorable treatment under the estate tax than if the etate’s
assats conssted of passive investments, presumably because of concerns that heirs
might be forced to sell afamily businessin order to pay estate taxes. Firgt, the Code
currently allows an estate tax deduction of up to $675,000 for “qudified family business
interests™"™ 5o long as the heir materially participates in the business after the

368 However, increases in basis resulting from S corporation income will not increase basis
for purposes of section 1244. See Treas. Reg. § 1.1244(d)-2(a); John R. Dorocak, |.R.C. Section
1244: Current |ssues-- Advances to Failing Corporations, Guarantees of Third-Party Debt,

Limited Liability Companies, and S Corporations, 14 VA. TAX REV. 329 (1994).

369 See note 353 and accompanying text, supra.

870 See note 1 and accompanying text, supra; text accompanying notes 351-357.

Scholars have sometimes argued that capital effectively isnot taxed. See, e.g., Shaviro,
supra note 2, at 652-53 (arguing that income tax on capital often approaches zero, or is at least
“limited, relative to the tax planning, compliance and administration costs.”). However, arecent
empirical study found that capital does bear tax. See Roger Gordon, Laura Klambokidis & Joel
Slemrod, Do We Now Collect Any Revenue From Taxing Capital Income? NBER Working Paper
No. 9477 (Feb. 2003), available at http://www.nber.org/papers/w9477. Specifically, that study
found that if new investment were allowed to be “expensed” immediately, that would cost the
government approximately $90.1 billion in federa income tax revenue from individuals for 1995. Id.
a6, 12.

871 See|.R.C. § 2057. If thefull deduction is claimed, the unified credit against the estate
tax isreduced to $625,000. Seel.R.C. § 2057(a)(3)(A). The unified credit amounts to $1 million for
2003. I.R.C. § 2010(c). If asmaller deduction is claimed, the $625,000 is increased by the difference
up to the otherwise allowable amount. Seel.R.C. § 2057(a)(3). The deduction is scheduled to
terminate on December 31, 2003. Seel.R.C. § 2057(j).
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decedent’ s death.3"2 Second, subject to the same restriction,?” estates with land used
in abusiness can vaue it based on its business use®™ even if the land would be worth
moreif put to another use, reducing the land value for estate tax purposes by up to
$840,000 for 2003.3”® Thus, rdatively few estates holding closaly held stock owe any
estate tax.3"® For those that owe etate tax, if the value of the decedent’ sinterestina
closdly held business exceeds a 35 percent threshold, the estate can defer the payment
of the portion of the estate tax liabilities attributable to the business®” for up to five
years,*”® paying only interest, annually,®” at arate of 2 percent.® After that, the estate
can spread the payment of that portion of the tax over five more years3!

CONCLUSION

Although commentators sometimes discuss the federa income tax asif dl
profit-seeking activities are treated smilarly, in fact, individuas expenses and losses
face limitations on deductibility that business expenses and losses do not face. Part | of
this Article showed that dthough each of the redirictions may be judtified individualy,
together they form a pattern that systematicaly limitsindividuas investment-related
deductions.

These redrictions on deductions violate the “full loss offsets’ assumption of the
Domar-Musgrave modd, discussed in Part 11, under which an investor can increase

372 see |.R.C. § 2057(f) (providing for additional tax if that requirement is not met for a
period of 10 years following the decedent’ s death or until the heir’ s death, whichever comes first).

573 see|.R.C. § 2032A(c).

$4|.R.C. § 2032A.

37> See Rev. Proc. 2002-70 § 3.23, 2002-46 |.R.B. 845.

876 Richard Schmalbeck reports that “in 1997, fewer than 3,200 estates with gross assets of
less than $ 5 million, who had any assets categorized as ‘ closely-held stock,” had any net estate tax
liability at al.” Richard Schmalbeck, Does the Death Tax Deserve the Death Penalty? An
Overview of the Major Arguments for Repeal of Federal Wealth-Transfer Taxes, 48 CLEV. ST. L.

REV. 749, 768 (2000) (citing Barry Johnson & Jacob Mikow, Federal Estate Tax Returns, 1995-
1997, 19 STAT. OF INCOME BULL. 102, (1999)).

