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FEDERAL INCOME TAX TREATMENT OF CAPITAL GAINS
AND LOSSBES

The provisions of the F ederal income tax laws levying special low
rates on capital gains and limiting the deductibility of capital losses

frequently receive attention in connection with possible tax revision.
This study exumines the present capital goin and loss provisions,
traces their historical development, and analyzes their revenue
equity, and cconomic flects. 1t is confined to providing factual and
analytical background materisl and contains no policy recommenda-
tions.

The study takes into consideration legislation to and including the
Revenue Act of 1050 but does not cover the pending proposed revi-

sions in the taxation of capitul gains.

TAX ADVISBORY STAFF OF THE SECRETARY,
United States Treasury Department.
June 1961.
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FEDERAL INCOME TAX TREATMENT OF CAPITAL GAINS
AND LOSSES
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SUMMARY

Throughout the history of the income tax the provisions pertaining
to capital gains and losses have been controversial and often mis-
understood. The frequency with which these provisions have been
changed suggests that a sottled policy concerning the treatment of
capital gaius and losses us components of taxable income has not been
established.

Capital gains and losses result primarily from the sale or exchange
of property which the tax luws define as capital asscts. According to
present law, capital assets are all property eacept certain exempt
classes, namely, (1) stock in trade, (2) depreciable assets, (3) real
estate used for business purposes, (4) a copyright, literary, musical
or artistic composition, and (5) certain types of Government securities.
The principal types of property constituting capital assets, therefore,
are sccurities representing ownership or creditor interests in corpora-
tions, real cstate (not used for business), artnership interests in
business enterprises, patents, and contracts o? various Ltypes.

Property held by individuals for consumption rather than invest-
ment, such as owner-occupied residences automobiles, and durable
houschold equipment, falls within the legai definition of capital assets.
However, the main form of capital assets held by individuals is cor-

ration securitics. Gains from stock and bond sales probably account
or three-fourths or more of all taxable capital gains.'

1. PROVISIONS OF EXISTING LAW

Gain from sale or exchange of capital assets i8 taxed in one of two
ways depending on the length of time the asset has been held.
held less than 8 months the gain is considered short-term and is taxed
like other income. 1f held more than 6 months the gain is considered
long-term and i8 taxed in 8 preferential manner, i. o. at lower effective
rates than ordinary income.

At present, only one-half of long-term capital gains need be taken
into account for tax purposes in the case of individuals.? This per-
contage exclusion of long-term capital gains from the income tax base
means that tax rates on long-term capital ins are, in fact, one-half
the rates on ordinary income. In addition, the law provides an
alternative flat rate applicable to long-term capital gains at the tax-
payer's option; this further reduces the tax for individuals with large

+ The exact proportion is unknawn sinoe capital gains are not reported by typesof property on tax relurns?
th:éha\‘e not heen sn reported since 1048,

orporations are required to take 100 percent of long-term capital gains into sccount bat the rate of tax
is limited to 25 percent.
1
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incomes. A singlo person having taxable income of more than 818,000
and & married couple having taxable income of more than $36,000
will save tax by using the alternative rato computation. This alterna-
tive rate is 50 percent of the amount of long-term gain taken into
account or 25 percent (50 percent X 30 percont) of the entire amount.

Proferontin®tax treatment of capital gains has been in force sinco
1022, Sinco 1024 it has been accompanied by limitations on the
deductibility of capital losses from ordinary income. At present
individuals may deduct no more than $1,000 of capital net loss from
other income in any single vear. Unused losses, however, may he
carried forward for 5 yoars; in effect, therefore, $6,000 of capital loss
from a single transaction may be offset against ordinary income. There
are at present no limitations on the extent to which capital losses
may be offset against capital gains within any taxable year.

II. HISTORICAL BACKGROUND

The legislative history of the capital gain and loss provisions is a
record of frequent. shifting and experimentation in an effort to reach
an acceptable compromise solution to the conflicting tax equity, rev-
enue, and incentive considerations involved. From enactment of the
modern: income tax in 1913 through 1921, capital gains were taxed
like ordinary income. From 1913 to 1916 no provision was made for
deducting capital losses.  From 1916 to 1918 capital losses might he
offset against capital gains and from 1918 through 1923 capital losses
might be offset without limit against taxable income of any kind.

In the Revenue Act of 1921 Congress first decided to allow pref-
erential treatment to long-term capital gains, largely in an effort to
stimulate sales of appreciated property. Special low capital gains
rates have remained in the tax laws down to the present time although
the method of extending this preferentinl treatment has changed
several times,

From 1922 through 1933 the taxpayer had the option of segregating
long-term capital gains from ordinary income and applying a flat rate
of 124 percent to the segregated gains. 1n 1924 deduetibility of losses
was limited to the same 12%-percent rate that was applied to gains.

Capital loss limitation, originally conceived in 1924 as a method of
balancing the special low rate applied to gains, was tightened following
the 1929 decline in sccurity prices. These further limitations were
believed desirable to proteet tax revenue in the face of the falli
stock market and to limit tax avoidance. In 1932 it was provid:ﬁ
that short-term losses from transactions in stocks and bonds might
be offset only against gains from similar transactions.

The year 1034 saw a genoral recasting of the capital gain and loss
provisions and the adoption of a new approach to the problem. In
place of the alternative flat rate Congress substituted provisions for
taking progressively smaller percentages of capital gains into account
the longer capital assets lm(‘) been held, declining to 30 percent on
assets held more than 10 years.

This substitution of graduated percentage exclusion for the alter-
native flat rate of tax was justified large y on the gronnd that it
provided a method of extending preferential treatment to all laxpayers
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having long-term capital gains rather than merely to those having
sufficiently high ordinary income to benefit from the alternative rate.
Moreover. the step-down system was believed at the time to be a
more precise method of adjusting the tax to the period capital gains
had acerued prior to realization hy sale or exchange.

The year 1934 also saw a chunge in tax poliey respecting capital
losses. - Allowance of net losses up to the tax rate applied to gnins
(parallel treatment) was abundoned in favor of a uniform loss limita-
tion for all taxpayers. Capital net losses might be deducted only up
to $2,000 of ordinary income per year.

In 1938, the capital gain and loss provisions hegan to assume their
present form.  Provisions for percentage exclusion of long-term gains
were simplified and the alternative rate reintroduced.  The 1938 act,
however, distinguished two classes of long term gains and provided
two different percentages of exclusion.? iis was reduced to a single
cluss of long-term gain (50 percent included) in 1942; this latter
system has remained in foree until the present time.

