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Under the present income tax, some advance receipts are neither 
taxable on receipt nor deductible on repayment, while others are subject to 
the opposite treatment:  They are taxable when received and deductible when 
repaid or paid for.  From a purely theoretical perspective, it remains unclear 
why different sets of rules apply in different cases.  For example, if the fact of 
unrestricted control over the payment compels the conclusion that it is 
income, then most advance receipts, including loan proceeds, should be 
included in income immediately.  Conversely, if the presence of an offsetting 
liability compels the conclusion that the payment is not (yet) income, then 
most advance receipts, including amounts received for future services, 
should not be taxed unless and until they are secured to the taxpayer without 
obligation. 

This paper argues that confusion in this area stems from a 
misunderstanding of the role that the income concept plays and should play 
in guiding the proper rules for advance receipts, and from an inapposite 
application of consumption tax concepts in the income tax context.  If 
practical questions of tax administration were not salient, advance payments 
under the income tax would be included as and when secured to the taxpayer 
without offsetting obligation, without regard to the time of receipt of the 
funds.  By contrast, under a consumption tax the focus would be on control 
over the funds and their use for personal or non-personal reasons.  Control 
and disposition, however, do not play a significant role under the income tax. 

The actual rules under the income tax sometimes diverge from those 
that would apply under a theoretically “correct” income tax.  In most cases, 
the divergences reflect an appropriate attempt to accommodate the effort to 
tax true income to the practicalities of tax administration.  If it is unlikely the 
amounts will become true economic income, a general presumption of non-
taxation on receipt and non-deduction on return is appropriate, subject to 
adjustment if the presumption turns out to be false.  If it is likely the amounts 
will become true economic income, the opposite presumption may be 
appropriate, again subject to adjustment if proved incorrect.  Intermediate 
cases present problems of judgment that must be addressed from the 
perspective of effective administration of the tax law. 



2008] Tax Treatment of Advance Receipts [3] 
 

I. Introduction 

The treatment of advance receipts, which include such items as prepaid 
services income, loans, and deposits, among others, remains a conceptually 
unsettled area of the tax law, despite the fact that many of the basic rules 
have been well established for decades.1  Commentators taking opposed 
positions have characterized current law, and those who interpret it 
(including, implicitly or expressly, other commentators), as “wrong,”2 
“misguided,”3 “insufficiently conscious of . . . tax values,”4 and guilty of 
“bad economics, bad accounting and bad tax law.”5  The same long-standing 
principles have been variously described as “basic”6 and “demonstrably 
false,”7 while articles by respected commentators that purport to transmit to 
judges and other legal actors principles that are “well understood”8 within at 
least some quarters of tax academia advance ideas that in fact are hotly 
contested by other tax scholars.9 

On reflection, it is not surprising that the treatment of advance payments 
should lie in a state of confusion.  For one thing, the actual rules seem to lack 
a basic rationale.  In a word, they appear to be inconsistent.  Amounts termed 
“deposits” generally are not taxable to the recipient,10 whereas prepaid rent 
is.11  Loan proceeds are not taxable to the recipient,12 but prepaid services 

 
1 See Joseph M. Dodge, Exploring the Income Tax Treatment of Borrowing and Liabilities, 

or Why the Accrual Method Should Be Eliminated, 26 VA. TAX REV. 245, __ (2007) 
(discussing the history of the taxation of debt). 

2 Calvin H. Johnson, The Illegitimate “Earned” Requirement in Tax and Nontax 
Accounting, 50 TAX L. REV. 373, 379 (1995). 

3 William A. Klein, Tailor to the Emperor with No Clothes: The Supreme Court’s Tax Rules 
for Deposits and Advance Payments, 41 UCLA L. REV. 1685, 1687 (1994).  In my view, Klein 
makes a valiant effort to vindicate a result similar to the one that is advocated here, but his 
argument rests on assumptions that later theorists have rejected, such as that the matching 
principle is relevant to the tax consequence of a receipt, see, e.g., Deborah A. Geier, The Myth 
of the Matching Principle as a Tax Value, 15 AM. J. TAX POLICY 17 (1998), or the idea that 
even loan proceeds should not be included in income.  See Dodge, at __.  See, e.g., Klein, at 
1698 (assuming that interchangeability of advance payment with borrowing demonstrates no 
income in either case).  As explicated below, the argument here seeks to justify these 
principles as well, purely in terms of the concept of income. 

4 Geier, at 20. 
5 Johnson, at 379. 
6 Dodge, at 253 n.34. 
7 Klein, at 1687. 
8 Geier, at 25. 
9 Compare, e.g., Geier, at 22 & passim (arguing that the matching principle is not a “tax 

value”) with Klein passim (advocating a position closely related to the matching principle). 
10 Comm’r v. Indianapolis Power & Light Co., 493 U.S. 203 (1990). 
11 Treas. Reg. § 1.68-1(b). 
12 Klein notes that the exclusion of loan proceeds from gross income “has been regarded as 

so self-evidently correct that the only authority for it is case law on whether particular 
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income almost always is.13  Moreover, it is not at all clear how the rules can 
be made consistent without violating deep-seated intuitions about proper 
outcomes in particular cases.  For example, if loan proceeds were taxed on 
receipt and deducted on repayment, it would become unclear why rental 
property also should not be taxed on transfer to the renter and deductible to 
the renter on its return. 

Secondly, the rules appear to be subject to manipulation.  It is easy 
enough to convert a deposit into prepaid rent and vice-versa, without 
changing the underlying economics of the transaction.14  If the rules are 
formal, then tax electivity is easy.  The question becomes how to draft the 
papers, not how to structure the economic transaction.  As a result, it appears 
that the rules lack economic substance, which is to say that they fail to tax 
the real economic income of the parties to advance payment transactions. 

Under these circumstances, it is easy to understand why the aspiration 
for a theory that would identify and tax the income generated in advance 
payment situations becomes particularly powerful, and why the theory itself 
would prove elusive.  A regime that would better track the underlying 
realities of advance receipts would remedy the arbitrariness and electivity of 
current law; on the other hand, if it seems that any set of rules that would tax 
advance receipts on the basis of their substance yields unacceptable results in 
certain cases, the theory itself seems unattainable. 

This article offers two reasons that help to explain why the advance 
receipt area has remained intractable.  First, there has been a general failure 
to recognize the significance of questions of tax administration to the proper 
taxation of advance receipts.  I distinguish on one hand the basic questions of 
when and whether someone in receipt of an advance payment has true 
economic income, from timing questions relevant for purposes of tax 
administration on the other.  In essence, advance payments raise two timing 
questions.  The first concerns the actual time at which a taxpayer can be said 
to have income; the second is the related administrative question of when is 
an appropriate time to tax the taxpayer.  The latter has to do with the 
practicalities of collecting tax, whereas the former has to do with the income 
concept itself.  The rules that courts and the IRS have developed for 
particular types of payments are, for the most part, answers to the second 
question, and they are generally reasonable.  However, looking for analytical 
cogency from these rules, as many commentators have done, is bound to be 
fruitless if the rules are thought to embody a coherent income concept.  The 

 

transactions are in fact loans or on the consequences of a loan transaction.”  Klein, at 1691 
(footnotes omitted). 

13 Compare Comm’r v. Schlude, 372 U.S. 128 (1963) (prepayments for dance lessons 
includible), with Artnell v. Comm’r, 400 F.2d 981 (7th Cir. 1968) (prepayments for parking at 
baseball games not includible).  These cases are discussed below. 

14 See Klein, at __. 
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rules represent reasonable presumptions that are the product of the exigencies 
of tax administration; they do not hew to any well-defined income concept 
but make sense, to the extent they do, in light of the importance of collecting 
tax when it seems a tax will arise and a fund is available to pay it. 

The second reason is that all parties – courts, the government and 
commentators – have improperly imported consumption tax concepts into 
their analyses of advance payments.  The result has been to apply income tax 
criteria to some types of advance payments and consumption tax criteria to 
others.  Not surprisingly, such disparately motivated efforts have yielded 
inconsistent results.  An income tax frequently will apply at a different time 
and for different reasons than a consumption tax.15  While there may be 
administrative reasons to apply consumption tax rules to a variety of advance 
receipts under the income tax, conceptual clarity will never be attained if one 
does not recognize that that is what one is doing.  Thus, concepts such as 
control over the receipt or the type of use – business or personal – to which 
the receipt is put may have a bearing on workable income tax rules, but they 
should not be enlisted in an effort to support a view about when a taxpayer 
economically has income or a loss.  Control and use are consumption tax 
concepts, not income tax concepts. 

Part II discusses current law for a variety of advance payments and 
identifies differences in their tax treatments.  Part III examines the 
underlying issue of when an individual can be said to have income under 
established income concepts.  There are essentially two fundamental 
concepts of income, each of which would result in the same basic analysis of 
advance payments were the question of the timing of tax collection not 
salient.  Part IV returns to the particular kinds of advance payments discussed 
in Part II, examining them in light of the established income concepts and 
with a focus on tax administration.  Part V is a conclusion. 

II. Advance Receipts 

For purposes of the following discussion, I define advance receipts (or 
“advance payments”) broadly to include any amount received, in money or 
kind or even services, in exchange for the provision in some future period of 
money or services.16  For example, a service recipient may pay a service 
provider for next year’s work this year (prepaid services income),17 or a 
lessee may prepay rent.  Loans and deposits also are advance receipts.  In a 
loan, the lender transfers loan proceeds to the borrower, who incurs an 
 

15 See, e.g., DANIEL N. SHAVIRO, WHEN RULES CHANGE, __ (2000) (discussing the real and 
administrative differences between income and consumption taxes). 

16 I do not discuss property transactions, which are the subject of an extensive literature.  
See, e.g., David Levy, Towards Equal Tax Treatment of Economically Equivalent Financial 
Instruments: Proposals for Taxing Prepaid Forward Contracts, Equity Swaps, and Certain 
Contingent Debt Instruments, 3 FL. TAX REV. 471 (1997). 

17 See, e.g., Am. Auto. Ass’n v. Comm’r, __ U.S. __. 
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offsetting obligation to repay the amount in the future as well as an on-going 
obligation to pay interest on outstanding principal.  In a deposit, the recipient 
may hold the money for or on behalf of the depositor as a reserve against 
future fixed or contingent obligations; often the deposit is held as a fund to 
cover payment for the provision of future services to the depositor or against 
possible claims the holder may have against the depositor.18  At the limit, 
even a lessee may be said to have an advance payment on receipt of rental 
property, the offsetting obligation being to transfer the leased property back 
to the lessor. 

The rules applicable to many kinds of advance payments are settled (if 
seemingly contradictory), while in other instances they are less clear.  For 
example, it is well established that proceeds of an ordinary, fixed-rate loan 
are neither includible in income when received nor deductible from income 
when repaid;19 if a loan obligation is canceled, then the borrower typically 
has income to the extent of the canceled obligation,20 subject to relief if the 
taxpayer is insolvent.21  Similarly, it is undisputed that prepaid rent is 
includible in gross income of the recipient22 and, if it is a business 
expenditure, amortizable or deductible to the renter.23  By contrast, advance 
payments received by accrual-method taxpayers in exchange for future 
services may or may not be includible on receipt, depending on how tightly 
the recipient can tie the sum received to the provision of specific services at a 
specific time.  Where it is possible to associate the payments closely enough 
with the services, income recognition is deferred until the service is 
provided;24 in most instances, however, the service recipient will be unable to 
establish the required nexus and the payments will be taxed on receipt.25  The 
following discussion elaborates on the taxation of these arrangements. 

 
18 See BORIS I. BITTKER & LAWRENCE LOKKEN, FEDERAL TAXATION OF INCOME, ESTATES, 

AND GIFTS, ¶ 105.5. 
19 See Comm’r v. Tufts, 461 U.S. 300 (1983); see also note __, supra. 
20 IRC § 61(a)(12); see also Tufts, at __ (holding that cancellation of nonrecourse debt in 

excess of fair market value of property secured thereby results in increased amount realized on 
disposition of property). 

21 IRC § 108(a). 
22 Treas. Reg. § 1.61-8(b).  Section 467 overrides the standard treatment of prepaid (and 

postpaid) rent in the case of certain “Section 467 rental agreements,” which generally include 
agreements providing for pre- or postpaid rent where the total rental payments under the 
agreement exceed $250,000 and other conditions are satisfied.  See BITTKER & LOKKEN, 
¶ 105.7.  Notably, the statute effects an accrual regime in this area that closely tracks what I 
argue below are the real items of income and expense associated with prepayments. 

23 Rev. Rul. 74-589, 1974-2 Cum. Bull. 286; Treas. Reg. § 1.263(a)-4(d). 
24 See, e.g. See Artnell v. Comm’r, 400 F.2d 981 (7th Cir. 1968); Collegiate Cap and Gown 

Co. v. Comm’r, T.C. Memo 1978-226; see also Rev. Proc. 71-21 (permitting up to one year of 
deferral for certain items of prepaid services income). 

25 See, e.g., Am. Auto. Ass’n v. Comm’r, __ U.S. __ (automobile club dues); Schlude v. 
Comm’r, 372 U.S. 128 (1963) (dance lessons). 



2008] Tax Treatment of Advance Receipts [7] 
 

A. Deposits Versus Prepaid Services Income 

Perhaps nowhere are the failings of the courts’ and the IRS’s approach 
to advance receipts clearer than in their efforts to distinguish between 
“deposits” paid to service providers (including lessors), and prepaid services 
income (including rent).  As a general matter, an amount that qualifies as a 
deposit is treated as neither includible by the payee nor deductible by the 
payor, while prepaid services income or rent is typically included on 
receipt.26  The basis for this distinction is difficult to justify.  The Supreme 
Court attempted to bring some clarity to the area nearly twenty years ago, in 
Commissioner v. Indianapolis Power & Light Co.,27 but the effort has been 
widely criticized as unpersuasive in relying on formal distinctions that have 
no basis in economics or tax theory.28  In Indianapolis Power the question 
was whether amounts IPL, an electric utility, took in as “deposits” needed to 
be included in income when received.  IPL collected the amounts as security 
for payment against future services from customers who had a history of 
delinquent payments.  The amounts were twice the expected monthly utility 
bill.  Initially, IPL paid three percent interest on the deposits.  Later it paid 
6%, but only to the extent deposits were held more than twelve months, with 
0% paid prior thereto.  Unclaimed deposits held for more than seven years 
escheated to the state.  Customers could secure repayment by requesting it 
and demonstrating acceptable credit (or by terminating their service).  IPL’s 
non-inclusion of the amounts in income for accounting purposes was 
consistent with generally accepted accounting principles and applicable state 
law. 

The Tax Court held the amounts were not income on receipt.29  It relied 
on the facts that the deposits were required from only five percent of 
customers, the customers retained ultimate control over disposition of the 
deposits, and IPL paid customers interest.  Moreover, IPL treated the 
deposits on its books as belonging to the customers (though it did not 
segregate the deposits from its own funds).  The Supreme Court ultimately 
affirmed, but its reasoning differed slightly.  Accepting that a material 
difference exists between a deposit (no inclusion on receipt) and a 
prepayment (immediate inclusion), the Court looked to the circumstances 
under which repayment, if any, would likely be forthcoming as a basis to 
distinguish between the two types of receipts.  It concluded that legal 
entitlement to a repayment in cash more likely signals a deposit; where, 
 

26 Id.; Treas. Reg. § 1.61-8(b).  But see IRC § 467 (putting lessors and lessees on accrual 
method in the case of certain “Section 467 rental agreements” (generally those involving total 
rent in excess of $250,000 where there is substantial pre- or post-payment of rent). 

