
Anschutz and a
21st-Century Tax System

By David Cay Johnston

Comparing Philip Anschutz’s S corp return to the
23-year-old kid in his first job out of college seems like
comparing apples and oranges to me and quite unfair.

— Scott Hodge, Tax Foundation president, on flaws in
the official income distribution data.

Tax law always lags behind financial innovation.
When the two clash, as they have increasingly in this era
of complex derivatives and the spreadsheets that enable
them, the friction creates smoke that blurs issues. But
sometimes it ignites an illuminating spark.

The latter is what comes from a pair of Tax Court cases
that have attracted only passing mention in the news, but
are rich with implications for tax policy and economic
growth. These cases also illustrate how the official data
vastly understate the economic incomes of those at the
top, creating a false impression of their tax burden. False
economic data in turn results in warped public percep-
tions and policies that damage our economy and our
democracy.

The cases were brought by Philip Anschutz, the
second-generation wildcatter who struck it rich with a
huge oil find and then parlayed that luck into an enor-
mous fortune by discerning opportunities others didn’t.
He was particularly adept in creating value by using
railroad rights-of-way to lay fiber optic cable for telecom-
munications.

Anschutz is a well-known name at the Tax Court. By
my count he has brought eight cases, settling five,
winning one, with two pending. Judge Joseph R. Goeke
conducted the trial last year, so a decision on the two
outstanding cases is expected soon.

His drilling hit a buried sea of black gold that caught
fire. As it burned, Anschutz bought out a partner and
bought up neighboring mineral rights with some impres-
sively fast dealmaking based on chutzpah, not cash. He
sold half of the oil and gas in 1982 to what is now Exxon
Mobil for $500 million ($1.1 billion in today’s dollars).

Then he parlayed that cash, and the ongoing cash flow
from the oil he retained, into control of railroads (the Rio
Grande and later Southern Pacific) and used the rights of
way to develop fiber optic lines to compete against
AT&T. He founded Qwest, which later acquired USWest
to become the dominant Rocky Mountain telephone
utility.

Anschutz is also into film production (Ray, Holes, The
Chronicles of Narnia), movie theaters (the Regal chain with
its stadium seating and often painfully high sound
volumes), sports teams here and in England (sometimes
he owns both soccer teams playing against each other),
stadiums (including the Staples Center in Los Angeles),
two newspapers known for the right-wing slant in their
news columns (the Washington and San Francisco Exam-
iners), and much more.

He is just the kind of innovative investor who creates
real wealth. But he also benefited from a long list of
subtle government policies, including the 1980 Staggers
Act, which let his railroads enter into contracts whose
terms are secret even when government is on the other
side of the deal. While the contracts are secret, the prices
extracted from customers show that some of them in-
volve monopoly pricing, an example of how government
policy interferes in markets to the benefit of the richest
and the detriment of everyone else.

At issue in the Tax Court is a twist on the innovative
financial engineering devised to get around section 1259.
The 1997 law that created section 1259 put an end to
short-against-the-box. By using that arcane trick, anyone
who was rich could get cash now and avoid taxes by
selling short against the shares of stock they held in their
own lockbox.

Because you owned shares of the firm you shorted and
used your shares to cover the shorted ones, you were
perfectly hedged while holding greenbacks. At death the
step-up in basis kicked in, and the deal was closed out.
The technique was around for 75 years, but it became
instantly infamous 15 years ago thanks to Ronald Lauder,
the cosmetics mogul who dabbled in politics.

As William Gale of the Brookings Institution put it in
1996: ‘‘How fair is a tax that the wealthy can apparently
avoid but the middle class gets stuck with? I don’t see
any fairness in that.’’

Congress agreed. But the 1997 legislation that killed
short-against-the-box begat a new end run around capital
gains taxes called variable prepaid forward contracts.

These contracts let you pocket cash now from low-
basis stock without selling it, while possibly paying your
taxes a decade or so into the future. There is still a short
involved, only the shorting is done by the party that
supplied the cash in return for a future right to sell shares
of stock. The difference is someone else shorted the
shares, not you.
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implications for developing a new tax system for the
21st-century economy.
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But because of transaction costs, only the very, very
rich can do these deals.