On the loss side, the 1038 act reintroduced parallel treatment of
long-term losses but provided that long-term and short-term capital
losses he kept separate; ench might be offset only against its own type
of gain. The finul chunge in the loss provisions was made in 1942
when taxpayers were again allowed to merge long- and short-term
Josses but were restricted in the loss offset aguinst ordinary income to
$1,000 per year. At that time, the 5-year carr) ~forward privilege was
added to relieve hardship.

Throughout the legislative history preferential treatment has been
denied short-term capital gains, largely because of the belief that
many such gains are of speculative orl rin.  Although recognizing that
an arbitrary holding period dividing short- from fong-term gains for
tax purposes will yield only a crude separation of speculative from
nonspeculative profits, this arbitrary separation has been considered
the only practical method of drawing a distinction believed essential
for limiting the application of the capital gains tax. However, the
holding period necessary to qualify ('apihﬁﬂguins as long-term has
been steadily shortened irom 2 years (1922) down to 6 months (1942).

111. REVENUE ASPECTS

The estimated revenue from capital gains taxation has varied
widely both in absolute amounts an in relation to total income taxes
(text, table 2). The net yield of the capital gains tax on individuals
over the period 1926-51 is estimated at about $7.2 billion. Capital
gains have declined in relative importance as a source of tax reveaue
as the personal income tax base has been broadened and the rates
.increased.

For the year 1951, the yicld from capital gains taxation of indi-
viduals has been estimated at approximately $0.9 billion or 3.7 per-
cent of the total yield from individual income taxation. The relative
importance of capital gains revenue rose to a postwar peak in 1946
when it amounted to 5.5 percent of total individual income taxes.

3 Gains from assets held more than 18 but less than 24 months were 663 percent taken {nto sccount; gains
from assets held more than 24 months were 30 peroent taken into account.
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Capital guin as a source of income has always been hi thly concen-
tratcs among middle and upper income recipients. The available
statistics (lcu?ing with the distribution of capital gains and losses hy
income size classes show that capital gains are un increasing fraction
of total income as the size of total income increases. Capital losses
are more widely distributed among lower incomes than capital gains.

In recent years, only about 4 to 5 percent of individual income tax-
payers on the average have been affected by the capital gain and loss
provisions. The number of taxpayers with sufficient ordinary
income to henefit from the alternative tax is only a small percentage
of the total number of taxpayers having capital gains, although these
alternative tax returns account for a fairly large portion of the total
gains reported and an even larger portion of the total tax.

In recent years, short-term capital gains have been extremely small,
largely because of the short ho?din' period.  For exumple, in 10435,
short-term gains reported on individual income tax returns were less
than 7 percent of the long-term gains reported. In 1946, they were
less than 4 percent. Most taxpayers a parently find it possible to
hold capital assets at least 6 months beﬁm& realizing their gains and
thereby obtain the lower rates of tax applicable to long-term gains.

IV. RATE AND HOLDING PERIOD PROBLEMS

The taxation of capital gains confronts the difficulty that, under the
established concept of taxable income, such gains are taxable only
when realized by sale or exchange. Both because price changes are
uneven and because investors have the option to sell or to hold capital
assets, realization of capital gains tends to occur irregularly.

Two consequences o? the irregular character of realization have
played an important part in the development of proferential tax treat-
ment for long-term capital gains: (1) When the entire capital gain
accrued over a period of years is taxed in the year of realization, the
progressive rates of the individual income tax may result in a larger
tax than would be assessed if the gain were prorated to the years of
accrual or some arbitrary period, and (2) lnig': rates of tax on capital
gain tend to discourage some taxpayers from selling their appreciated
mnvestments. The first consideration is primarily one of tax equity
whilf the second concerns the maintenance of fluidity in the capitai
market.

This type of problem is not limited to the taxation of capital gains.
There are other types of income that are variable and irregular. It
has been proposed that irregular types of income be taxed on the basis
of the average income of several years rather than on income of cach
year separately. This is a possible alternative to the existing type
of special capital gains tax treatment.

Partially offsetting the consequences of irregular realization is
the ability of taxpayers to postpone the tax on appreciated assets.
The holder of an appreciating security benefits from the use of the
funds he would have paid in tax had he sold.

Because the experience of different taxpayers with capital gains
and losses varies widely, no simple general formula of percentage
inclusion or alternative rate can be applied uniformly to all taxpayers
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to make appropriate tax adjustiment. Generally speaking, taxpayers
with snml' ordinary incomes will have their tax labilities increased
more in relative terms by the addition of a given capitul gain than
will those whose incomes are higher.  This 1s because brackets are
narrower and the mte of progression steeper at the bottom thau at the
top of the income-tax rate schedule. A flat pereentage exclusion and
the alternative rate are rough methods for achieving equitable treat-
ment of a type of income that is difficult to tax sinee taxpayers can
voluntarily withhold it from the tax base by not selling their appre-
ciated assets.

A graduated percentage-exclusion method was employed for a short
period during the years 1934-37. The system in force at that time

rovided for five age classes of capital gains and for large increases
in percentages of exclusion between clusses in relation to the holding
period. This complicated the statute without necessarily producing
more equitable results. The 1934-37 plan operated 1o post .pmw selling
appreciated investments because of the tax advantage of the longer
holding period.

The present 6-month holding period results in discrimination against
ordinary income which is assessed on an aunual basis. From an
equity standpoint a holding period of 1 year would appear to be more
logical.

he belief that the tax rates applicable to ordinury income might
act as deterrents to sales and exclmng«s of capital assets has been an
important factor in capital-guins legislation. It has frequently been
arzued that a low flat rate of tax on capital gins would, by stimulating
sales, actually increase the revenue attributable to this source

of income. It is doubtful, however, whether most taxpayers timeo
their transactions in capital assets primarily with the view toward
minimizing tax liability.

The table on page 6 and chart on page 7 suggest that the year-to-
year movements in the amount of capital gains reported on individual
tncome-tax returns is more closely associated with changes in security

prices than with changes in the capital-gains tax.

V. CAPITAL LOSS OFFSETS

Equitable treatment of the majority of taxpayers having capital
losses cannot be attained without allowing some offset of capital net
loss against ordinary income. How liberal such an income offset
should be depends on the type of loss situation for which it is desired to
provide relief, on the aggregate amount of capital losses and their dis-
tribution among taxpayers, and on the extent to which the tax strue-
ture contains proper safeguards against tax avoidance through loss
manipulation.

In gencral, the more limited is the loss offset allowed against income,
the longer will be the carry-over period needed for equitable tax
results. For some taxpayers, 8 long carry-over period against capital
guins may serve as a substitute for a more liberal offset of capital loss
against ordinary income; for other taxpayers this will not hold true,
Some taxpavers have only isolated transactions in capital assets and

would obtain little or no relief from carry-overs against past or future
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gains no matter how long the earev-over perid. - For these taxpayers,
mcome offset is the only effective relief.