27 493 U.S. 203 (1990). 
28 Dodge, Geier, Klein, and Yin all criticize Indianapolis Power, though on different 

grounds. 
29 Indianapolis Power v. Comm’r, 88 T.C. 964 (1980).  The Seventh Circuit affirmed on 

essentially the rationale adopted by the Tax Court.  857 F.2d 1162 (7th Cir. 1988). 
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however, cash is available to the payor merely as a remedy for the recipient’s 
failure to perform, the amount is generally includible on receipt.30 

Commentators have rightly pointed to the incoherence of the Court’s 
reasoning as a matter of economics or tax theory.  In an extended 
discussion,31 William Klein notes that the asserted distinction between a loan, 
to which the Court likens a deposit, and advance services income is 
essentially nil:  The method by which the recipient of the amount finances 
the receipt is irrelevant to the economic consequences of the receipt.  In both 
cases the recipient receives the right to use a payment for a period of time 
prior to the date she discharges her obligation.  Either both should be 
included on receipt, or neither should.32  Joseph Dodge, advocating a cash-
flow approach to prepayments generally, reaches the same answer on the 
question of consistency but the opposite answer on the question of taxability:  
For Dodge, the treatment in both cases – loan and deposit – would be 
inclusion on receipt followed by a deduction if and when repayment occurs.33 

As to which of those rules is correct, disagreement prevails, as the gulf 
between Klein’s and Dodge’s views suggests.  Klein takes the position that 
the offsetting liability rationale that precludes inclusion in income of loan 
proceeds on receipt (and, correspondingly, prevents deduction of principal as 
it is repaid) is the correct rule generally for advance receipts.34  Dodge takes 
an opposed position.  On his view, the question is whether the taxpayer 
enjoys an accession to wealth during the tax period.  Recognizing that a pure 
accrual-based income tax would not necessarily support this approach, 
Dodge argues that under our realization-based tax system, rules parallel to 
those for built-in gain or loss on the asset side of the ledger ought to apply to 
liabilities.  According to Dodge, as a general matter a realization-based 
approach would disregard future obligations to the extent they are 
“unrealized,” which is to say that payment is not currently due.  The 
approach would lead to something very close to a cash-flow consumption tax 
method of accounting for liabilities.35 

Deborah Geier suggests a third position that would accurately tax the 
loan element implicit in the arrangement, without necessarily taxing the 
entire deposit on receipt.36  Recognizing, however, that bifurcating such a 
receipt may be difficult in particular cases, she suggests a rule of full taxation 
or not, depending on whether the interest element constitutes more than half 
 

30 493 U.S. at 207-08 [CHECK.] 
31 Klein, at 1713-23. 
32 Id. 
33 Dodge, at 256-65.  Dodge would create an exception to the inclusion-deduction method 

for loan proceeds used to finance the acquisition of capitalizable assets.  Id., at 248. 
34 Klein, at 1730.  The offsetting obligation rationale is discussed in detail in Part II.C. 
35 Dodge, at __. 
36 Geier, at 133. 
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of the deposit.37  Like Klein and Dodge, as well as a number of other 
commentators,38 she views the Court’s effort in Indianapolis Power as 
misbegotten. 

B. Prepaid Services Income 

Similar disagreement obtains in the case of advance payment for 
services where no fund amounting to a deposit is maintained or asserted.  
The law in this area is somewhat more nuanced or, if one prefers, muddled.  
As a general matter, amounts received as payment during the year in 
exchange for services to be performed in a later year are included on 
receipt.39  The operation of this rule for cash-method taxpayers has always 
been relatively unproblematic, but the rules for accrual-method taxpayers 
remain somewhat unsettled.  In a trilogy of cases decided by the Supreme 
Court in the 1950s and ’60s, the general rule emerged that even accrual-
method taxpayers must include in income on receipt amounts received for 
future services.40  The rationale seems to be that while matching of income to 
the activity that earns it is a tax value,41 in the absence of a corresponding 
future obligation sufficiently certain in both timing and amount, the matching 
principle must give way to the Commissioner’s determination that deferral 
does not provide a “clear reflection of income,” as required by Section 446.  
Implicit in the analysis is that the question of whether the taxpayer has 
income on receipt has been answered in the affirmative, and the only issue is 
the timing question of when it should be included.42  Lower courts thus have 
held that where the future obligation is certain in timing and amount, deferral 
is appropriate for accrual method taxpayers,43 but in other cases it is not.44 

A number of positions have been staked out in the literature on the 
treatment of prepaid services income.  Dodge and Klein each advance a rule 
consistent with the rules they propose in the case of deposits:  For Klein, 
prepaid services income generally should be deferred, because it is not 
earned until the associated obligation has been discharged.  Hence, however 
the obligation is discharged – whether with future services or with a future 

 
37 Id., at __. 
38 E.g., Gunn, Yin. 
39 See Reg. § 1.451-1 [CHECK.] (cash-method taxpayers); Schlude v. Comm’r, 372 U.S. 

128 (1963) (accrual-method taxpayers). 
40 Comm’r v. Mich. Auto. Ass’n; Comm’r v. Am. Auto Ass’n; Schlude. 
41 See Geier, at 120 (stating that acceptance of the matching principle pervades the 

majorities’ and dissents’ opinions in both Mich. Auto Ass’n and Schlude). 
42 See Geier, at 118. 
43 See, e.g., Artnell v. Comm’r, 400 F.2d 981 (7th Cir. 1968) (prepaid parking for baseball 

games); Collegiate Cap and Gown Co. v. Comm’r, T.C. Memo 1978-226; [( )] see also Rev. 
Proc. 71-21 (permitting up to one year of deferral for certain items of prepaid services 
income). 

44 [CITE.] 
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cash payment – the present situation of the recipient taxpayer is the same:  
She has no income on receipt.45  For Dodge it should be included on receipt 
because he views the receipt of cash in the current period as an accession to 
wealth that is not properly offset by an as-yet unrealized obligation due in a 
future period.46 

Calvin Johnson advances an intermediate position.  He would tax 
prepayments on the basis of the presumptive source of cancellation of the 
offsetting obligation.47  On this basis, the decisive difference between loan 
receipts or other kinds of refundable payments and prepaid service income 
lies in the fact that prepaid services income, though it is not owned free and 
clear in an economic sense, is expected to be repaid with services having 
zero basis to the service provider.  Thus there is no tax “cost” associated with 
the repayment.  From a tax perspective, it is free.  Loan proceeds and other 
kinds of refundable deposits, by contrast, presumptively will be repaid with 
after-tax amounts.  For example, if Borrower repays Lender with salary 
income received from Employer, Borrower will pay tax on the salary income 
as earned, and only after-tax proceeds will be remitted to Lender.  Hence the 
offsetting liability attaches to an amount in which Borrower will have basis. 

Geier again offers another view.  She argues that the effort to 
associate advance receipts with the service that “earns” them, referred to in 
accounting circles as the “matching principle,” represents a misguided 
attempt to import accounting values into the income tax.  The matching 
principle, which is a product of the accounting profession’s attempt to 
determine the real source and extent of an enterprise’s business health over 
the long term,48 “should not be considered a value at all in a system that 
seeks to collect revenue, and to do so based on ‘income.’”49  In her view, 
instances of associating income and expense items that one finds in the Code 
do not exemplify a commitment to the matching principle but rather rest on 
other tax values, such as ensuring that taxpayers do not take inappropriate 
advantages of loss positions or use non-economic depreciation to shelter 
ordinary compensation income.50  The matching principle, while it may have 
a place in the income tax, should give way to the extent it conflicts with the 
principle of currently taxing amounts that represent genuine income now.51  
 

45 Klein, at 1709-10. 
46 Dodge, at __. 
47 Johnson, at 385. 
48 Geier notes that the objective of the matching principle is to associate revenue items with 

expenses that they entail so that the true economic benefit or cost of the revenue is known.  
Geier, at 27-29. 

49 Geier, at 22. 
50 Among the provisions she identifies are Sections 163(d) (the investment interest rule), 

465 (at-risk rules), 469 (passive activity rules), and 1092 (straddle rules).  Geier, at 19. 
51 Geier, at 91; see also Dodge, at __ (rejecting the matching principle on similar grounds). 
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Geier refers to this principle as the income-tax value.52  Thus, for example, 
she criticizes the Supreme Court’s willingness to defer to the 
Commissioner’s insistence on deferral of future contingent liabilities53 but to 
permit the taxpayer to override the Commissioner’s insistence where the 
future liability is fixed.54  In her view, it is not the contingency of the future 
obligation that justifies immediate inclusion but the fact that it is a future 
obligation – a feature equally true of future fixed liabilities.55  “Viewed from 
the perspective of the individual taxpayer, a current deduction for a payment 
that will certainly be made but not until some point in the future results in a 
violation of tax values.”56 

To illustrate the point, Geier uses the example of a florist who is paid 
$100,000 in Year 1 for flowers to be delivered in Year 16.57  At that time, the 
florist will incur $100,000 of expenses to deliver the flowers under the 
contract.  Failure to tax the $100,000 until Year 16 is equivalent to providing 
a Year 1 deduction to the florist of $100,000, which is to say it is equivalent 
to consumption-tax treatment.58  The size of the tax liability at issue can be 
illustrated by simple elaboration on Geier’s example.  Suppose the discount 
rate at all times is 10% compounded annually and the florist’s marginal tax 
rate at all times is 30%.  The present value of an obligation to pay $100,000 
in 16 years is $33,873, assuming an after-tax rate of 7%.59  If the florist 
invests the $100,000 in Year 1, it will grow to $295,217 by Year 16, at which 
time she will have a $100,000 liability, leaving her with $195,217 on an 
initial investment of $66,127.60  In effect, the florist will be able to invest 
$66,127 on a pre-tax basis.  If she had properly been taxed on the $66,127 
she would have been left, instead, with $46,289, which would have grown to 
$136,652 at 7% but would have to have been invested at approximately 9.4% 
to have yielded $195,217.  She thus ends up with an additional $58,565 as a 
result of the failure to tax the $100,000 up front.  Preservation of the income-
tax value therefore requires current inclusion of the $100,000. 

 
52 Geier, at 44. 
53 See, e.g., Spring City Foundry Co. v. Comm’r, 292 U.S. 182 (1934). 
54 American Nat’l Co. v. U.S., 274 U.S. 99 (1927). 
55 Geier, at 91. 
56 Geier, at 91 (Internal footnote omitted.). 
57 Geier, at 113-15. 
58 See E. Cary Brown, Business-Income Taxation and Investment Incentives, in INCOME, 

EMPLOYMENT AND PUBLIC POLICY: ESSAYS IN HONOR OF ALVIN H. HANSEN (1948), discussed 
in Geier, at 42-43. 

59 The formula is PV = LV/((1 + r)^n), where PV is present value; LV is future value, or 
$100,000; r is the after-tax rate of interest, or 7%, and n is the number of periods, or 16. 

60 $66,127 is what is left of the $100,000 florist receives in Year 1 after she sets aside 
enough to pay the $100,000 liability in Year 16. 
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Geier’s point is well and good, but the analysis ultimately mistakes a 
problem of applying time-value-of-money principles for a problem of 
determining what is income.  This point is developed further in the next Part, 
but for present purposes it suffices to observe that application of ordinary 
substance-over-form principles would eliminate the abuse Geier identifies.  
A customer’s payment of $100,000 today for flowers that will cost $100,000 
in sixteen years can only be understood as two separate transactions, 
inasmuch as the present value of a right to receive $100,000 in 16 years is 
just $33,873 (on an after-tax basis) and parties dealing at arm’s length do not 
give value for nothing.  The proper tax analysis, before one gets to the 
question of whether to include the advance receipt in income or not, is 
therefore to determine what is the advance receipt and what is a payment for 
something else.61  On these facts, the advance receipt is the $33,873, the 
$66,127 is something else, and the question for present purposes is whether 
the first of these two amounts should be included in income presently or 
deferred.  The balance is another payment that would need to be 
characterized according to its substance.62  If the advance receipt portion is 
deferred, the florist receives the benefits of interest income without having 
paid tax on the invested amount.  Of course, the florist also has an offsetting 
obligation to furnish $100,000 of services 16 years down the road.  The 
arrangement is functionally indistinguishable from an original issue discount 
(OID) debt instrument issued by the florist to the customer.63  The only 
difference is that payment is in goods and services rather than money.  Like 
any borrower, the issuer of an OID debt instrument does not include the 
amount received in income.  The difference from an ordinary debt instrument 
is that unpaid interest is treated as accruing during the life of the loan, and 
the parties are taxed accordingly. 

C. Loans 

1. The Offsetting Obligation Theory 

As a general matter, under the rules applicable to loans, no income 
arises for the borrower on receipt of loan proceeds, and no deduction is 

 
61 See, e.g., Custom Chrome v. Comm’r, ___in which the court required the taxpayer to 

bifurcate payment received for a loan together with an option in order to determine the proper 
tax consequences of the transaction. 

62 For an example of such an approach under current law, see Section 7872, discussed in 
Part III below. 

63 The rules for OID debt instruments are set forth at Sections 1272-75.  Simplifying 
greatly, they generally require that the lender and the borrower account for the discount over 
the life the OID debt instrument.  The discount is treated as interest and is generally deductible 
to the borrower under Section 163 and includible by the lender under Section 1272, in each 
case without regard to when interest is actually paid. 
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available on repayment of principal.64  (Hereinafter, I refer to this treatment 
as the “accrual model.”)  Similarly, the lender has no deduction or inclusion 
on the transfer or the later return, respectively, of principal.  Interest 
generally is taxable65 on receipt or when earned and, if it is paid in 
connection with the conduct of a trade or business or for the production of 
income, deductible by the payor.66  When amounts originally disregarded 
under this regime are subsequently determined by the lender to be 
uncollectible, the borrower usually will have income from the discharge of 
indebtedness,67 subject to possible limitation if the debtor is insolvent,68 
while the lender typically will have a bad debt deduction.69 

Although the accrual model is well established and widely accepted 
among tax scholars as legally correct (at least for true market-rate loans),70 
Dodge has recently argued that the accrual model is incorrect under a 
realization-based income tax such as ours.  The traditional justification for 
the accrual model has been the offsetting obligation theory.  Under this 
theory, no tax arises on receipt of loan proceeds because the borrower is 
considered to be no wealthier by reason of the receipt of the proceeds than 
she was before she entered into the loan transaction.  Because the burden of 
the obligation to repay precisely offsets the value of the outstanding principal 
amount, the loan transaction is viewed as an economic wash.71  Moreover, as 
principal is repaid, a pro tanto reduction in the size of the benefit of the 
previous receipt occurs, so that at all times the net value of the loan proceeds 
plus the obligation is zero.  Similarly, the lender has no deduction on payout 
of the loan proceeds because the borrower’s note is an asset of equal value 
exchanged therefor.  It is a straightforward exchange of value for value.72 

A simple fixed-rate loan that is amortized over a fixed period illustrates 
the idea.  The borrower receives $X in cash in exchange for a note providing 
for repayment thereof, plus a market rate of interest.  For the reasons stated, 
neither is there income on receipt nor are there deductions as principal is 

 
64 See Glen Arlen Kohl, The Identification Theory of Basis, 40 TAX L. REV. 623, 634 (1985) 

(“Borrowing money at a market rate of interest does not constitute receipt of gross income.”). 
65 IRC § 61(a)(4). 
66 IRC § 163(a).  If the interest is paid in connection with the production of income but not 

in connection with the conduct of a trade or business of the taxpayer, the deduction may be 
subject to phase-out, see IRC § 68(a), and to the limits on deduction for investment interest.  
Id., § 163(d). 

67 IRC § 61(a)(12). 
68 IRC § 108(a) 
69 IRC § 166. 
70 As an example, Geier, Johnson and Klein all accept the borrowing exclusion as correct. 
71 See Johnson, at 384; Klein, at 1691; Kohl, at 634.  See also Dodge, at __ (stating but not 

agreeing with the theory). 
72 See IRC § 1001, Treas. Reg. § 1.1001-3.  Note that Dodge agrees with this principle.  

Dodge, at 258-59. 
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repaid.  Under the loan, periodic payments consist of both interest and 
principal.  As the borrower makes payments allocable to principal, her 
repayment obligation is reduced (and her interest payments decline), but the 
amount of the reduction is precisely equal to the reduction in the benefit the 
borrower enjoyed on receipt of the loan proceeds.  Similarly, the lender’s 
asset – the note from the borrower – diminishes in value in the same amount 
as the principal repaid.  Interest is accounted for separately as either 
deductible or not to the borrower, depending on whether the loan is for a 
personal use,73 and generally is includible by the lender.74 

The accrual model has many virtues, not least of which is its simplicity:  
The acts of borrowing and repayment can be disregarded for income tax 
purposes.  It also is not necessary to account for loans depending on whether 
the interest or principal amount is contingent for some portion of the life of 
the loan, or on whether the loan is business or personal in nature.75  
Moreover, the accrual model is compatible with the principal purpose of 
most loan transactions, which is to acquire liquidity.  Viewing borrowing as a 
purchase of liquidity, the accrual model keeps the income tax from working 
at cross purposes to the loan because the act of borrowing does not itself 
create liquidity-destroying tax liabilities.  Hence liquidity is more readily 
available than it would be under the cash-flow model, which would tax the 
proceeds on receipt and provide a deduction on repayment.76  Finally, there 
appears to be a reasonable logical basis for treating the proceeds of 
borrowing differently from unrestricted receipts.  It seems correct to say that 
a taxpayer in receipt of an item that comes with a corresponding liability 
does not enjoy the same accession to wealth that someone does who receives 
the item free and clear. 

 
73 See IRC § 163(h).  Other limitations may apply to the deductibility of interest as well.  

See, e.g., § 163(d) (limitation on investment interest); § 163(j) (denial of deduction to certain 
highly-leveraged corporations). 

74 See id., § 61(a)(4).  Tax-exempt or non-taxable taxpayers will, of course, have no taxable 
inclusion. 

75 The points raised here apply to loan principal, not to interest the deductibility of which 
depends on a variety of factors. 