3 e |.R.C. § 6166(8)(2).
378 See |.R.C. § 6166(a)(1).
¥9|.R.C. § 6166(f)(1).

%0 R.C. §6601(j).

%! See|.R.C. § 6166(a)(1).
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investment in risky assetswithout actudly increasing hisrisk (after taxes). AsPart II of
the article showed, not only isthe full loss offsets assumption critical, but, in the
presence of a progressive rate system rather than the proportiond (flat) tax system
assumed by Domar and Musgrave, the critical rate isthe margind rate gpplied to
deductions, not income.

Part 111 showed that the digtinction in federd tax law between individuas
business and investment activities is not the presence or absence of capital but rather
the role of |abor as a materia income-producing factor. By requiring labor for an
activity to conditute a “trade or business,” the federd income tax system rewards
individuas indugtrious activity with sgnificantly grester loss offsets- and therefore
decreased risk-- than is available for their “passive’ earning activities.

The net effect of this sysematic biasin the Codeis a subsdy for
entrepreneurship for high-income individuas with capita and income from labor (which
may be the spouse’ sincome) or income that varies from year to year. The subsdy is
most vauable for high-income individuas, in part because they are the ones who will
likely have income to invest after taking full advantage of other tax-favored activities.
High-income individuals dmost obtain the largest benefit from deducting expenses and
losses, because of the progressive nature of the federa income tax system. Similarly,
high-income individuas obtain the greetest benefit from income splitting with a
corporation if a start-up business becomes successful.

The tax subgdy for entrepreneurship explored in thisarticle is likely primarily
accidentd, given how it results from a combination of provisions that are scattered
throughout the Code and limit deductions from investment activities rather than
addressing business activities directly. However, the existence of the subsidy is not

particularly surprising.

Higtorians have noted that a“ smal-businessideology has been present
throughout American history” and politicians recently have proposed
smd| business incentive packages in the name of Americas
“entrepreneurid spirit.” . . .

Americans love smdl business. Despite the notorioudy high rate of
ealy falure, every year hundreds of thousands of undaunted Americans
launch smal businesses. The folklore of the independent entrepreneur
being the backbone of American self-reliance and work ethic isamore
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persuasive argument for favorable tax incentives than any redlity-based
economic consideration. >

| dentifying the components of the tax subsdy, many of which are not initidly
obvious, buried asthey are in limitations on deductions, is useful because it highlights
possible Sde effects of changesin federal incometax law. For example, the recently
enacted Jobs and Growth Tax Relief Reconciliation Act of 20032 made a number of
changesin federa income tax rates gpplicable to individuds that may have the
unintended consequence of lowering the incentive for entrepreneurship: it lowered
individua tax rates, which lowers the advantage of deductions and it lowered the tax
rate on dividends, which may spur passive investment. It so lowered the generd rate
applicable to adjusted net capita gain to 15 percent from 20 percent.3* That change
may be ambiguous in its effect because capitd gains rates may apply to both investment
and business activity. However, the change dl but diminated any differentia with the
14 percent rate gpplicable to gain on certain sdles of smal business corporations.3°
Thus, it will be interesting to seeif there are observable differences in entrepreneurship
trends following the 2003 legidation.

382 Wilson, supranote 18, at 31, 64 (footnotes omitted). Professor Michael Livingston
makes arelated point:

It is a commonplace that Americans are becoming more risk averse, losing some
of the adventurous spirit that characterized their ancestors. Yet theides, if not
always the reality, of risk taking retains its hold on popular imagination. Tax
incentives are an expression of this ambivalence: They encourage risk taking
while at the same time cushioning the relevant risks. Tax subsidies thus perform
an incentive function, supporting investment in risky activities, but also a
communication function, expressing the polity's approval of risk taking and
providing at least a modest reward to risk takers.

Livingston, supra note 13, at 183. He adds, “[a]sking government to make us daring has the faint
whiff of decadence: We demand symbolic affirmation of what we fear we no longer are.” 1d. a
231

383108 Pub. L. 27, 117 Stat. 752 (2003).

384 S0 108 Pub. L. 27 § 301(a), 117 Stat. 752 (2003); comparel.R.C. § 1(h)(1)(C) (2003) with
I.R.C. § 1(h)(1)(C) (2002).

%5 See|.R.C. § 1202; note 353 and accompanying text, supra.
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