Offsetting capital losses against ordinary income, however, raises
the question o) whether capital losses should be allowed to reduce
tax lubility without limit when guins are taxed at reduced rates.
This has given rise to the suggestion of parnllel tax treatment of
eapital gains and losses, which is usunlly interpreted 10 mean thet a
eapital loxs should be permitted to rediee tax by the same amount
that a juin of corresponding size would have inereased it Parallel
treatment would be most equitable in its impaet_upon taxpayers who
make gains in some veais and losses in others. When some taxpayers
have only guins while others have only losses, greater inequities would
result from this treatment.

Capital gains and stock prices, 1917-511

Evevasof et © Evewse of it
capatal sain over Q capatl s over .
o . Stack ey Stock
:wl umllal (X wices Indes et capntal bess prices indeg
. ciuttng on n. Standas) 4 ) reported on jy. (Standand &
Year iy Wlual aiwl Poug's |-¢'w e Yeaur dividustang - Poars ""‘“ of
. i vep ! b . e . . "
fiductny ine e 106 st chet fducsay inean 1 sock )

' . : ¢
bivretuns b Pt e i)

tmilhons of o allions of

dollaiy detlirs.

197 , s 2 2.2 1 G0 29
1918 -6t ] | NI <) ] " s
171 . , AN b (Ot H a6 ne:s
190 -6 5 R BT f N w2
1921 ; -39t N3 19 i n2; 9.2
12 3w b1 O [ 17)] -7 | L |
1731 ! 97 | 290 1wl | -izo0! w0
1024 a9 ; 69192 ! -1 [ ¥
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1928, . | 21688 105 60! 1p44. i LA 9.
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m2 ! =137 5.2 i I 5 6§
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o o -4:0.3 6.6 | i |

! The figures shown include raing and lasses from sibe or exchange of property other than capital assets,
sinee before 165 such peoperty was defined as capital assets.

? Lang-term guing and bosses before |Hrsvunln=r reduction for returns with et income for the years up to
and Inclusive of 1943 and for returns with adjusted gres inwone beginning with the year 1944,

3 Not availalle.

¢ Average first 3 months.

fources: Escrss of gains over losses 1915-41, unpublishe-l manuscript by Lawrenee 1. Selteer (since pub-
lished in The Nature und Tax Treatment of Capital Gaine and 1-.soe3, National Bureay of Feonomic Re-
mr_!;)v 1942-47, published and unpublished data from Statistics of Income, P'urt 1. Prices: Standan! &

oep.

The present limitation of the offset of capital losses against ordinary
income, but not against capital goins, favors taxpayers with frequent
transactions in capital assets over those having only occasional trans-
actions. Availablc statistical evidence shows that higher income
taxpayers not only have more frequent transactions in capital assets
but also, on the average, more favorable ratios of ain to loss than
lower-income taxpayers. However, larger losses can be less cffectively
offset against income than smaller losses under the present liniitation
of $1,000 per year. During recent years, net losses have been small in
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the uggeregato and in most cuses fuirly well provided for by the 5-year
COITY-OVeT Provision. . _

Limitations on the deductibility of capital losses from ordinary
incote have been deemed necessary to proteet tax revenue.  More-
over, they provide protection against tux avoidanee where loopholes
are not closed by specilic measures.  Loss limitations, also, perform
the function of encouraging some taxpayers to sell appreciated property
which they might otherwise hold in ovder to postpone tax.

A fuirly long period for carry-over of losses appears to be essential
in conjuniction with the Jlimitation of the unnual offset against ordiaary

ol Gaine cnd Shck Price OIT1851

— Yoors of major chenges in copitel geins fex —— C90esh Privep)
1922 ¢ 34 ‘38 ‘Q

R B e e N N By W

,  Oputery siptetacy cashions Av loag-tarm guing ond ooses.  'SNeaderd end Posr des.
" onglipnieten ¢ % bany .

income.  Longer carry-overs spread out the vevenue effects of de
clining price yews while higher income offsets concentrate these
revenue effeets.  Carry-forwards are of grester benefit to taxpayers
with rising incomes, while cmry-backs would help taxpayers in de-
clining income situations.

VI. GIFT AND DEATH TRANSFERS OF CAPITAL ASSETS

The tax treatiment of acerued capital gains transferved from one
person 1o another by gift or at death has been considered by some
observers one of the principal defects in existing eapital gain and loss
tax provisions.  Acerued capital gaing and losses included in an
estate are not subject to income tax.  The basis for determining gain
(;r lulr.s on probated property is usmally fair market value at date of
death.




S INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES

Fuilure of our present tax law s to apply income tax to the unrealized
capital gains in an estate greatly deters obder taxpayers from selling
apprecinted wvestments and permits eseape from the capital gains
tax of a lurge unount of taxpaving capeity,

~ A partial offset to the failuee 1o tax as income the clement of appre-
cintion on eapital assets inan estute may be present in the faet that
a higher estate tax will be due from the estate containing apprecisted
property than wounld be due if these assets had been sold and tax paid
prior to death. This recovery of the capital gains tax varies with the
applicable estate tax rates and would be complete only if the rate were
10O pereent.

In case of capital assets transferred by @ift, the provisions governing
basis for cain o loss are somewhat different. Under present law, the
donee tukes the donor's original cost or other basis for determining
gain and the lower of donor's cost or fair market value at time of
transfor for determining loss,

Transier of appreciated property by eift thus permits tax postpone-
ment for more than one lifetime and dequently resalts ina lower tax
when gain s finally realized, because the income of the donee, and
henee his rate of tax, will generally be less than that of the donor.
This also means that the gain is not taxed to the pevson in whose hands
It neeried,

Several approaches (o the problem of taxing capital gains acerued
to gift or death are possible.  One method might be to amend the
law to define trausfer by gift or death as a realization. It seems
probable that the courts would uphold this as a reasonable extension
of the realizution coneept.

Treating ift or death transfers as realizations of any acerued eapital
gain or loss would appear to give more equitable tax results than the
present svstem.  Allowanee of the capital-gains tax as a deduction for
estate- or gift-tax purposes would prevent an overlapping of these
taxes. The «-nim-i«'vm'v in timing of the income and estate taxes
might create further problems of estate liquidity. However, such a
provision would remove an important type of tax avoidance and a
deterrent to the sale of appreciated property during the taxpayer’s
lifetime.  ‘This might mm’i v substantially some objections to taxa-
tion of capital gains.

Another alternative would be to treat death transfersof capital assets
like gifts and require heirs to assume the decedent’s basis for deter-
mining gain or loss.  This method would be a less effective check to
tax postponement than outright definition of transfer as realization
but would reduce tax avoidance compared to the present svstem.