76 One would expect market effects to compensate, at least in part, for the added cost of 
borrowing.  If the transfer of loan proceeds were deductible to the lender, one would expect 
interest rates to drop by the precise amount necessary to enable borrowers to borrow enough 
more than currently to cover the tax liability associated with the loan receipt.  If, however, no 
deduction were available to the lender (as seems correct from an income standpoint), one 
would expect the economic incidence of the tax burden associated with receipt to be divided 
between borrowers and lenders.  See HARVEY ROSEN, PUBLIC FINANCE __, __ (7th ed. 2005).  
Concomitantly, a tax advantage to equity financing would result in an overall decline in debt 
financing.  Distortion would result.  See Klein, at __ (discussing distortions arising from 
inaccurate tax rules). 
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2. Dodge’s Criticisms of the Offsetting Obligation Theory 

Dodge disagrees with each of these points.  He argues that most forms 
of borrowing should be taxable on receipt and deductible on repayment, 
because the receipt of loan proceeds represents a real accession to wealth that 
is not matched by an offsetting liability under a realization-based income tax.  
Dodge acknowledges that the liability is real, but argues that the liability 
should not be accounted for until the period in which it actually becomes 
due.77  Prior to that period, it is appropriate to leave the tax liability out of the 
tax base, just as unrealized gains and losses on the asset side of the ledger are 
omitted from the tax base.78 

Dodge argues that the offsetting obligation theory is far less compelling 
than are the virtues of its application.  In the first place, the theory is 
inconsistent with the tax treatment of other kinds of advance receipts also 
associated with offsetting future obligations already discussed, such as 
prepaid services income.  It is similarly in tension with the denial of a 
deduction for future liabilities, even if they are fixed in amount, until no 
earlier than the time the taxpayer pays for (or, in the case of accrual-method 
taxpayers, bears the real economic burden of79) the liability.  These rules are 
not generally thought to be inappropriate, and a contrary rule would tend to 
invite arrangements that most would regard as abusive.  For example, it 
appears that if taxpayers could defer inclusion of prepaid services income 
until economic performance occurred, then through the expedient of prepaid 
employment contracts they could reduce the real burden of their tax liabilities 
while enjoying the economic benefit of the associated receipts.  Similarly, the 
ability of accrual-method taxpayers to deduct the full amount of an accrued 
but unpaid liability would permit them to earn income at pre-tax rates on the 
deducted amount.  This perceived abuse led Congress to enact Section 
461(h), which precludes any deduction for such liabilities until the economic 
performance associated with the liability takes place.80 

Secondly, Dodge identifies what he believes to be an additional and 
perhaps more telling difficulty that afflicts the offsetting obligation theory:  It 
remains unclear why loan proceeds are not income to the borrower on receipt 
to the extent they are not repayable in the year received, given the 
 

77 Dodge, at 263-65. 
78 See IRC § 1001 (tax is applied to gain or loss realized on sale or other disposition of 

property).  There are some exceptions to the realization rule, but these are relatively narrow.  
See §§ 475 (dealers in securities); 1256 (certain forward, futures and option contracts). 

79 See IRC § 461(h) (requires “economic performance” associated with an otherwise 
accrued liability to have taken place before the liability is deductible by an accrual-method 
taxpayer). 

80 See H.R. REP. NO. 98-432, pt. 2, at 1254-55 (1984).  [CHECK]; see also McMahon, at 
1090.  Note that a better remedy would have been to require discounting of the amount of the 
deduction to its present value.  See, e.g., [Geier, at __ (noting that IRC § 461(h) is a 
compromise provision)]. 
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realization-based nature of the income tax.81  Under the “Haig-Simons” 
conception of income that is widely accepted as the normative benchmark for 
the actual income tax,82 income is defined as the net increase in wealth 
(including values spent on consumption) during the relevant tax period.83  
The concept is thus intrinsically periodic.  It is meaningless to speak of an 
individual’s income without specifying a period to which it applies, even 
though there may be no “natural” period to which an ideal income tax need 
apply.  When the repayment obligation arises in a period later than the period 
in which receipt occurs, it would seem that the obligor on the loan has 
income to the full extent of the receipt, because her wealth during the period 
is not reduced by the future obligation.84  If Borrower receives $100,000 in 
Year 1 in exchange for her note to Lender, payable in full in Year 10 with 
adequate stated interest prior thereto, then Borrower appears to have 
$100,000 income in Year 1 because of the loan.  The obligation to repay, 
while real, does not have any impact on Borrower in Year 1.  Rather the 
impact occurs in the period or periods in which the loan becomes due, just as 
the recipient of prepaid income for services typically has income on receipt 
even though she has an obligation to provide the services in a future period. 

Moreover, Dodge denies that the fact that a lender has no deduction 
on extension of the loan requires non-inclusion by the borrower.  While 
future repayment obligations are generally irrelevant to the measurement of 
income in the current period, repayment rights, because they are typically 
salable, represent an asset the value of which is approximately equal to the 
cash the lender surrenders on the loan.85 

D. Claim of Right 

The final receipt examined here arises under the doctrine of claim of 
right, which I discuss by way of comparison to the typical advance receipt 
case.  Like advance receipt cases, his doctrine applies to amounts that may or 
may not be income to the recipient, but unlike advance receipt cases, in many 
instances claim of right relates to an item that is clearly income at the time it 
is paid.  Hence the cases in which the doctrine applies may differ in 
important but illustrative ways from the typical advance receipt case. 

 
81 See Dodge, at 256; Geier, at  
82 See Dodge, at __. 
83 HENRY SIMONS, THE CONCEPT OF INCOME 50 (1938). 
84 “[T]he earliest time that a decrease in wealth can be said to occur is the date payment is 

due, that being the earliest time that the creditor has the right (and possibly the power) to cause 
the debtor’s existing stock of wealth (if any) to be reduced, as well as being the earliest date 
on which interest can commence to run.”  Dodge, at 256-57. 

85 Id., at 258-59. 
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First articulated by the Supreme Court in North American 
Consolidated Oil Company v. Burnet,86 in 1932, the doctrine covers the 
receipt of payments the ultimate disposition of which is subject to 
uncertainty.  North American involved an underlying dispute between the 
taxpayer and the federal government over beneficial ownership of oil-
producing land during 1916 and therefore over ownership of the profits from 
the land earned in that year.  A receiver was appointed to hold the profits 
during the pendency of the litigation.  In 1917 the court decided for the 
taxpayer and the receiver distributed the 1916 profits to it.  The federal 
government appealed, and the decision was ultimately affirmed in 1922.87 

The tax case involved the question of when North American had to 
include the profits in income.  In an amended return for 1916, the company 
included the amounts in that year.  The government determined on audit that 
the proper year was 1917, the year in which the receiver turned over the 1916 
profits to the company.  Before the courts, the company argued that the 
proper year to report the income was 1922, the year in which the litigation 
was finally terminated.  It also argued in the alternative that if 1922 was not 
the proper year, 1916 was since that was the year the income was earned.  
The Supreme Court ruled in favor of the government.  “If a taxpayer receives 
earnings under a claim of right and without restriction as to its disposition, he 
has received income which he is required to return, even though it may still 
be claimed that he is not entitled to retain the money, and even though he 
may still be adjudged liable to restore its equivalent.”88 

Like the rules for loan proceeds and advance deposits, the claim of 
right rule has been criticized as incorrect or, even if correct, as based on 
faulty reasoning.  Klein argues that accurate taxation of amounts subject to a 
claim of right would require discounting of the receipt by the probability of 
its return.89  Dodge argues that the only way to make sense of the claim of 
right rule, with which he presumably agrees, is that because the repayment 
obligation is contingent it is incapable of valuation and so not “realized.”90  
As I argue below, claim of right technically may present a different case 
from the pure advance receipt case.  Unlike an advance receipt, an amount 
received under a claim of right typically represents a current income item to 

 
86 286 U.S. 417 (1932). 
87 The court of appeals affirmed in 1920, 264 F. 336 (1920), but the government then 

appealed to the U.S. Supreme Court.  The latter appeal was dismissed in 1922.  258 U.S. 633 
(1922). 

88 286 U.S. at 424. 
89 Klein, at 1689-91. 
90 Dodge, at 277.  Dodge agrees that the repayment obligation is not realized, but not 

because it is contingent.  Rather it is unrealized because it has not occurred in the present 
period.  See also Geier, at 119-20 (suggesting that the claim of right doctrine masks the real 
problem in advance payments, which is failure to account for the time value of money). 
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someone; the only question is to whom.91  Such an item need not involve the 
treatment of an as-yet unrealized future income item or an expected income 
item, but rather it raises the question of who should be taxed on an item that 
should be registered by the system as a genuine increase in wealth now; there 
often is no offsetting deduction that may be delayed until any uncertainty is 
resolved.  This difference necessitates a different conceptual (though not 
necessarily practical) approach to items received under a claim of right. 

E. Conclusion on the Taxation of Advance Receipts 

The preceding discussion suggests that not merely disagreement but 
confusion reigns in the tax analysis of advance receipts.  In many cases, 
courts and commentators have focused on questions of control, likelihood of 
ultimate payment or source of the satisfaction of an obligation as a basis for 
taxing advance receipts.92  In others they have focused on the fact of an 
offsetting obligation as a basis for non-taxation, without regard to its source 
or even its contingency.93  Simply stated, the lines that these rules draw are 
mutually inconsistent.  If the fact of an offsetting obligation is sufficient to 
defer tax, then prepaid services income should not be included in income; 
currently it is except in narrow circumstances.  If the fact of an offsetting 
obligation is insufficient to defer tax, then not only the receipt of loan 
proceeds but also the transfer of rental property should trigger tax to the 
recipient; currently neither is included in income.  If the contingency of a 
future obligation is the sine qua non of inclusion of a current receipt, then 
fixed future liabilities should be available to offset a current receipt, whether 
or not the receipt is a loan or payment for future services, and contingent 
payment loans should be taxable until the amount of the liability is fixed.  
Neither is the operative rule.94  If control over the advance receipt suffices as 
a basis to tax, then, again, all advance receipts should be taxable currently. 

A further problem is that the rules that any one of the theories 
advanced to defend a particular tax regime for advance payments seem 
indefensible when rigorously applied to advance payments generally.  At the 
most general level, it does not seem appropriate that advance receipts all 
should be either includible or not includible.  Nor does it seem that the 
existence or not of a contingency on future repayment tells us whether or not 
the recipient has income to the extent of the receipt.  Similarly, it is not clear 
why taxation should depend on whether a repayment obligation happens to 

 
91 This is not always the case.  A claim of right may apply to an item already taxed to 

someone, with the question being whether the recipient under the claim of right or another 
should be taxed on it.  See, e.g., U.S. v. Lewis, 340 U.S. 590 (1951) (excess bonus repaid). 

92 [CITES.] 
93 [CITES.] 
94 The rules for contingent payment debt instruments are set forth in Treas. Reg. § 1.1275-5.  

They do not generally require inclusion of loan proceeds on such instruments. 
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fall within or outside of an arbitrarily defined period.  And it remains unclear 
why the fact that a borrower is in a different net economic position than 
someone who receives an amount free and clear should not matter in 
determining their respective tax liabilities. 

These inconsistencies suggest that a focus on the concept of income 
as a basis for the existing rules is unsatisfactory as both an explanatory and a 
normative matter.  The following Part focuses more closely on the concept of 
income in order to provide a basis for understanding what rules would 
emerge if the tax system really tried to tax income from advance receipts as it 
arises.  Part IV then explains why it is sometimes appropriate to depart from 
the income concept even in a system that seeks to tax income. 

III. When Income Arises 

The preceding approaches all seek to formulate a rule for the taxation of 
advance receipts on the basis of an effort to tax real income, or to 
approximate the taxation of real income, under the income tax.  This part 
explains why these efforts are generally misguided.  From a theoretical 
perspective, there are two competing concepts of income that may be said to 
form the foundation of our actual income tax.  Under both of them, advance 
receipts generally would become taxable only as and when they are secured 
to the taxpayer without an offsetting obligation.  The first concept, which has 
come to dominate academic circles, is the Haig-Simons definition of income 
previously described,95 which defines an individual’s income as equal to the 
individual’s change in wealth, including amounts spent on consumption, 
during a given period. 

An alternative definition, which also has a rich intellectual pedigree,96 
would understand income as the conversion of human or natural capital into 
wealth.97  Here the conceptual starting point is not so much the individual as 
the collective system of production and exchange from which wealth arises.  
Under this definition, what we call income is already latent in various forms 
of capital; it becomes income when it is converted from latent value into real 
economic value.  Other kinds of transfers, such as gifts or certain payments 
made in connection with the division of property, do not constitute income 
events, though they may signal a shift in previously-taxed income from one 
party to another that, for distributional reasons, should be taken account of 
for tax purposes. 

As argued below, both definitions should result in essentially the same 
understanding of the income tax consequences of an advance receipt.  

 
95 See Dodge, at __. 
96 The origins of the concept extend at least as far back as John Locke’s labor theory of 

value.  See JOHN LOCKE, TWO TREATISES OF GOVERNMENT, 2nd Treatise, Ch. V. 
97 See Klein, at __. 
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Subparts A and B analyze advance receipts under these two understandings, 
but without regard to time-value of money issues that frequently arise in the 
advance receipts setting.  Subpart C focuses on the effects that implicit 
interest in certain advance receipt cases has on the analysis. 

A. Timing of Income Under the “Haig-Simons” Definition 

The Haig-Simons income definition can be expressed algebraically as: 

I = ∆W + C, 

where I represents income, ∆W change in wealth, and C amounts spent on 
consumption, all during the relevant tax period.98  Thus, an individual who 
earns $40,000 in wages, receives $9,000 in interest income and spends 
$15,000 on consumed items has $49,000 of income during the tax period.  It 
consists of a $34,000 net change in wealth (= $40,000 + $9,000 - $15,000) 
and $15,000 spent on consumption.  Under this definition, all accessions to 
wealth, regardless of whether they result from earnings, gifts, capital gains, 
windfalls or other sources, constitute income. 

What of an individual who receives a payment subject to an offsetting 
obligation of some sort?  In the case of loans, it is generally believed that no 
income arises for the borrower on receipt of loan proceeds, and no deduction 
is available on repayment of principal, assuming that the obligation carries a 
market rate of interest.99  Similarly, the lender has no deduction or inclusion, 
respectively, on the transfer or the later return of principal. 

Less clear are the cases of other kinds of offsetting obligations, 
discussed in the preceding Part.  As indicated, commentators have variously 
viewed the facts that the offsetting obligation can be satisfied by an 
exchange, that the obligation is contingent, that the obligation is incurred at a 
discount, or that the obligation may be satisfied with “pre-tax” amounts, as 
reasons for distinguishing between loan treatment and current taxation.  
Moreover, Dodge suggests that the Haig-Simons theory itself supports 
current inclusion of loan proceeds in the case of a realization-based income 
tax.100 

As a general matter, these criticisms are misplaced.  They reflect two 
sorts of confusion.  First, they may rely on the exigencies of tax 
administration rather than on any coherent concept of income as a basis to 
determine whether current payments should or should not be included in 

 
98 SIMONS, at 50 (“Personal income may be defined as the algebraic sum of (1) the market 

value of rights exercised in consumption and (2) the change in the value of the store of 
property rights between the beginning and the end of the period in question.”) [TAKEN 
FROM DODGE ARTICLE; CHECK QUOTE.] 

99 See Glen Arlen Kohl, The Identification Theory of Basis, 40 TAX L. REV. 623, 634 (1985) 
(“Borrowing money at a market rate of interest does not constitute receipt of gross income.”). 

100 Dodge. 
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gross income.  Second, their analyses are informed by concepts such as 
control over or dissipation of the receipt, or personal versus business use 
rather than that of accession to wealth.  Control, dissipation, and the type of 
use to which proceeds are put are relevant to a consumption tax analysis of 
prepayments, not to their income tax analysis.  Focusing on the crux of the 
Haig-Simons concept, the question is whether the receipt of the advance 
payment represents an accession to wealth.  Where the advance payment is 
subject to an offsetting obligation of equal value (taking into account time-
value-of-money principles), the answer to this question must be “no.” 

1. Basic analysis 

There are at least three ways to illustrate the point that advance receipts 
made between parties dealing at arm’s length do not result in income under 
the Haig-Simons concept.  First, on an intuitive level one can say that two 
individuals, A and B, each in receipt of $X on Day 1 but only one of whom, 
A, must return $X in two years and pay adequate interest in the interim, do 
not have equal incomes.  Each has disposition over cash, but the person who 
receives the $X free and clear enjoys an accession to wealth that the 
obligated person does not.  Put bluntly, it matters whether you are A or B.  
Secondly, and more concretely, the fact that the obligor must pay adequate 
interest, whether with dollars, property or services, while the $X is in her 
possession indicates that she has exchanged value for value.  Her purchase of 
liquidity is no different from a person’s purchase of any other commodity.  
Inasmuch as the exchange occurs at arm’s length, the value she receives is by 
definition its cost.  To the extent the obligor prefers the advance receipt 
proceeds plus the obligation to no advance receipt at all, she enjoys nothing 
more than consumer surplus in that the liquidity she purchases with her 
interest payments is worth more to her than the amount it costs.  But 
consumer surplus has never been subject to tax under the income tax, and it 
would seem strange to tax it here alone.  The liquidity value is no different 
from the value that a patron in a restaurant gets from an exceptionally good 
meal or a factory owner gets from the purchase of factory machinery.  It is 
not taxable.  Further, there is no reason to assume that the amount of 
consumer surplus equals the advance receipt amount. 