The IRS has yet to issue formal rules on section 1259.
Still, the Service has informally blessed the prepaids, or at
least the early versions. But just as ancient Greek columns
over time morphed from the simple Doric to the fluted
Ionic to the decorative Corinthian, so have variable
prepaid forward contracts become more ornate over
time. Doric passes muster, Ionic perhaps not.

What caught the eye of IRS auditors looking over the
tax returns of Anschutz, Nancy Anschutz, and his solely
owned Anschutz Co. was not the prepaid contract itself,
but a second agreement, known as the share loan agree-
ment, which kicked in not long after the prepaid.

DLJ Cayman Islands, which did the deal and later
became part of Credit Suisse, went into the market to
short shares of the companies for which it gave Anschutz
cash. Then, once the market price was established, it
closed out its market short position and borrowed shares
from Anschutz to cover it.

To the IRS that second agreement made the whole deal
a sham. Think of it as the tax equivalent of the subtle
bulge in Doric and Corinthian columns that tricks the eye
so that when seen from below, the columns look straight
even though they are actually wider at the top.

The IRS considered the prepaid contract and the share
loan agreement separate in name only. When viewed as
the alpha and omega of the deal, it looked just like the
subterfuge that section 1297 was supposed to stop: a
totally hedged deal that transformed risky pieces of
paper known as stock certificates into risk-free pieces of
paper known as greenbacks.

During the trial, the 2000 and 2001 deals were at issue.
These are only a fraction of the many similar tax deals
Anschutz has done. The deficiency notices to the couple
and his company total $143.6 million. That implies that
the deals at issue in the Tax Court generated more than
$574 million of cash for Anschutz.

Robert Rudnick, the veteran Shearman & Sterling tax
lawyer who was a prepaid pioneer, argued in court
papers that the prepaid contract and the share loan
contracts are separate. The IRS ‘‘methodology is funda-
mentally flawed,’’ Rudnick wrote. ‘‘Numerous courts
have recognized that independent and separable obliga-
tions must be treated separately for tax purposes, even
where those obligations were created at the same time
and run between the same parties.’’

The IRS says that is a classic form-over-substance
argument and should be rejected. (For Anschutz’s brief,
see Doc 2010-9937. For the IRS brief, see Doc 2010-9938.)

To understand this dispute, let’s look a bit deeper at
how the transaction worked.

When the first prepaid contract was executed, An-
schutz got cash equal to 80 percent of his shares’ value.
That is what he would have netted at the time after taxes
because the federal capital gains tax rate was 20 percent,
and Colorado, where he is a resident, does not tax gains
on shares held for more than five years.

Indeed, that much cash may have even been more
than Anschutz could have gotten in the market, because
when a huge volume of shares is sold it tends to depress
the share price. But Anschutz got more than just cash in
hand.

Anschutz arranged two other benefits besides tax-free
cash. One was that if the value of his shares fell, he could
walk away from the deal when the contract expired a
decade later, at which point he would pay capital gains
taxes. Inflation alone meant his tax bill would have
shrunk by more than a quarter. So he had a downside
hedge and an implicit tax savings.

But if the price of the shares increased, then the first 50
percent of the gain went to Credit Suisse and anything
above that to Anschutz. That’s the variable part of the
contract. So imagine a deal with a billion shares at a buck
a share and zero basis. You pocket $800 million today and
pay zero tax. A decade from now the shares have
doubled, making them worth $2 billion. At the end of the
day you owe the $1.5 billion because of the 50 percent
increase. That means you get back shares worth $500
million.

Anschutz testified that he thought of this arrangement
as a sophisticated new long-term loan with variable
pricing at the end. It strikes me that way, too, although
few people have ever taken out a loan that turns them a
profit when they pay it off.

Of course, if the deal ends that way, your tax deferral
ends and you will have to pay taxes on the shares you
turned into cash a decade earlier.

Here Anschutz got lucky, because not only had infla-
tion reduced his tax, but Congress also cut the capital
gains rate from 20 percent to 15 percent. But this does not
matter, because Anschutz still had two ways out of
paying even this reduced tax.