A third possibility might be imposition of special supplementary
estate or @ft taxes only on that part of transferred property which
represented  acerued eapital gains.  This alternative amounts to
an indireet method of obtaining the effect of treating transfer as
realization.

VII. ALTERNATIVE APPROACHES TO TAXATION OF CAPITAL GAINS

In place of the present system which taxes capital gains only when
realized and then applies special low rates, several hasically different
approaches to the problem have been suggested.
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One approach is the annunl inventory or acerual method.  Under
this system, taxpayers woulkl be reguired to report cach yvear the cur-
rent value of any capital nssets owned: they would be taxed or cred-
ited on changes in their inventory of eapital assets recardless of
whether gain or loss hud been renlized by sale or exchange. In prin-
ciple, it would solve most of the preblems that now arise heeanse @ins
are taxed only when realized. 1t mivht. however, raise o constitu-
tional problem of redelinition of tuxable income. Moreover, it would
crently cotrplicate tax complinnee and administration because of the
necessity for determining aned checking o large number of individual
valuations of capital assets in the absence of market transaetions.

Another wethmd woulid he to prorate all gains or losses acerued over
more than 1 vear to the years of ncerual for the purpose of determining
the rate of tax; tax would not be due, however, until the gain or loss
was realized.  Although given <erious considerntion. when preferen-
tial treatiment for capital jmins was firct enacted, this methad was
considered too complex, purticularly in cases where both gains and
Josses were mvolved.

A third approach to the problen is income averaging- cither of all
taxable income or of a limited eategory of income items that are most
variable. including capital gains anc losses.  Averaging provisions
for capital gins weuld avoid taxation in one year of gaivs neerued over
muny vears and would mike unnecessary the existing provisions for
special mtes. s in the case of annual acerunl, averaging would
complicate tax administration in order to increase the equity of tax
results for o limited number of taxpayers.

A general averaging system for income taxation would handle the
capital guins problems us well as the problem of insuring equitable
treatment between recipients of fixed and fluctuating incomes.

INCOME TAX TREATMENT OF CAPITAL GAING AND LOSS#ZS

I. INTRODUCTION

The capital gain and loss provisions of the Federal taxes on individ-
ual and corporate income have been controversial since their enact=
ment.  Opinion concerning these provisions has ranged from one
extreme, that capital gains and losses should be completely excluded
from the bases }or income taxation. to the other, that these gains
and losses should be treated for tax purposes precisely like any other
positive or negative clements of ordinary income.

Prior discussion regurding taxation of cupital gains has devoted
considerable attention to the question whether these gains are capital
or income. QOpponents of the tax state that capital gains are not
income and therefore should not be subject to income tax. Pro-
yonents of capital gains taxation believe these gains are sufficiently
indicative of taxpaying ability, at least when realized, to be properly
subject to income tax. :

Since 1022, Congress, while consistently upholding the general prin-
ciple that capital gains are proper objects of income taxation, has
followed an intermediate course In determining the rates of tax to be
applied. Although varying in detail, this has included the following
main characteristics: (‘IJ Inclusion of capital gains and losses for tax
purposes only when re ized by sale or exchange; (2) application of
special low tax rates to capital guins accrued over more than a min-
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imum period prior to realization; ¢ and (3) limitations on deductibilit ¥
of capital losses from ordinary income.

A. THE CATEGORY “CAPITAL ASSETS'

The area covered by the capital gain and loss provisions of the
Internal Revenue Code is determined by the lan runge used in the
statute to define exclusions from and inclusions in the category “cap-
ital assets.” ¢ As defined in the Internal Revenue Code, the term
“capital assets” inclwdes all property held by a taxpayer, whether or
not connected with his trade or business, except cortain specified
classes: (@) stock in trade or property of a kind im'lmlihlv ininventory,
(8) properties held primarily for sale 10 customers in the ordinary
course of trade or business, (¢) property used in trade or business and
subject to allowanee for deprecintion, (d) real property used in trade
or business,® (¢) u copyright, literary, musical, or artistic composition
(but not a putent), and (f) certain Government securitios.”

The effect of these exclusions is to so limit cupitul assets that, so far
a8 individuals are concerned, securities are the main component,
nccounting for perhaps three-fourths or more of the total* In addi-
tion to sceuritics, other important types of capital assets are real
estate not used for business purposes (including personal residences),
partnership interests in business enterprises, patents, and contracts of
VArious sorts,

Because of the negative manner in which it is defined, the term
capital assets also includes durable consumption goods of all types,
such as personul automobiles, houschold applisnees, and the like.
These consumption goods raise @ special problem in achieving equita-
ble capital gain and loss tax provisions. Because our income-tay laws
do not allow deduction of personal, family, or living expenses, depre-
cintion on these durable consumption goods cannot be taken for tax
purposes.  Gains from sale or exchange of owner-oceupied residences,
automobiles, or other personal property are taxable as capital gain, the
zin being the difference between the original cost and selling price.
asses on consumer gonds, however, are not deduetible like other
cupital losses since they are considervd to be personal expenditures.
The result is a one-sided treatment in which gains are;taxed but losses
are disallowed.

Gains realized from sale of assets that do not qualify as eapital
assets are treated as ordinury income and taxed accordingly rather
than under the specinl-tax provisions applicable to capital guins.

B. PROVISIONS OF EXISTING LAW

Present law distinguishes two classes of capital gains and losses:
(D short-term gains or losses resulting from sale or exchange of capital
assets held not more than 6 months and (2) long-term guins and losses

¢ This preferential treatment has heen provided by incaus of an alternative maximum cffective rate of
tax applicable to canital gains and also (since 1946) by means of an arbitrary pereentage reduction in long-
term capitnl gain tuked into aceount for income tax nrposes,

§$ The definition of carntal aceis apyenrs in the Internal Revenue Code at se. 17 (a).

¢ Although not capdtal aseets, depreciable peoperty and real property used {n trade or husiness are treated
under see. 117 (/) like capital assets if held more than 8 months and if there is a nct #ain for the year.

! Specificully, obligation: of the United States (Government or of s State or local roverninent issued on
or after Mmz 1. 1911, on a discount basis and payahle without interest at o fixed maturity date not more

1 year (rom date of fssise.

¢ No current statistics allocating capital gains and losses to different classes of capital assets are available.

‘This information has not been required on tax roturns sinee 1408,
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from assets held more than 6 months.  Short-term gains realized by
individuals or corporations from sale or exchange of capital assets are
taxed ns ordinary income.  Long-term gains realized by individuals
are taken into account for tax purposes at 30 pereent of their fuce
amount. These reduced or statutory amounts are taxed as ordivury
income with the additional limitation thut the murginal rate of Lax,
that is, the rate applicable w an inerement of capital guin when added
to ordinary income, need not exceed 50 pereent of the gain taken into
account.?  Long-term capital guins realized by corporations are 100
pereent tuken into account amh the nominal maximum or alternative
rate of tax is 25 percent rather than 50 pereent.