Thirdly, it is impossible to make sense of the claim that the recipient has 
income on receipt given, as must be the case under the income tax, that the 
payor does not have a loss.  The payor, of course, acquires an asset with the 
payment.  The notion that the payor has not suffered a loss in an arm’s-length 
exchange of value for value is fundamental to the income tax.101  To dispense 
with it is to abandon income taxation in favor of some other form of taxation.  
If the income tax is a tax on accessions to wealth, then taxation of an advance 
 

101 All commentators seem to acknowledge this.  See Dodge, Geier, Johnson, Klein.  
Contrast a consumption tax, under which the payor would have a deduction.  See, e.g., Engler 
& Knoll. 
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receipt presupposes that wealth has been created to the extent of the transfer 
merely by the fact of the transfer.  To state the proposition is to refute it. 

To be sure, where the transaction is not at arm’s length or involves a 
separate relationship, such as a loan between family members or between an 
employer and an employee, an advance payment may result in a net transfer 
of value in the form of understated (or overstated) interest.  This problem is 
distinct from the treatment of the advance receipt itself.  To the extent the 
arrangement involves a genuine exchange of value for value, the offsetting 
obligation analysis is as apt in these cases as it is in an arm’s-length loan.  To 
the extent the arrangement involves underpayment (or overpayment) in the 
form of inadequate (or excessive) interest, separate treatment is required.  As 
a general matter, current law provides for such treatment.102 

2. Counterarguments 

As indicated in the previous part, Dodge and others have suggested 
that factors such as the payee’s complete dominion over the receipt or her 
ability to use the receipt to finance personal consumption indicate that, at 
least as far as a realization-based income tax is concerned, advance receipts, 
even loan proceeds, should be included on receipt.103  Each of these claims 
fails. 

(i) Dominion 

Consider first the idea that the recipient’s control over the proceeds 
would be relevant to the income tax treatment of them.  If the normative 
justification for income taxation is that it reflects ability to pay, then 
inclusion on the basis that control provides such an ability is surely 
misguided.  Under an income tax, control is a practical consideration, not a 
normative one.104  Income taxability is not a matter of possession or control 
but of identifying true accessions to wealth.  The difference is that possession 
or control can be had by separate purchase (e.g., with interest) without any 
accession to wealth, so that one cannot conclude from possession or control 
that the holder has income.  That, indeed, is what a loan is.  Further, it cannot 
be correct to say that whether a genuine accession to wealth occurs depends 
on the arbitrary period in which it is accounted for when known future 
obligations (or income items, for that matter) happen to fall out of the period.  
Indeed the very idea that a present right to a future value represents an item 

 
102 See, e.g., IRC §§ 483 (certain property sales), 1274 (certain publicly-traded debt 

instruments), 7872 (below-market loans). 
103 Dodge, at 256-58; Geier, at ___.  See also Mich. Auto. Ass’n; Schlude; [discussing 

dominion as a factor in deciding whether taxpayer has income]. 
104 Note that Simons himself seems to have recognized this point, as he did not view the 

receipt of loan proceeds as income.  See Dodge, at 253 n.33 (“Even Henry Simons ignored the 
tax treatment of borrowing, . . . .”).  [CITE SIMONS DIRECTLY IF POSSIBLE.] 
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of wealth, widely accepted as a core principle of income taxation, is 
inseparable from the idea that the concept of wealth must include anticipated 
events expected to occur outside of the period in which income is 
calculated.105  There is no apparent reason why the same rule should not 
apply to future liabilities. 

The following example illustrates the fundamentally arbitrary nature 
of the accounting period and its relationship to real economic income.  
Assume that the income tax were calculated on the basis of a calendar decade 
rather than a calendar year.  The tax consequences to a borrower of a nine-
year term loan would dramatically depend on the date of borrowing.  If late 
in the calendar decade, a huge tax liability would arise from the borrowing, if 
early enough, none at all.  The periodic nature of the income tax, which 
results largely from the administrative need to collect tax on an on-going 
basis, coupled with the fact that it is not possible to know lifetime income 
prior to the end of the life,106 should not be thought determinative in 
assessing the timing or amount of the taxpayer’s economic income.  There is 
nothing substantive about the period itself.  How much wealth a person has 
right now does not depend on whether the period in which “right now” 
occurs extends far enough out to embrace an obligation that we also know 
about, “right now.” 

Lastly, the control argument proves too much.  Lessees of property 
obtain control over the leased property, at least to some extent, but as far as I 
am aware no one has suggested inclusion of leaseholds in income in a 
manner consistent with the control theory.  Although there are limits on the 
extent of that control, under the control theory it is these limits, and not the 
fact that the lessee pays rent (tantamount to interest) for the use of the 
property, that should determine the extent of the lessee’s income.  For 
example, consider a lessee that leases a factory from its owner for one-half 
its useful life, or 15 years.  The lease customarily requires monthly rent at a 
fair market rate.  Under the control theory, on the date the lease is signed, the 
lessee has income to the tune of the portion of the factory over which it has 
control, which is to say the value of the factory’s useful life that will be 

 
105 The concept underlies the doctrine of economic benefit, according to which taxpayers 

will be deemed in receipt of income when their rights to an item of income in the future are 
fixed and do not depend on the provision of services or other consideration for them.  See 
Pulsifer v. Comm’r, 64 T.C. 245 (1975).  The notion that a fixed right to a future payment 
constitutes present income is so fundamental to the income tax that the few provisions 
deferring tax in such situations are expressly understood to constitute tax-favored rules that 
adopt consumption tax principles.  See, e.g., IRC §§ 72(a) (tax-free inside build-up of 
annuities); 401(k) (retirement plans); 403(b) (certain retirement annuities); 408 (IRAs); 408A 
(Roth IRAs).  See BITTKER & LOKKEN, ¶ 3.7 (discussing the consumption tax features of such 
provisions). 

106 See generally Lee Anne Fennell & Kirk J. Stark, Taxation over Time, 59 TAX L. REV. 1 
(2005) (discussing reasons for and effects of periodic income taxation). 
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available to the lessee during the term of the lease.107  Separately, the lessee 
has deductions for rent and, presumably, a deduction on termination of the 
lease equal to the original inclusion.108  At the same time, however, the lessor 
will (inconsistently) disregard both the “loss” on disposition and the “gain” 
on reacquisition for the simple reason that each involves an exchange at 
arm’s length.109 

(ii) Source of Payment or Repayment 

As previously discussed, a number of commentators have suggested 
that the source or presumptive source of repayment is relevant to the question 
whether the advance receipt should trigger an immediate inclusion.  Calvin 
Johnson uses the example of a lawyer, L, who is prepaid $1 million for 5 
years of personal services, as an example.110  As contrasted with a recipient 
of loan proceeds, L will discharge the obligation with personal services, and 
“[w]hether the services are future services, past services or services 
performed simultaneously with payment, they cannot offset reported 
compensation,”111 because the service provider has no basis in those services.  
Thus, the failure to include the receipt currently is not merely a timing error, 
“but a graver error of giving respect to items that cannot be treated as a cost 
at any time.”112 

Johnson’s analysis, like Dodge’s in the case of loan proceeds, 
confuses two distinct issues that must be kept separate in order to arrive at a 
proper understanding of the income tax consequences of an advance receipt.  
The fact that an obligation will or is highly likely to be discharged with 
services income, or indeed with anything having a basis in the advance 
payee’s hands different from the value of what is received, does not answer 
the question whether the recipient has income now.  The basis of the property 
or services that the recipient will use to discharge the liability tells us only 
 

107 Assuming economic rather than statutory depreciation, the sinking fund method would 
apply to determine what percentage of the factory’s value the lease term consumed.  See 
MARVIN A. CHIRELSTEIN, FEDERAL INCOME TAXATION: A LAW STUDENT’S GUIDE TO THE 
LEADING CASES AND CONCEPTS __ (10th ed. 2005) (describing the sinking fund theory as 
applied to depreciable capital assets). 

108 Strictly speaking, the lessee should be permitted to amortize the leasehold under the 
sinking fund method.  See id.  Generally, however, the tax law will not permit amortization as 
long as the lessor remains the “tax owner” of the property.  See Daniel Shaviro, Risk-Based 
Rules and the Taxation of Capital Income, 50 TAX L. REV. 643, 649-50 (1995).  Assuming the 
lessor does remain the tax owner, on return the lessee instead would simply deduct the original 
payment, as described in the text. 

109 Dodge, at __.  In other words, on Dodge’s view loans, leases and other advance payment 
transactions create income out of nothing on inception, and then cancel that income on 
termination.  This problem is explored in more detail below. 

110 Johnson, at 385-86. 
111 Johnson, at 385. 
112 Id. 
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how much income (or loss) she will have if and as the obligation is 
discharged.  Prior to that time (and setting aside the very real issue of the 
time-value of the $1 million payment, discussed below), the economic 
position of L is no different from that of the obligor on a $1 million loan.  L 
is on the hook for $1 million, either of services, or of cash (or property) if he 
fails to provide the services.  Since L’s services are worth $1 million, he is in 
a net zero position: no income and no loss on the transaction.  The reason it is 
a net zero position has nothing to do with basis.  It has to do with the fact that 
he has not been enriched.  To be sure, the enrichment, or some of it, is likely 
to occur, and we might well (indeed we often do) impose a tax on likely 
income.  But the reason for taxing likely income is that other considerations, 
such as the difficulty or uncertainty of taxing the actual income when it 
arises, make doing so appropriate.113  Focusing only on the conceptual 
question of when income arises, there is no basis for attributing $1 million to 
L on receipt of the proceeds.  Likely income, while often a good substitute 
for actual income, is not the same as actual income. 

Consider the case in which the services L is to provide are personal 
to the payor, whom I will call C.  C has no deduction on payment because 
she has received a long-lived asset worth what she paid, and she would have 
no amortization over the five-year term because the expenditure is personal 
in nature.114  If we believe that L has income on receipt, prior to his providing 
any services at all, we therefore must explain how income has been created 
out of nothing.  After all, C still has an asset worth $1 million, and there is no 
reason to view C’s payment as creating a loss to C at any time:  If L in the 
following year cancels the arrangement, never providing the services, he 
would have to return the full $1 million to C, who would be out nothing in 
income terms.115  Hence, in addition to positing the creation of wealth ex 
nihilo, we also must posit its subsequent return to the void should the 
arrangement be cancelled.  The only way to avoid this ultimately non-
sensical result is to recognize that treating the prepayment as income 
represents a decision to tax “likely income,” not income itself. 

Nor is the situation any different where the cost is deductible or 
amortizable to the payor; it is just more nuanced.  In the above example, if 
C’s expenditure is business rather than personal in nature, she still may not 
deduct the expense, though she may amortize it over the five-year term.116  
 

113 See Alan Gunn, Matching of Costs and Revenues as a Coal of Tax Accounting, 4 VA. 
TAX REV. 1, 20-21 (1984) (noting and questioning arguments for immediate taxation of 
prepayments on the grounds of administrative convenience and protecting the fisc). 

114 Id., § 262. 
115 Again, for purposes of the discussion I disregard the interest element inherent in such an 

arrangement.  The interest element is discussed in detail in Part III.C. 
116 Section 263 continues to apply to deny the immediate deduction, but the general rules 

permitting amortization of long-lived business assets apply under Section 167.  If C is an 
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Thus we are still left with the difficulty of creating income out of thin air on 
initial transfer, but at least over time there is some recognition that C bears a 
cost that is associated with L’s income.  Moreover, in some instances a 
prepayment for services might be deductible to a cash-method taxpayer even 
though the services were not to be provided until sometime in the future.117  
In that case, the advance payee’s putative income would be matched by a 
deduction on the payor side. 

Even if all business-related advance payments were immediately 
deductible, however, the analysis would not change.  The deduction for 
business expenses, set forth in Section 162(a), is predicated on the idea that 
the value the payor receives in exchange for the expense is properly 
accounted for when its goods or services are sold, not that the payor has 
suffered a loss as a result of the advance payment.118  The deduction does not 
represent a loss, but a recognition either that the connection between the 
expenditure and the associated income item is too attenuated to be identified 
with a particular item (in the case of long-lived benefits associated with 
expensed items) or (in the case of short-lived assets or services) that there is 
no functional difference between providing an expense and requiring 

 

accrual-method taxpayer, she must also negotiate the economic performance rules of Section 
461(h), which generally would require her to deduct the payments over the five-year term.  
See Treas. Reg. § 1.461-4(d)(2).  These rules would not change the argument here. 

117 Instances include Sections 174 (research and experimental expenditures), 175 (soil and 
water conservation expenditures), and 179 (certain tangible business assets or computer 
software). 

118 Losses are separately accounted for under Section 165.  See generally BITTKER & 
LOKKEN, ¶ 25.8.5; Rev. Rul. 79-80, 1979-1 C.B. 86 (distinguishing between expenses for 
acquiring securities deductible under § 162(a) and losses on purchase or sale of wrong 
securities deductible under § 165(a)): Holt v. Comm’r, 69 T.C. 75 (1977) (“The distinction 
between losses and expenses has generally been regarded as self-evident.”). 

There is some disagreement in the literature on this point.  A number of commentators view 
deductions for depreciation and Section 162 expenses as reflective of a loss that the taxpayer 
sustains, either over time or immediately, as the case may be.  Deborah Geier, for example, 
describes the role of the depreciation deduction as “allow[ing] the deduction of final, passage-
of-time losses of income-producing property.”  Geier, at 58.  This characterization seems 
implausible, however, inasmuch as, first, it is not the passage of time but the use of property 
that causes depreciation – at least of tangible assets – and, second, it becomes wholly unclear 
why depreciation is not available for personal expenditures, since the putative loss would be 
sustained in either case.  On the theory advanced here and by others, the reason for expensing 
and depreciation (and, for that matter, for amortization), is that value is transferred from the 
used asset to, ultimately, goods or services sold, and the deduction loosely reflects the portion 
of after-tax dollars “transferred” from the depreciated/expensed asset to the good or service.  
In the personal context the value is transferred to the owner as an item of consumption and so 
no deduction for depreciation, amortization or expense should be allowed.  See Charlotte 
Crane, Liabilities and the Need to Keep the Income Tax Base Closed, 25 VA. TAX REV. 31, 55 
(2005); Douglas A. Kahn, Accelerated Depreciation – Tax Expenditure or Proper Allowance 
for Measuring Net Income?, 78 MICH. L. REV. 1 (1979).  This account also explains why a 
deduction for a genuine loss remains available in the case of property used for non-business 
purposes.  See § 165(c)(3). 
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immediate capitalization followed by reduced income on sale of the good or 
service.119  In short, the deduction under Section 162 is a kind of realization 
rule, not an acknowledgment of a loss to the payor.120  It remains the case 
even in the business setting that wealth is deemed created out of nothing 
under the inclusion/no deduction approach. 

(iii) Personal use 

Essentially the same criticism may be made of the idea that the 
personal benefit associated with consumption or potential consumption of 
advance receipts justifies treating them as income on receipt.  That result 
would follow only if what prevented taxation of business receipts (as 
opposed to business net income) were the fact that they will not be 
consumed.  Business receipts, when subject to an offsetting obligation, are 
not taxable because the offsetting obligation reduces the value of the receipt 
and therefore of the income.  The same is true in the personal setting.  In 
short, the income concept is different from the consumption concept.  One 
can be perfectly capable of consumption of property that does not represent 
an accession to wealth.  Conversely, the ability of the recipient to consume 
the proceeds indicates nothing more than that a consumption tax is 
fundamentally different from an income tax. 