First, he can settle for cash — $1.5 billion in this case —
and take back his shares. That leaves him low-basis
shares with their embedded capital gains tax that will
come due if sold.

Second, he could acquire new shares in the market —
shares with a high basis — and use them to settle the deal
with old shares. That would effectively defeat the capital
gains tax.

The legal significance: If Anschutz’s very able execu-
tives and lawyers succeed in selling this deal to Judge
Goeke, then for the very richest among us the capital
gains tax will move from a sometimes voluntary tax to an
almost fully voluntary one.

Those with more modest gains — say, less than seven
figures in any year — will just have to continue to pay up.
The reason? The costs of the Anschutz transactions put
them out of the reach of the merely rich. The law ought to
level the playing field, not add those bumps that skiers
call moguls.

Consider what the authoritative tax master Robert
Willens said about the simple short-against-the-box strat-
egy before section 1297 was adopted:

I am torn on this issue. As someone who makes my
living catering to these clients, I find these products
useful and successful. But as a citizen, which I am
after about 6:30 every evening, I worry that there is
a growing perception that these tax techniques are
available only to the wealthy few, that the average
citizen and investor doesn’t have access to them.
Nothing does more to undermine our tax system
than that.
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I agree. Perception matters. Fairness matters. And
most of all, integrity matters. One set of rules for billion-
aires and another for typical investors breeds resentment
and undermines our democracy. It is crucial to keep in
mind that the foundation of all wealth is taxes, and
without taxes there is no civilization, and without civi-
lized society to protect life, liberty, and property there is
no wealth — at least no legitimate wealth. In the jungle,
only the tiger and the thug possess.

William M. Paul at Covington & Burling, who wrote a
perceptive early analysis of section 1259, said that if
Judge Goeke rules for Anschutz, we can expect many
more deals with share loan agreements. (For Paul’s
article, see Tax Notes, Sept. 15, 1997, p. 1467, Doc 97-25853,
or 97 TNT 178-63.) And if the judge rules for the IRS, then
it is back to simpler versions of prepaid contracts.

Whatever the outcome, Paul argues that the ultimate
resolution should not come from litigation, but legisla-
tion. Amen. Litigation alerts us to issues. But even when,
as with this case, we get a brightly focused light instead
of obscuring smoke, Congress, not judges, must make tax
policy.

And that brings us to the larger issue, one that goes
beyond how much of the burden of supporting the
society that has made his riches possible should be borne
by Anschutz.

Sound legislation depends on sound facts. But prepaid
contracts result in misleading data on incomes and, more
significantly, economic gains.

The policy issue raised by the Anschutz cases is not
just if and when super-rich investors should be taxed, but
how much of the nation’s economic gain flows to them
and, thus, how much of the burden of government they
bear. The evidence is that they bear a lot less of the

burden than many people believe, including Scott
Hodge, who raised the issue at a Tax Notes conference
and is quoted above.

Anschutz’s cash — just from the deals examined at
trial — would, if counted as income, be more than three
times the average of the top 400 taxpayers that year. Just
replacing the 400th-highest-income taxpayer that year
(who made less than $87 million) with Anschutz would
significantly change the average income and tax burdens
in the top 400 list. Indeed, it is enough money to alter the
data on the top hundredth of 1 percent, the top 30,000
people in America, who now report more than six cents
out of each dollar earned by more than 300 million
Americans.

We need a proper measure of economic gain at the top,
not just of income measured by tax rules. Without that
knowledge, we cannot begin to draft a tax system for the
21st century.

All wealth is based on taxes. Without government, and
the taxes that support it, all of Anschutz’s genius as a
businessman would be worth nothing, because some
band of thugs would just take his property. At the same
time, the rest of society, in harvesting the economic gains
of the successful to finance government, must also devise
rules that encourage wealth creation, not mere accumu-
lation.

What kind of a tax system we need in a world of
intangible assets and wealth built on intellectual fire-
power and intellectual property rights is not clear. But it
will forever be obscured in the smoke of tax rules, and
tricks to get around them, until we get a proper measure
of gain.

Your thoughts? E-mail me at JohnstonsTake@tax.org.
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