In substance, the individual income-tux effective rtes on long-term
capital guins are one-half the corresponding vates on ordinary income
up to the point where the alternutive rate on long-term gains applies.
Above this point, which is currently $18,000 of taxable income for a
single individual or married person filing a sepurte return und
$36,000 for a married couple filing a joint return, the offective rate of
tax on long-term capital gains is a flat 25 percent regardless of the
amount of ordinary tnxulﬁo income. At higher income levels, there-
fore, the capital-gains rate becomes progressively less than one-half
the corresponding rate on ordinary income.

The following table illustrates, for a married couple filing a joint
income-tax return, the rates of tax applicable to an additional dollar of
ordinary income and to an additional dollar of long-term capital
nin, respectively, starting from taxable incomes of different sizes.

he rates are those provided for 1951 income by the Revenue Aet of

1950.
" Rate of tax on § additional dollar of-
Surtax net income T T ‘" T ":
) . ; long-term capitu
! Opdinary income | yains
—. @ e e Mman eme- e e s & - & - i e e 8 mmmiem i m @ e - s - e s -a cmms -
; Percent i Pereent
.00, . e . . PR P4 . 1.0
sioom_. ... . .. et e iieeean % 13.0
$X.a0......... 2 2.8
504000 . b ) 2.0
$iou,0m. R M. ‘ 2.0
$SOM0.. e o . L] BHo

For a taxpayer having more than $200.000 of taxable income if
single and more than $400,000 if married (and, therefore, falling in
the maximum surtax rate bracket of 91 percent), the effective rate of
tax on long-term capital guins is less than 28 percent of the rate on
ordinary income.

Under the corporation income tax, effective rates on long-term
capital gains are the same us on ordinary income for corporations
having net income below $25.000. Above this point, the alternutive
rate on capital gains in effect exempts these gains from surtax. Capi-
tal gains are also exem,t from excess profits tax.

Deductibility of capital losses from ordinary income under the in-
dividual income tax has been limited in various ways since 1924. At
present, taxpayers are permitted to merge short-term and long-term

¢ Thus the maximum effective rate of tax for jndividuals on long-term capital guins s &0 percent (the
nominal alternative fiat rate) multiplied by 50 percent (the proportion of gain taken into soovunt), or 2

peroent.
91040—51——2
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gnins and losses, after percentage reduction of the latter.  Hence
a short-terin loss will offset twice its nmount of long-term gain and a
long-term loss will offset only half its amount of short-term gain.
There is no statutory limit on the amount of capital loss a taxpayer
ey set off against eapital gain but the law does impose a limit on
the amount of capital loss that may be deducted from ordinary in-
come, The excess of statutory net eapital losses (over guins) may he
offset against ordinary income in any taxable vear up to a maximum of
SO, Any renmining unused capital loss may be earried forward
into the five succeeding vears as a short-term loss.'  Consequently,
the waxinnue smount of net capital loss on one transaction that ean
he offset against ordinary income is $6.000,

Different rules govern deduetibility of capital losses under the corpo-
ration income tax.  Sinee there is no arbitrary reduetion in the nmount
of long-term gains or losses tuken into account, short-term and long-
termy gains and losses may he merged without producing fietitious
balaneces.  Corporation eapital losses may not he set off against ordi-
ordinnry income hut only against eapital gains.  Corporations, like
individuals, are permitted to earry over eapital losses that eannot be
offset against eapital gains of the snme vear into the succeeding 5-yvear
perio] "

The poliey of taxing ecapital gaing only when realized by sale or
exclmnge means that appreciation involved in transfers of property
by gift or at death is not now taxed as inceme to the transferring
party. Likewise, no income-tax deduetion is allowed for the decline in
value of any eapital assets involved in such transfers.  In death trans-
fers of enotal assets, neerued gains and losses of the decedent disap-
pear completely from the income-tax base.  In gift transfers the donee
taukes over the donor’s hasis for determining gain and henee acquires
potential inceme-tax linhility for acerued capital gain (but not poten-
tial tax credit for acerued loss).”* When a donee sells donated eapital
assets and realizes a gain, he beeomes linble for tax on the entire gain
im-lm‘liug that portion acerued prior to his acquisition of the property
wy ift.

C. NATURE OF THE 'PROBLEM OF CAPITAL-GAINS TAXATION

Basically, the problem of capital-gains taxation is difficult bheeause
of the realization eriterion of taxability. Under this rule, the tax-
payer himself determines when his gaing and losses shall be brought
to nccount,  Thus taxpayers have the opticn to postpone tax liability
simiply by holding guins unrealized, i. e., by not selling or exchanging
their appreciated property.  Conversely, they can obtain immediate
tax rm{:wliun (subject to the limitations already deseribed) by the
sale or exchange of capital assets on which losses have acerued.  Tax
considerations, therefore, reinforce the normal tendency of investors
to toke losses promptly while letting gains accumulate.

# \Where more than one net capital loss larzer than can be set off against ordinary income occurs within a
S-year neriod, the okiest net loss must be recoversd from incomie first,

11 The ecnomis sitnificance of the onrnorate canital logs carrv-over privileze might be considered less
than that of the individual cavital loss carry-over privilege in view of the ahscnce of income offset in the
oase of ¢ rporations.  Whether this julement is. n (act, warranted obviously denends on the relative fre-
quen-y of ocrutrence of canital gains an | 'sses amont cornorate and in livi iual taxpayers, rospectively,
:I"I rm on the average size of the gains and lsses amonz the two griups of taxpayers, corporate and in-

vidual.

13 A donee's basis for determining loas is the lower of the donor’s cast ar fair market value at time of transfer
rather Lhan in all cases the original hasis for valuation of property in the hands of the donor.
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The aggregate of capital mins renlized by sale or exchange in any
given year will have acerued overa broned range of holding periods -
from a few days to many years. There has heen widesprend aceept-
ance of the general prineiple that it is unfuir to tax at progiessive rates,
in a single year, enpital gmins which have acerued over a number of
previous years. Concontration of such long acerued capital gains for
tux purposes in the year of realization tends to push some taxpayers
into higher rate brackets and to make effeetive tax rates on some anins
higgher than would have been the cnse had the taxpayer been alloa ed
to apportion his gnins buek. cither to the actunl years of acerual or to
some arbitenry period, such as b vears. Preferential tax treatment for
long-tem capital gins has always been justitied in part by this effect.
However, the amount of tax preferenee given long-term gains has
generally been substantinlly greater than the amount of tax rate
adiustment required by this equity consideration,

in addition to the avernging objective in preferential trentinent of
long-term capital gains, low rate of tax is often deemed necessmy to
encourage prompter enlization of these gnins.,  The desire to avoid
income tax strengthens the natural tendeney to hold on to investments,
If existing provisions for eapital gains taxation bave the effect of
unduly retavding realizaticn, this may be due us much to defeets in
the enpital gains tax structure, for example, 12 the fact that capital
gains may he trunsferred free of income tax at death, us to the mere
existenee of the tax.