(iv) Realization 

An intriguing argument that Dodge raises for current inclusion of 
advance receipts, including loan proceeds, is that consistent application of 
the realization rule precludes accounting for obligations prior to the period in 
which they are payable.121  The argument runs by analogy.  In the case of 
assets held by the taxpayer, built-in gain or loss is excluded from the tax base 
until the period in which it is “realized,” typically in a disposition.  Prior to 
realization, taxpayers do not pay tax on appreciation, nor are they permitted a 
deduction on built-in losses.122  Analogous treatment of liabilities would 
seem to require their exclusion from the tax base as well.  Under this theory, 
a currently realized advance receipt should not be offset by a future liability 
 

119 See Encyclopaedia Britannica v. Comm’r, 685 F.2d 212 (7th Cir. 1982) (discussing 
theory of capitalization and expensing).  Thus it is not surprising that Congress, the courts and 
the IRS all generally have endeavored to force capitalization whenever the prospect that an 
expenditure creates a long-lived asset is real.  See, e.g., IRC §§ 263 (requiring capitalization 
for long-lived assets) & 263A (extending same principles to self-created assets); INDOPCO, 
Inc. v. Comm’r, 503 U.S. 79 (1992) (capitalization required even if expenditure does not 
create a separate, distinct asset but merely enhances life of existing asset); Rev. Rul. 2000-4, 
2000-1 C.B. 331 (explaining capitalization and expensing principles).  See generally BITTKER 
& LOKKEN, at ¶ 105A.1. 

120 See Crane, at 55 (2005) (noting that costs of production are generally accounted for 
either by immediate deduction or additions to basis in costs of goods sold). 

121 Dodge, at 260-65. 
122 See IRC § 1001(a). 
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if the liability will not be payable until a future period.  Hence, under a 
realization-based income tax the recipient of an advance payment should be 
considered as having a clear accession to wealth that is unfettered by any 
recognizable offsetting obligation.  While a thoroughgoing application of 
accretion concepts might permit deferral of gain on various sorts of advance 
receipts, under the actual tax system, in which nearly all gains and losses are 
accounted for under the realization rule, “accretion taxation occupies a small 
island in a realization ocean.”123  There is no reason on Dodge’s view that 
loans should inhabit that island. 

There are several difficulties with this view.  In the first place, the 
notion that no offsetting liability currently exists in the case of an advance 
payment is generally incorrect.  Consider an on-market loan arrangement.  
Failure to make interest payments generally results in acceleration of the 
loan,124 which indicates that the non-payment of loan principal until term is 
only optically different from a current obligation to repay the loan proceeds 
with each interest payment.  Moreover, the analysis remains essentially the 
same even if failure to make (some) interest payments simply triggers a 
larger interest payment obligation.  Ultimately the borrower pays for the loan 
proceeds on an on-going basis.  Hence the realization event is payment of 
interest.  To say, as Dodge does, that the interest is paid for the use, but not 
the receipt, of the loans is simply incorrect.125  If the borrower does not pay 
the interest, the loan must be returned.  Consider that as an economic matter, 
and apart from market fluctuations, a lease, rental, or advance payment of 
any kind in which the recipient makes ongoing payments for the use of the 
transferred item is equivalent to a series of such arrangements, each 
separately negotiated, for the term during which payment for the use is due.  
Thus, if we disregard the fact that market conditions change over time, there 
is no economic difference between a one-year loan of $X that provides for 
monthly interest payments of $Y and a return of the $X principal at term, and 
twelve successive one-month loans of $X each, each having $Y of total 
interest due.  On Dodge’s view, tax would apply in the first case, but not the 
second.  To be sure, there is generally no reason to assume that market 
conditions will remain constant, but it is in fact this assumption, and not the 
deferred obligation to return the $X, that reflects the operation of the 
realization rule in the case of advance receipts.  Thus, a twelve-month lease 
will lock in the rental rate for the entire term, whereas successive one-month 
leases lock in the terms for only one month.  As market rates fluctuate during 
the year, the value of the year-long lease will tip in one or the other party’s 

 
123 Dodge, at 265. 
124 [CITE]. 
125 Dodge, at __. 
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favor, but the tax system does not pick up this value shift in the absence of a 
disposition, precisely because of the realization rule.126 

More to the point, the argument is based on a mistaken application of 
the realization concept to advance payments.127  Even under a realization-
based income tax, neither the purchase of an asset nor the incurring of a 
liability has a tax consequence.  For example, if A purchases a long-lived 
asset, we do not provide a deduction to A on the ground either that she no 
longer has the cash associated with the asset or that she will not realize the 
benefits of the purchase until future years.  She is deemed to have an asset 
the value of which equals its cost.  That is, we include in the value the future 
benefits that are expected to be received from the asset.  As explained above, 
the realization rule applies just in that our expectation of the future value is 
not adjusted by events that occur before there is some disposition of the 
asset, at which time we have a true-up.  If one wishes to treat obligations 
symmetrically, as Dodge advocates, then the proper conclusion is that 
incurring a liability is exactly analogous:  Neither the receipt of the cash nor 
the fact that the obligations will not become payable until a future period 
should trigger an inclusion.128  Fluctuations in the value of the debt are not 
taken into account unless and until there is a disposition of the obligation 
prior to maturity.129 

Does the argument change if the obligation to pay interest itself is 
deferred?  In the case of deferral until the term of the loan, it would seem that 
the entire use of the proceeds is unfettered by any repayment obligation, 
suggesting that, at least for cash-method taxpayers, the realization rule 
should defer taking account of the liability entirely.  Here the second 
difficulty with the realization argument arises.  The inclusion of the full 
amount of the loan proceeds on the ground that interest payments are 
deferred is unwarranted even if one applies a cash method of accounting to 
 

126 One might also argue that value is created ex ante in the parties’ agreement to lock in the 
rate for the term of the arrangement.  Except to the extent both parties are risk-averse, one 
party will pay the other for assuming the risk she does not wish to bear.  As an example, 
nonrecourse debt generally bears a higher rate of interest than recourse debt.  [CITE.] 

127 I thank Reed Shuldiner for clarification on this point. 
128 Dodge argues that asymmetry on this point is justified because the payor can sell the 

right acquired from the payee at any time to a third party, whereas the obligor cannot 
discharge the obligation except by providing services or payment in the future.  Dodge, at ___.  
The main problem with this observation is that it should lead to mark-to-market taxation of the 
repayment right.  Further, in many instances the obligor on the payment also will be able to 
discharge the obligation through payment to a third party, in which case, on Dodge’s view, she 
should not be taxed.  In point of fact, the capacity of the payor to dispose of the obligation is 
irrelevant.  The reason the payor is treated as having an equal offsetting asset has nothing to do 
with the fact that it can be sold.  It follows from the fact that an income tax reaches changes in 
wealth, and there has been none. 

129 See Kirby Lumber, ___ (holding that the taxpayer realized cancellation of indebtedness 
income on repurchase of its own obligations at a discount). 
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the obligor.  The application of the realization rule is not the same as the 
adoption of a consumption tax, and cash-method accounting under an income 
tax is not the same as cash-flow taxation under a consumption tax, because 
the two tax bases differ in their object: accession to wealth versus 
consumption (or deemed consumption).  Thus it is possible for the realization 
rule to operate under both an income tax and a consumption tax, in each case 
distorting actual tax values somewhat; it is not as though a consumption tax 
is the same as a realization-based income tax taken to its logical extreme.130 

Applying realization principles to the income taxation of loans, one 
can say that the accession to wealth the obligor enjoys is (artificially) created 
by the reprieve granted in the obligation to pay interest until the end of the 
loan term.  The question is how much income the reprieve is treated as 
creating.  For this purpose, we disregard the interest accrual during the term 
because we are applying realization principles, and it is not accrual but 
payment that matters for the purpose of accounting for obligations under a 
realization-based income tax.  On this analysis, however, the borrower is still 
not enriched by the full fair market value of the proceeds.  She is enriched 
only by the value of the time-slice of the loan proceeds she receives.  In other 
words, it does not follow that a switch to a realization-based income tax 
means that the measure of her income is the consumption power to which she 
accedes as a result of the receipt of the loan coupled with the deferral of 
interest.  Under an income tax, the question is the size of the accession to 
wealth, and under a realization-based income tax, the question is how the 
deferral of the obligation to pay interest affects that deemed size.131 

To see the point, consider the case of Cinderella’s coach.  In the fairy 
tale, Cinderella’s fairy godmother provides her with the coach during the 
day, but she must be finished with it by the final stroke of midnight because 
at that time it will turn back into a pumpkin.132  Let us assume for purposes of 
the discussion that Cinderella’s use of the coach is unfettered.  She may ride 
in it, burn it for a fire, or push it off a cliff for the enjoyment of seeing it 
crash below.  In all cases the coach reappears in the godmother’s hands at 
midnight, identical to what she provided Cinderella, save only normal wear-
and-tear. 
 

130 Examples of the distributional effects of the realization principle under a consumption 
tax include the lack of a deduction for unspent cash on hand under a cash-flow consumption 
tax and, unless specifically provided for to the contrary, the absence of a deduction for the 
portion of consumer goods purchased during the taxable year that have a use beyond the 
taxable year.  See Mitchell L. Engler & Michael S. Knoll, Fundamental Tax Reform: 
Simplifying the Transition to a (Progressive) Consumption Tax, 56 SMU L. REV. 53, 74 
(2003). 

131 Note, further, that for a wide variety of such arrangements we do in fact tax payee, as for 
example in the case of OID debt instruments.  See IRC §§ 1272-75. 

132 The Cinderella fairy tale is discussed in JACK ZIPES, THE GREAT FAIRY TALE TRADITION: 
FROM STRAPAROLA AND BASILE TO THE BROTHERS GRIMM (2000)  [CHECK.]. 
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One might consider Cinderella’s use of the coach a particularly 
fanciful kind of time-slice transfer of property.  Cinderella has been enriched 
by the receipt, but she has not received an amount equal to the fair market 
value of the coach in fee.  Rather she has received a wasting asset the value 
of which equals the value of the time-slice.  Unlike our borrower, of course, 
Cinderella has received value because she need never pay for the use of the 
coach.  But if we stipulate that all interest is due after the term of the loan 
and that because of that deferral realization principles preclude us from 
considering the interest as an obligation during the period of receipt, then we 
would treat the borrower just as we treat Cinderella for all periods prior to 
which any payment of interest is due.  In that case, the most we can say that 
our borrower has received is the fair market value of the time-slice of the 
loan.  Put more concisely, one can say that the advance payee has income 
under a realization-based tax to the extent she can defer payment for the 
value she received.  But the value she received is not the property in fee; it is 
only a time-slice of it.133 

(v) Basis 

Finally, the notion that the exchange itself of the promise to pay for 
the loan proceeds should generate income because the obligor has no basis in 
the promise represents a mistaken view of the role of basis in the analysis.134  
Fundamentally, basis is a tax accounting concept that measures the extent to 
which the taxpayer has accounted for assets on an after-tax basis.135  The 
question in all cases, however, is what the taxpayer has received as a result of 
the advance receipt.  In this sense, the income question is logically prior to 
the basis question.  Before one can ascertain how much gain or loss arises on 
an exchange of a future obligation for a current receipt, one must determine 
the value of what one has currently received.  Only then can one compare 
one’s basis in what one has surrendered to that value in order to determine 
taxable income.136  The quantum of value received has only an attenuated 
relationship to the fair market value of the fee interest received.  As the 
preceding discussion has shown, in most cases the value is essentially 
nothing (other than non-taxed consumer surplus) because of the obligation to 
pay interest in one form or another as a condition to keeping the advance 
receipt.  In the unusual case in which the payee acquires the right to retain 
the receipt without payment of interest (whether in cash, property or 
services) until some future date, the realization rule could trigger a gain to 
 

133 Again, the analysis would differ under a consumption tax.  Since the question is not the 
extent to which the payee is enriched but the extent to which she can consume in the period, 
the full value of the coach would be includible to Cinderella, as a result of the fact that, as 
stipulated, she may do anything she wants to the coach while it is in her possession. 

134 Dodge, at 259-60. 
135 See Kohl, at ___. 
136 See IRC § 1001(a) (gain realized equals amount realized less adjusted basis). 
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the extent of the value of the time-slice received prior to that future date, but 
that is all.  In short, the fact that the offsetting principal flows – be they of 
money, services or property – may occur in a future period does not mean 
that the taxpayer has acceded to wealth.  The fact that she has zero basis in 
her promise is unhelpful by itself, because it says nothing about the value 
against which her zero basis is to offset to determine her income.  That value 
is either zero or, in the case of deferred interest, limited to the fair market 
value of the time-slice. 

B. Income as Realized Capital 

A slightly different theory of the income concept would conceive of 
it as a way of measuring the transformation of wealth from one form to 
another.  On this view, all income is already latent in the world as natural or 
human capital, and the measurement of income is simply the keeping track of 
the time at which latent wealth becomes manifest.137  This theory finds 
expression in both the earliest case law interpreting the income concept138 
and philosophical literature locating the sources of human wealth in natural 
resources and human labor.139  If income is realized capital, it becomes 
important to distinguish the income event from the transfer of resources or 
money that may occur on or in connection with that event.  For example, 
consider two individuals who exchange their services for the services of the 
other.  On the realized capital conception of income, the decisive income 
event is not the receipt of the other’s services, but the performance of one’s 
own.  The performance generates the income, and the exchange is one of 
value for value; it generates no tax liability at all.  The exchange is simply a 
good time to tax the two parties. 

The same principle operates in the more conventional setting in 
which a service provider receives money for her services.  Technically it is 
not the receipt of the money but the provision of the services (whether for her 
own benefit or for exchange to another) that generates the income.  The 
exchange merely attends the production of income.  Further, some transfers 
may not be associated with any wealth creation whatever.  Alimony 
payments are one example; gifts are another.  In these settings a tax may or 
may not arise, but where it does, an offsetting deduction should be available.  
In effect any tax that is imposed in the absence of an income event is not 
really a tax on income but instead represents a judgment that the person to 
whom the genuine income was originally attributed is not the proper person 
to bear the tax, because the income has been reassigned as well.140  Thus, the 
 

137 See Klein, for a discussion of this concept. 
138 See, e.g., Eisner v. Macomber and cases cited therein. 
139 See, e.g., JOHN LOCKE, TWO TREATISES OF GOVERNMENT, at __ (). 
140 Thus, genuine alimony is included in the recipient’s income and deductible from the 

payor’s gross income to arrive at adjusted gross income.  See IRC §§ 71(a) (alimony received 
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income event still is not the receipt of wealth; rather the tax consequences 
reflect, or are understood to reflect, the correction of a prior income 
assignment. 

In the ordinary case, there is no difference between the more 
standard understanding of income as the receipt of value (an “accession to 
wealth”) and the realized capital understanding of it as the realization of 
wealth.  As a general matter, income is produced for exchange, which is to 
say that the producer of income typically receives a like amount of income 
from a counter-party in exchange for the income she produces, and she does 
so at that time.  The production and exchange of income are simultaneous 
and equal, with the result that both concepts of income yield a single 
measure. 

In some instances, however, income is not produced for exchange, 
but it is taxed to the producer nonetheless.  The tax law’s treatment of these 
cases provides support for the income as realized capital conception, because 
no tax should result to a transferor in such a case under the accession to 
wealth theory.  For example, when a corporation distributes appreciated 
property, the built-in gain on the property is taxed to the corporation.141  
Similarly, contributions of appreciated property to political campaigns, 
which trigger gain to the donor equal to the amount of the appreciation,142 
and appreciated gifts, which would trigger gain to the transferor but for the 
special rules providing for different treatment under Section 1015, evidence 
operation of the realized capital theory.143  If income were limited to the 
receipt of value, no tax to the transferor would arise in these cases.  A similar 
theory presumably applies to the transfer of services to a charitable entity.  
Under the accession to wealth theory, the transferor has no income on 
creation of the services, because she receives nothing in return.  When she 
contributes the services she should then be entitled to a deduction equal to 
their fair market value.144  In fact, no inclusion takes place on performance of 
the services, and no deduction is allowed on their contribution.145 

 

is included in gross income); 215(a) (payor of alimony is entitled to a deduction therefor); 
62(a)(10) (the deduction is applied to arrive at the payor’s adjusted gross income).  By 
contrast, gifts are not taxable to the recipient but also are not deductible to the payor.  See id. 
§ 102(a). 

141 IRC § 311(b).  Loss is not recognized, but this asymmetry is widely attributed to the 
concern that a contrary rule would create undue opportunities for strategic loss recognition.  
See BORIS BITTKER & JAMES EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS & 
SHAREHOLDERS, ¶ 8.21[2] & n.336. 

142 IRC § 84(a). 
143 See U.S. v. Davis, __ U.S. __ (19__). 
144 It could be argued that the reason there is no deduction is that Section 170(e)(1) would 

limit the value of the contribution of services to zero because the transferor lacks basis in the 
services.  That provision, however, applies to certain types of property, not to services.  The 
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Under the realized capital theory, advance payments are relatively 
easily classified:  They ought not be taxable events to the extent they involve 
mere shifting of wealth, as opposed to creating it (or paying for wealth 
already created), unless the tax law deems the reassignment of a prior income 
amount appropriate (i.e., provides a corresponding deduction or loss to 
another party to the transaction).  Thus, where income shifting is at issue, any 
tax that arises to the recipient on the shift should be offset by a corresponding 
loss to the payor.  The theoretical basis for the shift would be that it corrects 
the identity of the income recipient, not that it is itself an income event.146  If 
no shifting occurs, no income arises on the mere receipt, because the 
payment itself is not associated with the production of income. 

The most salient example of the operation of the income 
reassignment principle is cancellation of debt income.  Taxation of the 
borrower in this case simply corrects a presumption about the owner of 
income that turns out to have been mistaken.  There is no notion that wealth 
has been created as a result of the cancellation.  Rather the wealth is 
reassigned from the lender to the borrower (subject to the limitations of 
Section 108) on the basis that the party that turns out to have the benefit of 
the prior income is different from the party initially assumed to benefit from 
it.  In effect it acknowledges that amounts previously treated as income to the 
lender were in fact transferred to the borrower.  Accordingly, the lender 
enjoys a concomitant deduction.147  Thus, a transfer of loan proceeds, a 
prepayment for services, and the transfer of rental of property are not income 
events,148 though some such payments may be made in anticipation of an 
income event.  Critically, the actual income event has nothing to do with the 
prior transfer.  The shifting of funds is wholly distinct from their production 
or, if one prefers, their realization in the form of explicit wealth.  Advance 
receipts, as mere transfers of previously accounted-for income items, are not 
taxable events. 

 

general rule on charitable contributions is that the transferor is entitled to a deduction equal to 
the fair market value of what is contributed, not its basis.  Moreover, the denial of the 
deduction for contributions of services predates the limitation set forth in Section 170(e), 
which was enacted in 1962.   See Pub. L. No. 87-834, § 13(d). 

145 Treas. Reg. § 1.170A-1(g). 
146 Technically such shifting tax provisions represent a distributional decision, not a tax 

decision.  Under the realized capital theory, the taxable event is the production of income.  An 
income shift is not an income event.  The decision to “correct” the assignment of income is a 
decision to make income tax liabilities more closely conform to the taxpayer’s wealth 
accession.  It is distributional in nature. 

147 IRC § 166. 
148 Even capital gain and loss resulting from market fluctuations ought to conform to this 

analysis.  To the extent gains exceed the risk-free rate of return, offsetting losses appear 
somewhere in the system. 
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C. Time-Value of Money Principles 

The discussion to this point has largely disregarded the fact that in 
the case of any advance receipt for which an on-going obligation to pay 
interest (whether currently or not) is not express, a disguised interest 
component is present.149  As an example, an agreement to prepay service 
income either will involve a discount on the amount paid to account for the 
fact that the recipient receives the money earlier, or, if it does not contain a 
discount, must have some additional compensatory or other component that 
should be taken into account for tax purposes.  The presence of interest in 
actual cases makes the analysis of prepayments more complex, because a 
true income tax will pick up interest as it accrues (and generally provide a 
deduction therefor to the payor).150  Contrary to the conclusions of some 
commentators, however, the presence of interest does not change the 
fundamental analysis of whether the prepayment constitutes income.151  In 
fact, the presence of interest explains why prepayments are not taxable:  
Interest is the fee the payee pays for the right to use the funds while they 
remain the property of the payor. 

Consider again Johnson’s example of the lawyer, L, who receives $1 
million at the close of Year 0 in exchange for the obligation to provide 
personal services to a client during Years 1 through 5.  If L and the client, C, 
deal with each other at arm’s length, then the present value of C’s payment 
should equal the expected cost of the services if they were paid for on an as-
rendered basis.  Suppose interest rates are 10% compounded annually, and 
payments for C’s services ordinarily would be due in full at the close of the 
calendar year in which they are provided.  Suppose further that L’s fees are 
expected to keep pace with interest rates, and that the discount to which L 
and C agree simply reflects this expectation.  In that case, L’s current fee for 
a year’s worth of services is $200,000.  Assuming annual compounding, the 
obligation to pay $1 million at the close of Year 0 is equivalent in present 
value terms to payments totaling $1.343 million over the five-year term.152  
In effect, C is paying for future services in part by earning interest on a loan 
to L, who in turn applies the interest earned to offset a portion of C’s 

 
149 See Daniel I. Halperin, Interest in Disguise: Taxing the ‘Time Value of Money,’ 95 YALE 

L.J. 506, 517 (1986). 
150 The concern to identify and tax interest that economically accrues under a multitude of 

arrangements pervades the Code.  See IRC §§ 61(a)(3) (general interest inclusion), 163 
(interest deduction), 453 (imputing interest to certain installment obligations); 483 (inclusion 
of disguised interest in deferred payment property transactions); 1272 (inclusion for accrued 
but not currently payable interest on original issue discount obligations), 7872 (identifying and 
taxing as such interest implicit in certain below-market-loan arrangements). 

151 See discussion in text and notes at nn. __ - __, supra.  Johnson, at 386-90. 
152 That is, at the close of Year 1, C would pay $220,000, at the close of Year 2, $242,000, 

and so on. 
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obligation to pay for the services, the balance coming from remaining 
“principal” on the prepayment.  If we suppose the arrangement lasts for the 
full five years, then at the end of each of Years 1 through 5, C would have 
interest income and, depending upon the nature of the expenditure (business 
or personal), potentially an offsetting deduction.  L would have a deduction 
for interest paid and an inclusion equal to the interest and a portion of the 
principal together totaling the amount of his service income.  Table 1 
illustrates these outcomes. 

Table 1: Interest and Principal Paid on $1 Million 
Drawn over Five Years 

Year Interest 
Earned 

Payment to L Post-Payment 
Principal 

1.  $100,000 $220,000 $880,000 

2.  88,000 242,000 726,000 

3.  72,600 266,200 532,400 

4.  53,240 292,820 292,820 

5.  29,282 322,102 0 

Total $343,122.00 $1,343,122.00 -- 

The interest that is earned represents a true accession to wealth, 
ultimately for C, and the tax system should pick it up as well as provide a 
deduction for L.  As discussed previously, under current law this would not 
be the result.  Instead, L would have to include the $1 million on receipt.153  
Full inclusion is incorrect because it overtaxes L, while deferral that does not 
include a deemed interest portion also would be incorrect because it 
undertaxes him.  Further, if, as may be customary in such arrangements, the 
agreement provides that C is entitled to return of a ratable portion of the fee 
in the event of cancellation, an additional amount needs to be accounted for 
if the arrangement in fact is cancelled.  For example, if the agreement is 
cancelled after Year 1 with L returning $800,000 to C, C still should include 
the interest earned on the full $1 million during the year, or $100,000.  C also 
should be treated as having paid $220,000 in attorney’s fees, since that is L’s 

 
153 See Treas. Reg. § 1.451-1(a) (cash-method taxpayers).  Even if L were an accrual-

method taxpayer, it does not appear he could defer inclusion under the theory that the 
arrangement parallels that in Artnell.  The exception for future services is particularly narrow 
and generally applies only where the particular services can be closely identified with the 
payment. 
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going rate.  Lastly, C has made an additional $80,000 payment to L at that 
time, representing an additional fee for services, includible in Year 1.154 

Although current law does not provide for the preceding treatment, it 
now provides a mechanism to tax the hidden interest element present in such 
arrangements, assuming the accrual principles of Artnell did, in fact, apply to 
such a case.  Under Section 7872, the unstated interest element present in 
certain “below-market loans” is taxed under one of two regimes.  In the case 
of term loans, the initial payment is bifurcated into an OID-like debt 
instrument and a separate payment that is characterized according to the 
nature of the relationship between the parties (as, for example, rent, 
compensation, a gift, etc.).155  In the case of demand or gift loans, the lender 
is deemed to supplement on an annual basis the outstanding loan amount 
with a payment equal to the interest forgone by the lender on that amount; 
the borrower is then deemed to repay this amount to the lender as interest.156  
This supplement is likewise characterized according to the nature of the 
relationship in connection with which the loan is made. 

It appears that the $1 million payment to L would qualify as a below-
market loan for purposes of Section 7872, assuming it were treated under the 
accrual principles of Artnell.  Under the broad interpretation of the term 
“loan” that applies under Section 7872,157 the $1 million fee would be treated 
as a demand loan, assuming that the arrangement could be cancelled at any 
time with a ratable portion of the $1 million returnable to C.158  In that case, 
at the end of each year during which a portion of the deposit was outstanding, 
C would be deemed to make a payment to L equal in amount to the interest 
forgone on the loan arrangement, and L in turn would be deemed to pay C 
the interest.159  Thus, at the end of Year 1, C would be deemed to pay L 

 
154 The analysis is similar to that applicable to IPL and its customers, discussed at above.  

The $80,000 payment is a separate income item paid to the service provider that should be 
included in income.  The difference from the Indianapolis Power facts is that because 
payment of the item is contingent on L’s not providing the services, it cannot be included 
before the contingency is resolved unless the likelihood that the services will be provided is so 
low as to be negligible.  See Treas. Reg. § 1.1275-4 (applying the wait-and-see approach to 
certain contingent payment debt instruments).  In any event, the item is best viewed as a 
cancellation penalty.  See Edward J. Schnee, Contract Cancellation Payments Raise Income 
and Deduction Issues, PRACTICAL TAX STRATEGIES FOR LAWYERS/ACCOUNTANTS, Oct. 2003. 

155 IRC § 7872(b). 
156 Id., § 7872(a). 
157 See Prop. Reg. § 1.7872-2(a)(1), (3).  See also Staff of Joint Comm. on Tax’n, 98th 

Cong., 2d Sess., General Explanation of the Revenue Provisions of the Deficit Reduction Act 
of 1984, at 529 (Comm. Print 1984) (“[A]ny transfer of money that provides the transferor 
with a right to repayment is a loan.”). 

158 See Prop. Reg. § 1.7872-10(a)(5) (treating all compensation-related loans in which the 
benefit of the below-market discount is not transferable as demand loans). 

159 See Prop. Reg. § 1.7872-6. 
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$100,000, which would be characterized according to its substance as 
compensation.  L would be deemed to pay C $100,000 in interest.  Lastly, C 
would be deemed to transfer $200,000 of principal to L, also as 
compensation for services.  Similarly, at the end of Year 2, C would be 
deemed to pay L $80,000, equal to the interest forgone on $800,000.  C also 
would have an $80,000 interest inclusion and a deemed payment of $200,000 
principal to L. 

Although the preceding treatment does not precisely track the real 
economics of the arrangement, it is tolerably close.  If we assume that 
$200,000 of the deposit is “paid” to L annually, then the total imputed 
interest turns out to be $300,000.160  The result differs from the preceding 
analysis because it unrealistically assumes that the services account for 
$200,000 annually.  Nonetheless, the $43,000 discrepancy is relatively minor 
given the total values involved.  At all events, neither the fact of imputed 
interest nor the fact that current law fails to reach the precisely correct result 
bolsters the case for immediate inclusion of the $1 million.  Johnson argues 
to the contrary, stating that the extra services that C impliedly receives for 
interest “supports the argument that L has a $1 million improvement in value 
immediately when the unearned payments are received.”161  As a basis for 
this conclusion he notes that the presence of implicit interest indicates that 
the future services have a present value of $1 million, and that the provision 
of interest and principal in the form of zero-basis services means L must be 
taxed immediately.  As contrasted with a genuine loan (which Johnson would 
treat as a non-taxable event with respect to the transfer of the loan proceeds, 
just as under current law), the interest on the loan is retained by L.162 

Johnson’s analysis appears simply to restate the conclusion.  The fact 
that L receives a payment of $1 million does not establish that the payment is 
income, even if it earns (or is deemed to earn) interest at a market rate.  If L 
has a $1 million “improvement in value,” while C has suffered no loss in 
value (C has an asset worth $1 million), then as previously noted “value” has 
been created out of nothing, only to be destroyed if or to the extent that L 
never provides the services and refunds the balance.163  If retention of the 
money is contingent on L’s provision of future services, and they are of equal 
value to the $1 million, then he has received nothing:  He has an obligation to 
turn over to C an amount equal to what he has received from her.  His basis 
or not in the services is not relevant to what he has received.   Similarly, the 

 
160 This amount equals the sum of deemed interest payments resulting from a deemed 

annual allocation of $200,000 to L = $100,000 + $80,000 + $60,000 + $40,000 + $20,000. 
161 Johnson, at 386. 
162 Id., at 386-87. 
163 Under Johnson’s and Dodge’s approaches, income could be multiplied without limit by 

the simple expedient of having taxpayers make obligations to each other. 
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fact that in a genuine loan arrangement interest would be paid over to the 
lender, whereas L pays no express interest to C, is of no significance.  L 
economically turns over the interest by providing services worth $1 million 
plus the interest that $1 million generates in an arm’s-length transaction, as 
Johnson himself stipulates.  In fact it is the payment of interest for the use of 
the money that justifies treating the advance payment itself as not income.  L 
purchases the use of the money in an on-market transaction. 

D. Conclusion on Timing 

Pure income tax treatment of advance payments would defer taxation 
unless and until the payment is earned in some way.  This result follows on 
any sufficiently precise definition of “income,” which ultimately is neither an 
accounting concept nor a measure of the extent to which an individual may 
appropriate a particular item for use of whatever kind.  Income is a measure 
of net accession to wealth.164  If it were not, it would become impossible to 
explain the most elementary propositions of any true income tax, all of 
which, as far as I am aware, are accepted by all authorities: that the mere 
entry into an executory contract does not create wealth, that the purchase of 
an item in an arm’s-length exchange substitutes one form of wealth for 
another of equal value, and that income includes the increase in the fair value 
of known future rights.  A focus on dominion, realization, or the deferral of a 
repayment or performance obligation, if used as a criterion for determining 
when and whether someone has income, yields conclusions inconsistent with 
these basic verities. 

Concomitantly, the use of control as a criterion of income disregards 
the essential role that interest – be it explicit, paid in the form of future 
services or property, or present as an implicit discount on the amount the 
payor pays – plays in the advance receipt context.  The economic value of 
what the recipient gets is precisely its cost, and that cost is paid for. 

Nor would it suffice to respond that the question is one of definition, 
and that it makes more sense to include in the definition of income the 
concept of control or receipt of cash than to omit either of these.  This is not 
an argument over semantics.  If income is equated with the arrival of cash at 
the doorstep, regardless of the terms on which it comes, the notion that it has 
anything to do with accession to wealth must be abandoned.  Such a 
definition does not merely require effacing the distinction between the one 
who gets the cash with no strings attached and the one who must repay.  It 
also presents an untenable choice on the payor side.  Either the payor who 
has a right to be made whole must be treated the same in income terms as the 
one who has no such right, or only the payor who has a right to be repaid 
must be treated as having received an asset from the payee.  The former 
 

164 SIMONS, at 50. 
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cannot possibly be right, and commentators, presumably in an effort to avoid 
that contradiction, have instead gravitated to the latter.165  That is surely 
correct as an income matter, but this option only pushes the problem back to 
the payee side.  How can the mere arrangement between the parties have 
provided income to the payee without reducing the payor’s wealth, even 
though no net wealth has been created?  Only by abandoning the idea that an 
accession to income involves an accession to wealth is it possible to maintain 
that an advance payment is genuine income to the payee. 

IV. Practical Considerations 

I have argued that, from an economic perspective, no income, apart 
from non-taxed psychic income, can be said to arise on an advance receipt.  
What, then, of the various rules providing for current taxation of advance 
receipts in some settings, and deferral of tax in others?  Should not all 
advance receipts be treated as taxable as and when they are associated with 
either a genuine accession to wealth or the transformation of latent capital 
into actual wealth, and not before? 

The tax administrator does not have the luxury of imposing tax only 
as and when true income arises.  The accrual method is an effort to 
approximate that ideal, but even the accrual method gives way to practical 
considerations that may result in deferral or acceleration of income for tax 
purposes as compared to the time at which real economic income arises.  The 
cash method, of course, is a still coarser approximation of true income, 
designed to make allowance for the fact that liquidity may not always attend 
income.  What these departures generally have in common is a need to 
accommodate tax collection to these realities.  Subpart A of this part 
discusses these issues in particular settings, and Subpart B contrasts the 
advance receipt case with issues arising under the claim of right doctrine. 

A. Advance Receipts 

1. Prepaid Services Income 

Perhaps the most significant departure from true income taxation for 
advance receipts is the taxation on receipt for most items of prepaid services 
income.  It is fair to say that the general rule of taxation reflects the 
expectation that prepaid services receipts generally will turn out to be 
received in exchange for actual services.  If so, a good time to tax them is 
when they are received.  The tax administrator has no interest in permitting 
the taxpayer to dissipate the fund and thereby become insolvent before the 
tax that is likely to be due can be collected.  Therefore the better presumption 
is taxation subject to a later deduction if it turns out the item will never be 
earned and the payment is returned. 
 