The holder of an.apprecinted capital asset who would like to switch
to some other investment must find an alternative that he considers
sufficiently preferable to his present holding to offset the tax and other
costs (brokerage, ete.) of the exchange.  The tax cost is dependent on
the rates of capital gains (axation: these in turn vary with the amount
of nccumulated gain and with the size of the taxpayer’s ordinary
income.  Any significant tax on capital gains levied at the time of
realization will undoubtedly tend somewhat to discourage sales of
appreciated property. I'he higher the tax rate, the stronger this
offeet will be.  However, the tax factor is only one among a number of
considerations influencing investment decisions. It may be much
less important Lo a given investor than his forecast of future price and
other economice trends.

The question of the proper levels of preferential rates to apply to
long-terin guins is complicated by the conflicting considerations
involved. In general and unless capital gains are very large relative
to ordinary income, only moderately preferential rates are usually
needed for the majority of Jong-term capital gains in order to make
appropriately equitable adjustments for the greater lumpiness and
more sporadic nature of these gains compared with ordinary income.
On the other hand, if minimumn interference with markets 'a’)r capital
assets rather than tax equity is the standard, a relatively low set of
tax rates for long-term capital gains may be indicated. 1f maximum
revenue from capital gains taxal ‘on is the standard, an intermediate
schedule of rates, which docs not too greatly restrict transactions
and at the same time does not encourage an cxcessive amount of
conversion of ordinary income into pre crentially taxed long-term
capital gains, may be desirable. Moreover, intermediate rates may
be held to effect a rcasonable compromise between the conflicting
equity and market considerations.
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Finally, any generally acceptable solution of the capital-gains tax
problem might require complex tax provisions. It is important for
administration 8"‘(‘ compliance that these complications be kept to
8 minimum. In the past, Congress has sought as much simplicity us
was consistent with prevailing views concerning the objectives of
capital-gains taxation.

I1. Coxcerrs oF Capital, INcoME, AND CariTaL Galx

Coutroversy in the field of capital-gains taxation has arisen in part
from the different meanings assigned to the terms “capital” and
[{H "

income.

A. THE NATURE OF CAPITAL

Capital has been defined in a general sense us a store of wealth that
may be used to obtain future income.” Economists sometimes identify
capital with physical plant and equipment, the value of which depends
on the amount of its prospective income. This is expressed as the
present worth of the expeeted vield from capital goods.

The wealth or capital of an’ individual may consist, in whole or in
part. of tangible capital goods, such as factories or machinery, or of
intangible capital claims, such us corporate securities or evidences of
indebtedness.  The wealth of an individual at any point of time may
be thought of most conveniently us his net wortin or the sum of his
assets less liabilities.

“Capital assets” as employed for tax purposes’is a technical legal
term referring specifically to those types of property comprehended
within the statutory definition and not to all forms of wealth owned by
an individual. In many cases, capital assets may account for only a
small part of an individual's net worth or wealth.  For example,
although corporate securities are capital assets to most people, changes
in the values of securities owned by a dealer do not give rise to capital
guins or losses but to ordinary income or business losses.

B. THE NATURE OF INCOME

Income has been defined ns the maximum amount 2 person might
consume during a given period of time, such as a Year, and still be as
well off at the end of the year us he was at the beginning."  This defi-
nition deseribes real, rather than money, income. Conventional ac-
counting practices, on which income taxation is based, do net, in gen-
eral, attempt to measure real income.  Personal income defined either
in the foregoing manner or in other conventional ways may be broken
down into two parts, namely, consumption and the net change in value
of assets and liabilities.'s

Although income is ordinarily thought of as a flow of Is and
services or their monetary equivalents between two points of time, and
capital or wealth as a stock existing at a particular point of time, the
capital and income of an individual are in practice not always easy to
distinguish.  One source of capital to an individual is saving from his

12 Americun Institute of Accountants, A Btélement of Accounting Principles, New York, 1538, p. 11.
U See, for example, J. R. Iicks, Value and Capital, Oxford, 199, p, 172,
B For emmﬂc;;l‘llvnry C. ~Nimons has defined personal incoime as “the alphnk- sum of & pe.san's con-

sumption anc change in value of his braperty rights during o period.”  Personal Income Taxation,
University of Chicago Fress, 1918, pp. 51 and 125,
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personal income.  Other sources are inheritance, gift, and apprecia-
tion in value of property already owned.

The maximum consumption definition of “income” cited above meas-
ures the net aceretion to or deterioration in an individual's economic
position within a given period of time in “real” or economically signifi-
cant terms.® Real net income is a theoretical standard useful in
analyzing problems that must be resolved to achieve tax equity.
However, real net income has no exact counterpart cither in tax
administration or in business accounting. It differs from taxable
income as defined by statutory law and conventional accounting prac-
tices in that real income is concerned primarily with relative valua-
tions and present worth whereas taxable income is concerned more
with nominal or hook valuations and historical costs.

For business-nccounting purposes income has been defined as—

{. * * % the increment in wealth arising from the use of capital wealth,
and from services vendered,

2. Income, in the narrow sense, is the owner’s share of this increment.  This is
the income which it is sought to define as “net income” in the income statenent M

Another definition of “income” includes only consumption and ex-
cludes savings.® This income concept leads away from a net income
tax toward a spendings tax.

The employment. for tax purposes of economically significant defini-
tions of capital and income is Simiu'd by the impracticality of ascer-
taining present real value in an objective and economical way ad by
the consequent necessity of substituting original cost less, in the case
of wasting assets, a formalize:) kind of depreciation.

C. NATURE AND SOURCES OF CAPITAL GAINS AND LOSSES

Capital gains and capital losses are simply increases or decreases in
the value of those portions of personal or corporate wealth which are
comprehended within the class of “capital assets.” For tax purposes
these gains and losses include only such changes in values of capital
assets as are “realized” by sale or exchange. Since capital values
reflect the present worth of expected future receipts, a capital gain
or loss may indicate changed expectations concerning future real
income.