165 See, e.g., Dodge, at __. 
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By the same token, the availability of deferral to certain accrual-
method taxpayers suggests that concern over payment of tax liabilities may 
be overstated.166  It is also difficult to see why that worry, if it is real, should 
be able to be overborne by the taxpayer’s showing in the Artnell-type of 
situation, in which it is possible to identify particular services with particular 
dates and costs and thereby to avoid immediate inclusion.  The government’s 
concern with making sure it gets paid is not ameliorated by the taxpayer’s 
showing of exactly how much of any given prepayment is economically 
attributable to each particular future service the taxpayer provides.  The 
taxpayer still can dissipate the funds before tax is due. 

A possible way to justify the current rules would be to say that 
ensuring payment of tax that is likely to become due is one of many tax 
values, which include the matching principle.  If one concedes that the two 
types of concerns may be weighed against each other, then the current regime 
would seem reasonable.  The government’s interest in ensuring that tax due 
is collected entitles it to tax amounts that are likely to turn out to be income 
when they are received, as long as provision is made for amelioration of 
hardship when expected income items do not materialize.  In other words, 
where the likelihood of income is a close substitute for income, and the 
availability of a fund to pay tax on that income is a closer complement to the 
likely income than to the actual income, the government has a legitimate 
interest in taxing the likely income rather than the income itself.  
Nonetheless, the government’s interest in ensuring that tax due is collected 
has to be weighed against the value of taxing true income, and when 
taxpayers such as the baseball team in Artnell can demonstrate that their 
method of accounting is quite accurate, the collection value should give way.   
Further, it is likely that any taxpayer operating on the accrual method and 
capable of associating particular amounts with particular services as in 
Artnell is unlikely to fail to meet her tax obligations.  On the other hand, the 
basis for the Artnell exception most likely rests on the fact that the 
government has argued in favor of inclusion on the ground that the item is 
income rather than on the ground that receipt is the best time to tax. 

A recognition that the rules for advance services payments are 
grounded in the practicalities of tax administration also permits one to 
distinguish putatively identical situations that result in different tax 
outcomes.  Consider the equivalence discussed above between prepaid salary 
income on one hand, and borrowing from one’s employer on the strength of 
future salary to repay the obligation on the other.  The real income 
consequences are the same in the two transactions (income as services are 
provided), but the tax law’s method for dealing with them varies based 
largely on practical considerations. 
 

166 The latter group comprises principally C corporations.  [CHECK.] 
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(i) Payor and Payee in the Same Tax Bracket 

Assume in the first instance that the two arrangements are separately 
entered into and documented.  Assume further that the two parties, Employee 
and Employer, are both subject to the same marginal rate of tax.  Employee 
borrows $X from Employer, which he promises to repay with a market rate 
of interest over n years.  The $X is such that the monthly payments over the 
loan term exactly equal Employee’s monthly salary, so that no cash changes 
hands after the $X is transferred.  Under these circumstances, recognizing the 
separate existence of the loan and salary involves no abuse.  Because the 
arrangement is a loan, it is expected that Employee will repay.  Employee has 
no income on receipt of the $X, and Employer may not take a deduction at 
that time, either.  Employer will deduct and Employee will include salary as 
paid.  Employer also should include interest earned, but Employee is unlikely 
to be entitled to a deduction.167 

A danger arguably arises if Employee quits.  The loan obligation 
remains outstanding unless and until it is determined that the obligation is 
uncollectible or Employer decides not to collect, in which case Employer will 
be entitled to a bad debt deduction, and Employee would have income 
(subject to exclusion under Section 108).  If the government’s worry is that 
non-taxation of the cash on receipt deprives the government of its one chance 
to collect the tax that is likely to be due on the payment, the only workable 
rule is to disregard the loan arrangement and treat the arrangement as prepaid 
services income subject to the basic rule.  The issue is not really mis-timing 
of taxable income but ensuring that a likely taxable item does not escape the 
system before it is taxed.168 

At the other end of the spectrum, Employer and Employee may 
simply agree that Employer will prepay Employee’s salary of n years in a 
lump sum.  Here an asymmetry in tax treatment is likely to arise because in 
almost all such circumstances, Employer will be viewed as purchasing a 
long-lived asset (Employee’s services) that must be amortized rather than 

 
167 Since 1978, Section 163(h) has denied a deduction for “personal interest” paid.  Under 

the facts described, Employee’s interest might be deductible if Employee were instead an 
independent contractor, see IRC § 163(h)(2)(A), and it could be shown that the loan 
arrangement was made at the insistence of Employer, so that the interest was a cost “properly 
allocable to [Employee’s] trade or business.”  Id. 

Note that if neither the deduction nor the interest inclusion is accounted for, the effect is 
substitute taxation of Employee.  See Halperin, at 515-17.  If the two parties are in the same 
marginal tax bracket, there is no difference in terms of total tax paid.  If their brackets differ, 
the tax collected will differ from what it would be if each were taxed separately.  Id. 

168 See Gunn, at 25 (“If the only choice is encouraging or discouraging prepayment, the tax 
system should select the latter.”). 
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deducted.169  Meanwhile, unless Employee fits within the Artnell exception 
for deferral of income by certain accrual-method taxpayers, he will have to 
include the income on receipt.  For any taxable employer, the situation is a 
lose-lose proposition and illustrates the mismatch that arises when accurate 
taxation of one party (Employer) is yoked to a rule for the other party that 
embodies administrative convenience.  Since no tax benefit arises to either 
party, prepayment offers no benefit.  Even if Employer were allowed an 
immediate deduction, however, it would be offset by Employee’s immediate 
inclusion.  In other words, the tax law can remain indifferent as long as the 
two parties are in the same tax bracket and the worry about nonpayment is 
set aside.  The availability or not of a deduction and the associated inclusion 
simply reflects the parties’ implicit agreement on the question of who bears 
tax when the payment is made.  It has nothing to do with the substance of the 
arrangement, and no inference about its true nature can be drawn from 
whether Employer gets an immediate deduction while Employee includes, or 
not.  In fact the parties even could go so far as to structure the arrangement as 
an up-front loan together with post-paid salary income.  In the (common) 
case of accrual-method employers and cash-method employees, the 
arrangement provides an early deduction without a compensating taxable 
item, a phenomenon well known to the tax authorities.170 

(ii) Payor and Payee in Different Tax Brackets 

Complications arise if the parties are not in the same tax bracket.  To 
take one extreme case, assume that Employer is tax-exempt.  Then Employer 
is tax-indifferent between the two arrangements (prepayment of salary or 
payment as it is earned), and it will matter to the government whether 
Employee receives prepaid salary income or a loan, even if the worry about 
Employee’s default on his tax liability is removed.  In general, however, it is 
not in the parties’ interest to enter into a prepayment transaction in the first 
place.  The delay of payment until Employee earns the income (or better still, 
until after that time) enables him to be paid more because of the non-taxation 
of Employer’s interest income, unless Employee can deduct interest in the 
case of a formal loan.  As a general matter, the deemed interest Employee 
pays that is associated with a formal loan plus a separate employment 
agreement will be non-deductible personal interest, depriving the parties of a 
tax benefit through prepayment.171 

 
169 See Geier, at 144. n.429.  Note further that if Employer is an accrual-method taxpayer 

the economic performance rules of Section 461(h) would preclude any deduction until the 
years in which Employee provided the services. 

170 [CITE.]  The usual case would be deferral of payment for December services provided 
until early the following January. 

171 See IRC § 163(h)(2). 
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As an example, consider a case in which Employee’s current wage 
rate is $100 per year, interest rates are 10% and Employee is subject to a 30% 
flat rate of tax.  Employer is tax-exempt.  At the end of Year 0, Employee 
must choose whether to be prepaid $200 currently for salary to be earned in 
Years 1 and 2, or to be paid on December 31 of each of Years 1 and 2 at 
amounts equal to the future value of $100 today on each of those dates, or 
$110 and $121, respectively.  If Employee elects to take the $200 now, she 
will have $140 after tax, which if invested would grow to $160.29 after tax in 
two years.172  If she elects to be taxed on an annual basis, she would receive 
instead $77 at the end of Year 1, which if invested at that time for a year 
would grow to $82.39, and she would receive $84.70 after tax at the end of 
Year 2, for a total of $167.09 at that time.  The result of payment as earned is 
that Employee may take advantage of Employer’s tax exemption by, in effect, 
investing her future salary tax-free.  The net benefit of doing so is $6.80. 

If the parties structure the arrangement as a formal loan together with 
an employment contract and the loan is respected,173 Employee would end up 
with the same after-tax dollar amount as if she were paid on an on-going 
basis, assuming she could deduct the interest payments on the loan, which is 
the best of both worlds – prepayment plus tax deferral.174  (Of course, it so 
happens that the best of both worlds is the world in which income actually 
arises, so from a substantive standpoint there is no abuse.)  As indicated 
above, under current law the interest Employee pays to Employer would 
almost certainly be personal in nature and she would not be entitled to a 
deduction for it, so that the benefit of the loan arrangement would be 
negated.175  Thus, under current law one would not expect to see prepaid 
service income structured as a loan in any case.  Suppose, however, we 
disregard the limitation on non-deductibility of personal interest, which is a 

 
172 $140 invested for two years at an after-tax rate of 7% yields $20.29 of interest. 
173 There is some question whether the government would not collapse the two 

arrangements and treat them simply as prepaid service income.  In Haberman v. Comm’r, 31 
B.T.A. 75 (1934), an employee’s right to purchase employer stock at a discount financed by a 
loan from the employer was treated as compensation arrangement.  However, the court based 
its ruling on the fact that the petitioner was entitled to purchase the stock at a discount. 

174 Employee would receive $200 at the end of Year 0, which would grow on a pre-tax basis 
to $220 at the end of Year 1, at which time she would pay tax of 30% on the $20 of interest (= 
$6), as well as 30% on $90 (= $27), which represents her salary income (= $110) less the 
deemed interest paid to Employer (= $20), for a total tax of $33.  That would leave Employee 
with $187 (= $220 - $33), which would grow to $205.70 at the end of Year 2.  At that time she 
would owe 30% tax on $18.70 of interest she earned, or $5.61, plus 30% on $110 (= $33), 
which represents her salary income ($121) less the deemed interest paid to Employer (= $11), 
for total tax due for Year 2 of $38.61.  Subtracting this from $205.70 yields $167.09. 

175 Section 163(h) denies the deduction for personal interest. 
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relatively recent development.176  In that scenario abuse is possible, because 
Employee can make use of Employer’s tax exemption without paying for it.  
Consider a simpler case.  Employee can be paid $100 now or $110 in a year.  
Interest rates are 10%.  If Employee is paid currently, she has $70 after-tax 
income, which grows to $77 after one year.  After paying 30% tax on the 
interest she is left with $74.20.  Now assume that Employee instead 
negotiates to borrow $100 currently and to repay the $110 in a year with her 
salary.  Employee has no tax on receipt of the loan, and the $100 fund grows 
to $110.  The $10 interest is deductible, and she keeps the full $110.  After 
tax she has $77.  In effect Employee has enjoyed the tax exemption that 
belongs to Employer. 

If the parties are not dealing with each other at arm’s length in both 
agreements, one concern is that they would characterize a prepaid amount, 
structured as a loan, in connection with a services contract that over-stated 
the actual term during which Employee would be expected to provide 
service.  Suppose, in the preceding example, that $200 represents appropriate 
compensation for just one year.  If the arrangement is structured as debt plus 
a separate employment contract, deferral may succeed.  If Employee quits 
after one year Employer would have recourse on the debt, but there is no 
guarantee Employer would enforce that right.  In that case the government’s 
worry about non-payment could come to fruition.  An appropriate rule in this 
case would be simply to treat any employer-financed loan together with an 
employment contract as a single item of prepaid services income.  If 
Employee wants to defer income until it economically arises, she either must 
adopt the accrual method of accounting and satisfy the Artnell standard, or 
must arrange for a loan from a third party. 

Corresponding issues arise in the opposite case, where the service 
recipient is in a higher tax bracket than the service provider, though the 
specific difficulty under current discussion – the possibility of tax avoidance 
through the use of a loan arrangement – is unlikely to arise:  In this setting 
the parties have an interest in early payment together with early inclusion 
(and deduction).  The earlier that funds are delivered to the tax-advantaged 
party, the greater the tax benefit that the parties can share. 

Consider again the case in which the tax rate disparity is at a 
maximum.  Here the service recipient is taxable at a high rate and the service 
provider is tax-exempt.  Suppose the fair market value of services provided is 
$100 if paid to the service provider at the close of Year 1 and the question is 
whether to prepay the equivalent of $100 at the end of Year 0.  If both parties 
were taxable at the same rate, the service recipient would not obtain a benefit 
 

176 The limitation of Section 163(h) was adopted as part of the 1986 Tax Reform Act and 
became effective in 1987.  Pub. L. 99-514, § 511(b).  Most of the cases and rulings that 
established the treatment of prepaid services income predate this provision. 
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through prepayment because the forgone interest would equal the 
prepayment benefit.  If the service provider is not taxable, however, the 
service recipient can take advantage of the service provider’s tax exemption 
through prepayment.  Assume that interest rates are 10% and the service 
recipient’s tax bracket is 40%.  The service recipient’s after-tax rate of return 
is 6%, which means that the service recipient would have to set aside $94.34 
to cover his liability to the service provider one year later.  If, however, the 
service recipient paid the service provider immediately, he could cover his 
liability with $90.91,177 which is equivalent to paying the service provider 
$96.36 at the end of Year 1.  Obviously, in this less common setting the 
government would prefer a general rule treating prepayments as non-
deductible, but it does not have the luxury of different timing rules for 
different taxpayers depending on their relative tax brackets.  The government 
does have a tool, however, in Section 461(h), which as noted generally 
requires all accrual-method taxpayers to defer deductions for prepaid 
expenses until the associated economic performance occurs.  While the rule 
would not eliminate the tax advantage if the service recipient were taxed on 
the accrual method (as most service recipients are), it would reduce the tax 
advantage by approximately 50%.178 

2. Loans and Deposits 

The treatment of loan proceeds and deposits under the current 
income tax is also consistent with an effort to tax likely income on receipt 
and not to tax on receipt an item that is unlikely to become income, but it is 
less clear in this context than in the prepaid services context that this 
administrative regime is necessary.  As a general matter, genuine loan 
proceeds are not a close substitute for income:  They will be repaid.  
Therefore the appropriate presumption is that no tax will arise in connection 
with their receipt, and the corrective is inclusion when it turns out that the 
presumption is false.179  Notably, however, in those instances in which loan 
proceeds are a close substitute for income, they are taxed on receipt.  For 
example, a taxpayer who borrows against an annuity is treated as cashing out 
the annuity to the extent of the loan.180  Similarly, sellers of property under 
the installment method are treated as selling the purchaser’s installment note 

 
177 Presumably the service provider would capture some portion of the tax benefit, which is 

to say he would be able to command payment of an amount between $90.91 and $94.34. 
178 The service provider could pay the amount up front and take the deduction as services 

were provided, which averages out to payment half-way through Year 1. 
179 Typical situations include cancellation of debt, which generally is included in gross 

income subject to limitation for insolvent debtors, see IRC §§ 61(a)(12), 108, and 
compensation, as long as the parties initially believed the amount was genuine debt or the 
property was subject to a substantial risk of forfeiture when it was transferred.  See id., § 83. 

180 IRC § 72(e)(4)(A). 
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to the extent of any proceeds received on pledging the purchaser’s note.181  
The reason for these exceptions is that the offsetting obligation of the 
borrower is effectively zero, because the income that will be used to satisfy 
the note already exists, which is to say the transaction is effectively a sale.  It 
is not that the security for the loan is available should the borrower default 
(that is always the case), but rather that the security is what the borrower is 
expected to use to satisfy the loan. 

Contrast the annuity and installment sale rules with the rules for 
borrowing against appreciated property.  Even in the case of non-recourse 
debt, the loan is not treated as a disposition of the property,182 presumably 
because in the case of a genuine loan the lender does not act as a purchaser of 
the security but as the seller of liquidity, and the borrower retains enough of 
the incidents of ownership of the security to continue to be treated as such.183  
Unlike the pledging of an annuity or installment obligation, in the case of 
genuine debt the grant of security is a backstop to the promise to fulfill the 
obligation, not the sale of property in satisfaction of it.  When an installment 
obligation or annuity is used as security, however, the arrangement is 
indistinguishable from a prepaid forward sale of the note or the annuity.184 

Deposits are a closer substitute for income, since they typically 
function as a reserve against non-payment of a future obligation of the payor, 
often non-payment for services to be rendered.185  A blanket rule of 
inclusion, however, would be inappropriate, at least where the recipient can 
be expected to account for the deposit by appropriately characterizing any 
hidden interest in the arrangement.  Ordinarily Section 7872 would ensure 
this outcome, but cases such as Indianapolis Power & Light present a 
difficulty.  Because no clear method exists for computing interest on a 
 

181 IRC § 453A(d).  The section applies only to installment sales greater than $150,000. 
182 Woodsam Associates, Inc. v. Comm’r, 198 F.2d 357 (2d Cir. 1952). 
183 Crane v. Comm’r, 331 U.S. 1 (1947).  Economically, borrowing on a nonrecourse basis 

is equivalent to borrowing on a recourse basis and purchasing a put option on the loan.  See 
Daniel N. Shaviro, ____.  The purchase of a put on property one owns represents a division of 
the incidents of ownership.  The lender assumes the risk of loss while the borrower retains the 
benefits of potential appreciation.  In a genuine loan arrangement, the law does not regard the 
transfer of risk as so great that it turns the transaction into a sale.  Woodsam, supra.  Further, 
the realization rule prevents previously negotiated loans from turning into sales when 
subsequent developments make the probability that the lender will retain the property much 
larger, unless and until the borrower actually puts the property to the lender.  See Comm’r v. 
Tufts, 461 U.S. 300 (1983). 