Changed income expectations may mean (a) that a different amount
or duration of future vield is expected,” (b) that the probability of its
receipt is higher or lower, or (c) that the relative values of a given
amount of future and present income are appraised differently. This
latter type of change in expectation means a change in the rate of
discount or capitalization factor used to reduce future receipts to
present value.™

Capital gains and losses may arise from a diversity of sources. An
especially important source of capital gain is corporate saving—rein-
vestment of corporate earnings in business expansion. The “plowing
back” of corporate profits gives rise not only to growth in the value

» CL R. N. Hale's definition of income ax the “money value of the net accretion to one’s sconomic power
between two pointsof time.” The Federal Income Tax, Columbia, 1921, p. 7. .

7 A £tatement of Accounting Principles, loc. cit.  See also Accounting Research Bulletin No, 32, Ameri-
can Institute of Accountants, ecember 1847,

W Cf. Irving Fisher, ‘The Nature of Capital and Income, Macmiltan, 1912, pp. 51-2; 134 -8 M6-53,

18 That is, elther 8 different ageregate sum of income over the same period of time or the same aggregate
sum of income over a different perind of time.

® A change in the rate of interest used for capitalization may mean 8 changed forecast of the purchasing
power of & dollar of income at some or all futare dates.
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of corporation capital accounts but also to appreciation in the value
of corporate securities.® A significant relationship exists between
undistributed corporate earnings and capital gains, although the form
of this relationship is undoubtedly complex.

A second source of capital gain is population growth. This factor
may be reflected in urban real estate, for example. Changes in urban
land values and rents are of ten traceable to expansion or redistribution
of population. :

third source of capital gain is new or unexpocted developments.
If a manufact uring concern successfully markets a new product, this
will enhance the firm’s earning power and the value of its securities.

from various types of discoveries. Capital losses may also result from
innovations which fail to win public acceptance.

A fourth source of capital gain is simply increases in earning power
not necessarily associated with discovery or innovation, &wh in-
creases may come about for many different reasons. For example, a
business firm’s earnin power may rise because management has
become seasoned.? Eiming power may also grow because a firm
has gained competitive advantages over its rivals or has succeeded
partially in monopolizing the market for its roduct. Capital gains
also result from the fact that productivity has increase«f due, for
example, to more efficient labor or to a more even flow of raw materials,

A fifth source of capital gain or loss is change in the general levels
of economic activity or prices. During a period of economic expan-
sion, business firms are able to operate at or even beyond rated
capacities, thus spreading overhead thinner and leading to larger
Fmﬁts per unit of investment. Increases in earning power resulting
rom a general improvement in business conditions will distribute
capital gains broad y though unevenly. This is apparent from the
experience of many firms during World War IT and from the ele-
mentary observation that during an economic upswing the prices of
nearly all corporate securities will rise, though by varying relative
amounts. T

Capital gains may result either from specific or from general price
changes. Specific price changes may reflect, on the demand side,
changes in buyer acceptance of the product, on the supply side, changes
in cost resulting from discoveries and innovations or gom increases in
efliciency. General price increases, on the other hand, while by no
means uniform, are nevertheless thought of as associated with mone-
tary expansion and as affecting most business firms and individuals,
though in varying degrees.®

Another source o capital gain closely related to general price
changes is reductions in interest rates. nsofan, as claims to future
income are capitalized at lower rates, capital values will advance.
Such an advance in capital values, being general in nature, has
characteristics somewhat similar to capital gains flowing from an
increase in the general price level

A sixth and fﬁ;l class of capital gains cannot be traced in quite the
same manner to underlying sources. These gains may be called ran-
*—_—m&he market Mmouu:romkn’smmtaneednm d with the amount

" A:Emhmn oorrespon
of its gelfl-financed on; formation; market values of securities presumahly refleet expacted income rather
than book values, gu;rlmbe. the correlation between market and book values of many corporate securi.

” s,\."':’;', Symposium of the Tax Institute, Ine. on Capital Gains Tazxation, 1948, p. 70,
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dom gains; some of them are essentially windfalls. Random gains
may result from such factors as a general increase in confidence con-
cerning the future. This would operate, for example, to increase
market prices of securities and to distribute gains to individuals in
proportion to their security holdings. Likewise, natural factors such
as climatic conditions and rainfall variations, or political disturbances
such as wars may be important sources of random gains. Unexpected
changes in tax rates or other tax provisions may be capitalized into
windfall gains. For example, a reduction in capital-gains-tax rates
would mean windfall gains to owners of securities and other capital
assets.

Most, if not all, of these factors are, of course, capable of operatin
in reverse of the manner described; they then produce not capi
gains but losses.

The variety of sources of capital gain and the fact that in practice
most capital gains derive not from one but several sources indicate
one reason why capital gains tax policy is sometimes considered difficult
to formulate. Some gains are real and others are illusory; some are
permanent, others temporary. Some accrue gradually and tend to be
recurrent like wages, interest, dividends, ete. Others accrue sporadi-
cally and quite suddenly, in large amounts without likelihood of
recurrence. Kor tax purposes it might be considered desirable, for
example, to deal with capital gains traceable to corporate saving and
with pure windfalls in quite different fashion. But to devise tax
provisions to make such separations accurately and equitably would
doubtless be administratively difficult.

D. ARE CAPITAL GAINS CAPITAL OR INCOME FOR TAX PURPNSES?

Economic analysis of the nature of capital gnins indicates that some
at least of these gains are essentially indistinguishable from income
during the year in which the gains accrue. However, they are clearly
capital during subsequent ycurs. Moreover, past years’ accruals of
capital gains may be a peculiar kind of capital in_that their source
was saving which was never subject to income taxation.

This peculiarity arises because the income tax, as we know it, is not
imposed on income defined according to a present real value perfect
accrual basis. Rather the income-tax base is income measured
essentially on & nominal money value-realization basis. Tax account-
ing is not primarily concerned with keeping asset values continually
at or near present worth. Instead, the tentative valuation of original
cost is allowed to stand unchanged until disposition, at which time a
silﬁle net correction is made for all the past iucome effects of under-
and over-asset valuation.

Because some capital gains are not unlike income while accruing
but are clearly capital when realized, the main question for tax policy
is not simply whether capital gains, in general, are capital or income.
Rather a more significant question would appear to be whether, under
an annual net income tax, it is more or less equitable to include all,
some, or none of capital appreciation and depreciation in the tax base.
One aspect of this problem may be illustrated by the following example:

Suppose two corporations begin business on the same date with
identical amounts of invested capital. Suppose, furthermore, that
they earn identical annual profits over a period of 10 years and both
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incrense their capital investment each year by an amount equal to
net profit.  The first corporation, however, pays out all its profits
after tax in dividends to stockholders and obtains annually from
external sources an equal amount of new equity capital for expansion.
The second corporation distributes no dividends but reinvests all jts
profits after tax in business expansion and does not resort to the
capital market.