184 The taxation of prepaid forward contracts (“PPF”) is somewhat uncertain.  Under 
Section 1259 a simple PPF will typically be taxable, but if the payment amount is contingent it 
may not.  See Rev. Rul. 2003-7, 2003-1 Cum. Bull. 363 (deferring tax on proceeds received 
under a variable PPF).  However, where the effect of the contract is to circumvent the limits 
that apply to a tax-favored item such as an annuity or an installment note, Congress evidently 
has judged that current taxation is appropriate. 

185 BITTKER & LOKKEN, ¶ 105.5 
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deposit where the timing of any refund is contingent,186 the problem of 
accounting for the interest both to IPL and to the customer remains, though it 
is not insurmountable.187  Despite the practical difficulties of calculating 
interest, however, the provision of an interest computation method in Section 
7872 presumably removes opportunities for abuse.  Further, where the payee 
is the sort of taxpayer unlikely to dissipate the deposit, and/or the depositor 
can be expected to monitor the holder, worries about non-taxation of the 
deposit if and when it is earned would seem overstated. 

3. Prepaid Rent Versus Deposit 

Advance rent is taxable,188 but a “security deposit” accepted to 
secure future rent or other obligations of the lessee may or may not be 
taxable.189  As previously argued, whether the item is denominated advance 
rent or a security deposit is immaterial if the sole effort is to tax income when 
it arises.  The administrative questions are whether there is any reason for 
concern if payments in substance advance rents are deferred as deposits until 
the time the rent is due and, if there is, whether the concern is addressed by 
the parties’ observing the formalities of a deposit. 

As contrasted with prepaid services income, rent is often deductible 
or amortizable because paid as a business expenditure.190  At one level this 
fact suggests the government should be less concerned about whether 
advance rent is included in income or not, because a corresponding deduction 
should be available to the lessee if, but only if, the amount is treated as rent 
rather than a non-includible, non-deductible deposit, and rent, unlike prepaid 
compensation, is unlikely to escape tax forever.  Unlike compensation 
income, the worry that the associated tax will never be collected if the item is 
not taxed on transfer is probably overstated.  In short, it is difficult to see 
why inclusion of prepaid rent only as and when earned would lead to non-
payment of tax.  Most lessors are solvent, and most are not going anywhere. 

Like prepaid services income, however, amounts denominated 
advance rent are treated on the payor’s side under genuine accrual principles.  

 
186 The arrangement in IPL would have constituted a “demand loan” under Section 

7872(f)(5), except that customers did not have the unfettered right to demand return of the 
deposits.  (Although they could demand their deposits back, IPL reserved the right to cut off 
service in that event.)  The final sentence of that Code section provides for the Treasury to 
promulgate regulations treating any loan having an indefinite term as a demand loan, but no 
regulations have been issued to date. 

187 See George K. Yin, Of Indianapolis Power & Light and the Definition of Debt: Another 
View, 11 VA. TAX REV. 467, 487-90 (1991). 

188 Treas. Reg. § 1.61-8(b). 
189 See, e.g., Clinton Hotel Realty Corp. v. Comm’r, 128 F.2d 968 (5th Cir. 1942); see also 

Klein, at 1691-94 (discussing authorities). 
190 See IRC § 162(a)(3). 
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In general advance rent is deductible only ratably over the lease term,191 
subject to a narrow exception where non-tax business exigencies mandate the 
prepayment and the early deduction does not distort the taxpayer’s income.192  
Thus, the same asymmetry in tax treatment arises here as in the prepaid 
service income context: accrual principles on the deduction side and cash-
flow principles on the income side.  These considerations suggest the 
government’s reasons for insisting on current inclusion for advance rent may 
have more to do with revenue raising than fears about tax evasion or a 
distortion of income.193  Requiring deferral of the deduction and current 
inclusion creates double taxation.  Thus, if the rules on deferral of the 
deduction persist for advance rents, the more favorable treatment on the 
payee side for deposits represents an opportunity for self-help that taxpayers 
should be permitted to take advantage of, when possible.  The disparate 
treatment of advance rents and deposits on the income side, coupled with the 
persistence of accrual taxation on the deduction side and the fact that worries 
about non-collection of tax are generally unfounded, indicate that deposits 
should continue to be treated as non-includible on receipt. 

4. The Taxpayer Option 

The preceding discussion discloses a significant problem that the 
rules for taxing advance receipts create for the government.  The problem is 
not so much that the rules depart from those that would apply under a pure 
income tax; it is that the rules give taxpayers options they would not have 
under a pure income tax.  Anytime tax rules create electivity, significant 
reductions in tax will occur and, where electivity requires modification of 
behavior, deadweight loss as well.194 

Moreover, the electivity problem is greater than might appear.  It is 
not confined to the choice to make or receive payments on an advance basis.  
It also extends to control that taxpayers have over the tax treatment of 
payments after they have been made.  Consider again the case of a loan made 
in connection with the provision of future services.  Assuming the separate 
loan contract is respected, the parties may be able to defer inclusion to the 
service provider, as explained above.  In addition, the deferral arrangement 
gives the parties the opportunity to lower their tax liabilities based on 
developments that occur or information that becomes available after the 
contracts are negotiated.  Suppose the parties have structured their 

 
191 Rev. Rul. 74-589, 1974-2 Cum. Bull. 286. 
192 Howe v. Comm’r, 2000 T.C. Memo 2000-291. 
193 See Geier, at 19. 
194 See Daniel N. Shaviro, An Efficiency Analysis of Realization and Recognition Rules 

Under the Lederal Income Tax, 48 TAX L. REV. 1, 57 (1992) (“Taxpayer elections tend to 
encourage the substitution of tax planning costs for tax payments, or in other words, excess 
burden for the transfer of value to the government.”). 
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arrangement as a loan plus a separate employment contract because the 
service provider is the more highly taxed party to the arrangement.  If 
effective tax rates change so that the service provider becomes more lightly 
taxed, the parties may simply cancel the loan (or part of it) by deeming it to 
be forgiven.195  The loan cancellation would result in compensation income 
to the service provider,196 and a deduction to the service recipient.  The net 
effect is to lower the total tax due.  Conversely, where a prepayment was not 
structured as a loan because the service provider was initially the more 
lightly taxed party, in the case of a rate change in the opposite direction, the 
as-yet unearned portion of a previous prepayment could be “returned,” and a 
new loan plus services contract negotiated. 

This difficulty likely provides a partial explanation for the 
government’s hostility to prepayment arrangements generally.  By insisting 
on a single rule on the payee side for as wide an array of cases as possible, 
and for real economic accrual on the payor side, the opportunities for abuse 
through the exercise of tax rate options are minimized, though they are not 
eliminated. 

B. Claim of Right 

Claim of right represents an unusual kind of payment because it may 
well consist, in whole or part, of already created but untaxed wealth.  To that 
extent it is not really an advance payment; rather it is a current payment of 
uncertain or disputed character.  What is uncertain is who has the income, not 
whether there is any.  By contrast, I have argued that advance receipts 
generally are not income to anyone at the time of receipt because there is no 
income that has arisen as a result of the payment.  Rather they (i) will 
become income to the payee over time because provided in exchange for 
wealth that will actually be created (e.g., prepaid services income for services 
that later are actually rendered), (ii) will never be income because they will 
be returned to the payor (e.g., loan proceeds repaid to the lender), or (iii) will 
be accounted an income item to the payee because they unexpectedly turn 
out to represent a transfer of wealth to her from the payor (e.g., loan proceeds 
not repaid to the lender), in which case an offsetting loss is allowed.  In this 
third setting, what is accounted an income event is more properly understood 
as a reassignment of income already earned. 

 
195 As an example, the service recipient may have had a zero effective tax rate because of 

net operating loss (“NOL”) carryovers.  See IRC § 172.  If the service recipient is acquired in a 
tax-deferred transaction, the successor to the recipient may not be able to make use of the 
NOL carryovers.  See IRC § 382. 

196 Rev. Rul. 2004-11, 2004-11 I.R.B. 583. 
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North American Consolidated Oil,197 discussed above, illustrates the 
difference between a common claim of right case and an advance receipt.  In 
North American, it will be recalled, the question was who was entitled to the 
1916 profits from oil-producing land.  The taxpayer received and was 
adjudged taxable on them in 1917, though the taxpayer might have been 
called upon to return the profits in a later year.  As contrasted with the typical 
advance receipt case, here there was no question that at the time received the 
item itself represented or would represent net income to someone.  The 
income, in short, already existed in 1917.  Thus claim of right cases, to the 
extent they involve such untaxed income items, raise a practical question 
different from those in the advance receipt cases:  Who should be treated as 
the owner of an item that is indisputably income when ownership of the item 
is uncertain?  The question is to be contrasted with the usual prepayment 
questions:  Is the item likely to be income to the transferee and, if so, is 
receipt the appropriate time to tax it?  In the North American type of claim of 
right case, the proposition that someone should be taxed on receipt is 
stronger because someone does have income – we just don’t know who it is.  
Unless the tax law is willing to tolerate un-owned income, someone must be 
taxed. 

A pure income rule for claim of right thus would levy a tax on 
payment, to the extent the amount represented already earned income, 
assuming, as seems reasonable, that all income is owned by someone.  The 
rule, however, would not make the payee fully liable for the tax, because the 
fact that the item is subject to possible repayment means that the real value of 
the item to the payee is less than its face amount (even setting aside time-
value concerns).  A true measure of the payee’s income on receipt would 
discount the amount by the probability that the payee would have to pay it 
(or part of it) to someone else.  The balance of the income would be taxable 
to that other person.198 

Needless to say, such a rule would be unworkable in practice.  In 
most cases it will not be possible to discount the likelihood of repayment.  
Even if it is, the process of making adjustments over time as probabilities 
shift would be cumbersome at best.  Finally, there may be comity or other 
reasons that would make discounting inappropriate.199  The cash-method 
accounting rule that the courts have adopted is a reasonable solution in most 
cases for reasons similar to the likely income rationale that applies where the 
 

197 286 U.S. 417 (1932). 
198 Klein offers a similar analysis of the “pure” claim of right case.  Klein, at 1689-90. 
199 The comity issue would arise where the right to the income item depended on a state 

court adjudication of the taxpayer’s rights.  For example, a federal tax authority might resist 
discounting the probability of income inclusion of a state-court litigant on the ground that it 
was unlikely the state court’s ruling would be upheld on appeal.  See Comm’r v. Bosch, 387 
U.S. 456 (1967). 
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prepayment is not itself an income item but is expected to be later on.  In the 
greater scheme of things the item received under a claim of right is not 
(mere) likely income but actual income, which means there is very good 
reason to tax it currently.  The uncertainty relates to “who,” not “whether.”  
But with respect to the taxpayer in any individual case, the item is likely 
income, or, perhaps better said, it is more likely income to the taxpayer than 
to anyone else, assuming the item goes to the party most likely to be entitled 
to it at the end of the day.200 

V. Conclusion 

Ultimately the proper treatment of advance receipts under either an 
income or a consumption tax depends on keeping three conceptual questions 
distinct:  What is income?, What is consumption?, and To what extent should 
the tax on income or consumption be modified for purposes of tax 
administration, political legitimacy, or other purposes external to the effort to 
tax the base itself? 

With regard to the first two questions, on a macroeconomic level one 
may say that in general income is putting resources into the public store – 
producing or creating wealth – and consumption is taking them out.201  The 
associated tax simply reaches these activities.  To the extent the tax is a 
personal tax, the tax system will attempt to associate the taxed activity with 
the person who engages in it.202  Under an income tax, this means taxing 
accessions to wealth.  An agreement to create wealth, such as a prepaid 
service arrangement, is not an accession to wealth but only a contract to 
create it.  Only once the wealth is really created may we say that there is 
genuine income.203  If that were not the case, wealth could be multiplied 
indefinitely by the expedient of entering into executory contracts, without 
regard to whether they were completed.  For this reason, prepaid service 
income is the same as a loan in economic terms, the only difference being the 
presumptive result of the transaction.  Under a loan arrangement, it is not 
contemplated that wealth will be created (except from the use of the money, 
which is paid for and properly charged as income to the lender), and the fund 
the borrower receives is not made available to satisfy a future claim on 
 

200 This will not always be the case, of course.  An amount awarded to a taxpayer on the 
basis of a clearly erroneous lower court judgment is likely to be taken away on appeal, but the 
claim of right rule will still apply. 

201 For income, see ___; for consumption, see THOMAS HOBBES, LEVIATHAN, Ch. __. 
202 Technically, this is a distributional rule, not a rule about taxing either income or 

consumption.  To the extent a tax is considered a method for raising revenue (as opposed to a 
method for distributing it), the identity of the taxpayer is irrelevant.  An income tax could be 
effected even if after-tax amounts were not the property of the taxed party.  Similarly, a 
consumption tax could be effected by requiring a person not the consumer to pay the tax on 
what is consumed. 

203 See Klein, at 1697-98 (arguing that contracts do not create wealth). 
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income by the borrower; under a prepaid service arrangement, it is 
contemplated that wealth will be created and transferred to the payor. 

To be sure, the tax system sometimes accounts a transaction as an 
accession to wealth when no wealth creation has occurred.  The typical 
situation is where the production of wealth preceded the ultimate accession, 
and the tax system must make a correction because the initial accession was 
taxed to the wrong party.  In these instances, what is called an accession is 
really a reassignment of wealth already created (and taxed), and there 
generally will be an offsetting deduction associated with the reassignment.  
Thus cancellation of debt is income to the borrower not because the 
cancellation is a true accession to wealth, but because the identity of the 
person acceding to the wealth is different from the assumption the tax law 
made in assigning that value to the lender.  Typically the lender will have an 
offsetting deduction,204 but in point of fact the tax would not cease to be an 
income tax if no inclusion were required and no deduction allowed. 

A consumption tax, by contrast, is a tax on the withdrawal of 
resources from the public store.  Therefore, whether there has been an 
accession to wealth in connection with the withdrawal is immaterial.  The 
criterion is in fact withdraw of resources.  Needless to say, it is possible to 
consume without wealth because it is possible legitimately to take property 
out of the public store without associated wealth, if one is prepared to put in 
a marker for it.  The marker, of course, may be a claim on unrealized 
resources, such as human capital.  The marker is not wealth, however, just a 
promise to create it.  That is, control does not imply wealth.  The creation of 
that wealth, of course, is not a taxable event under a consumption tax.  It is 
only taxed under an income tax. 

As regards the third question – What departures from a pure income 
or consumption base are appropriate in light of administrative and other 
concerns? – the answer is obviously context-dependent.  The very existence 
of the cash method of accounting, which applies to the vast majority of 
taxpayers under the actual income tax,205 attests to the significance of 
administrative concerns in operating an actual income tax system.  Similarly, 
the realization rule under both an income and a consumption tax plays a 
significant role in tax administration, even though in both cases it authorizes 
substantial departures from a pure tax base.  Whether it is appropriate to 
tolerate these kinds of rules for any particular tax system depends on such 
factors as the availability of liquidity, political acceptability, valuation, and 
others such as whether the tax system ought to promote or retard certain 
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activities.  It does not depend, however, on whether the advance receipt is 
“income” or, for that matter, consumption. 

As previously discussed, the income tax rules for advance receipts 
reflect an effort to accommodate a tax on income to practical realities.  The 
most significant departure from a true income base in this area is the general 
rule of taxing advance services income on receipt.  As discussed previously, 
one may conceptualize this rule as a tax on likely income instead of on actual 
income, because likely income is a good substitute for actual income, and 
because the timing of actual income may be unlikely enough to coincide with 
the actual availability of funds to pay tax to make a true income tax rule 
administratively workable.  A less generous theory for the rule is that the 
government would prefer to get paid sooner. 

Other rules, which also generally defer tax on advance receipts, are for 
the most part correct from a pure income tax standpoint.  Far from 
representing an inapt importation of the matching value into the income tax, 
they recognize that the matching value, when appropriately modified to 
account for time-value-of-money concerns, is a core value of the income tax, 
and they endeavor to respect it by delaying taxation until income arises. 