E’mlvr these assumptions both the dollar amounts of annual net
income and ench corporation’s rate of ret urn on total investment will
be identieal each vear. Each firm will pay the same amount of cor-
poration income tax annually.

Under existing tax arrangements, stockholders in the fisst fiym,
which finaneed " expansion externally, receive their shares in the
corporation’s earnings as dividend income each vear and are liablo
for personal income tax at full mites, Stockholders in the second
corporation, which finnneed expansion internally, receive no dividends
and hence are not liable for any persotial income taxes on heir
respective shares in the profits of their cor wration.  Instead, the
value of their stock inereases, Any stockholder in the second’ cop-

orution may realize his approximate share in the corporation’s profits
K\' selling lus securitivs.®  This makes him eligible for capital-gains-
tax treatment.

In this example, while profits of the first corporation will enter the
tax base annually as individunl income, profits of the second corpora-
tion will not, so long as stockholders of the second corporation hold
their shares.  Instead, their profits bocome linble for taxes only when
and if stock is sold and capital gains realized.  Furthermore, the tax
liability in the second case, because of preferential capital gains treat-
ment, is not similar to the tax liability in the first case where the
annual distributions of corporate profits were treated as ordinary
income.,

This example also illustrates the fact that if capital gains were not
subject to taxation, the tax system might be considered incomplete
beeause stockholders of the nondistributing company would be able
completely to avoid taxation on their shares in corporate profits. In
view of the fact that undistributed profits are a major source of capital
gains, some students of taxation take the view that capital gains pro-
visions in an income tax are essential, if for no other purpose than to
limit this area of potential tax avoidance.”

Even though the capital gains aceruing to owners of securities in
the second corporation are taxed as under present law (when realized),
the tax system in effect makes a distinetion in tax liability on the basis
of the form in which individuals draw their profits. However, under
an annual income tax with graduated rates, taxin realized gains as
ordinary income also produces different amounts oFlax for these two
taxpayers.

he above example outlines a problem of tax equity arising in con-
nection with capital gains attributable to one particular source,
namely, corporate saving. Other sources of capital gains are pro-
ductive of different but equally difficult issucs of tax equity.

B Provided, of course, that hook and market values of the corporation’s stock are not too greatly at
";i?ﬂ"n’n'ltrmmw Jolution to the problem night be to tax undistributed corporate earnings at rates ap-
proximating the rates for which tavpayers would he liable I the carnings were distributed. Ruch an
approzimation would he practically lm‘milvle, however, in the case of s'parate personal 2nd enrporation

income taves with differently gradunted rate structures. If the pe-sonal and corporate income tases were
integrated and partnership treatment applied, this solution would be less dilficult,
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Most individuals who believe that capital gains should be treated
as ordinary income for tax purposes nevertheless recognize that capital
gains possess cortain distinetive features.  One of these is that capital
gains flowing Gom price or interest rate changes may not measure
real changes in an individual's income or economice position.  This
thought is often expressed in the statement that many capital gains
are not real but illusory.

There can be but little doubt that during a period of inflationary
price increases many capital gains are illusory, cither entirely or in
part. The illusion arises because conventionl accounting techniques
do not measure real income. However, the illusion occurs to some
degree in all types of income and is by no means peculinr to capital
gains.,

Even though it be recognized that capital gains flowing from infla-
tionary price increases may be illusory, in practice it is impossible
accurately to separate illusory from real gain®  The only method of
doing this, even approximately, would involve the use of “stabilized”
or “index number” accounting in place of the conventional accounting
practices now employed.

Although one might advocate that an income tax based on net
income defined by stabilized accounting would be more nearly equi-
table than an income tax based on income defined by conventional
accounting, to change the tax base in this way would involve many
difficult conceptual, ndministrative, and enforcement problems.? In
practice, stabilized accounting would not necessarily produce more
nearly equitable tax results because of the diflicult administrative
problems it would raise. Thus, the mere fact that capital gains are
in part illusory neither differentiates these gains from other income,
except perhaps in degree, nor indicates what tax policy toward them
should be.

If the illusory portion of capital gains cannot be measured, the
usefulness of the distinction between real and illusory capital gain is
definitely limited.  Capital appreciation resulting from an inflationary
price trend will affect different individuals unequally.  Consequently,
excluding capital gains from taxation simply because they are in
some measure illusory would give nonuniform treatment to different
income-tax payers. It may, of course, be maintained that they
already are subject to nonuniform treatment. However, including
capital gains of different degrees of “realness” more or less fully in
income for tax purposes might be held merely to add another dimen-
sion of nonuniformity to the treatment of taxpayvers. The question
really is whethe: complicating administration of the revenue laws
significantly might be expected to produce a balancing improvement
in tax equity.

Morcover, the fact that capital gains may be illusory takes account
of only half the problem. Losses may be equally illusory.  Although
taxation of illusory capital gaing mav be considered a hardship, allow-
ing offset of illusory capital losses ngainst real capital gains or income
implies a windfall tax concession or i:enefit.  An income tax on illusory
capital gains is less inequitable in broad effect provided loss offsets are
nearly perfect. However, this concept of equity to taxpayers as a

7 See Capital Gains Taxation, op. cit., pp. 77 81,

# For some of the fiscal palicy consideritions. see Walter Froelilich, The Rule of Income Determination
in Reinvestment and Investment, American Economie Review, vol. XXXVIIL No. 1, pp, 7%-91; i K,
Lacey, Profit Measurenient and the Trade Cycle, Feonomic Journal, vol. LVI, No. 2N, pp. 44474,
For syne of the problems involved in the conventional accounting definition of income, sev the address
of Earle C. King before the New York State CPA Soclety, May 10, 1948,
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group docs not allow for the fact that even actuarially perfect loss
offsets will not produce equitable tax results when illusory gmains and
losses are realized in different amounts by different individuals.

111. HistoricaL Backarounp

The history of the capital gain and loss provisions under the modern
income tax may conveniently be divided into four periods.  During
the first period, from the ennctment of the 1913 law through 1921,
capital gains of all types were subjeet to the same normal tax and sur-
tax rates as other income.  “There was considerable variation in the tax
treatment of eapital losses, beginning with no allowanee,® hut grnd-
unlly widening loss deduetibility, first to the extent of capital gaing®
and finally to full offset aginst income of any kind.* :

During the second period, covering the income vears 1022 through
1933, eapital ging from long-term transactions could (at the taxpaver's
option) be segregated from ordinary income and a maximum rate of
12!% pereent applied 10 them.  This period also was characterized by
an unstable policy in the treatment of losses. Tt started with full
allowance against incotne of any kind* but was charmeterized princi-
pally by the so-called parallel trentment.  This treatment restricted
capitul-loss offsets against ordinary income 10 the same flat rate
(12'% pereent) that was applicd to gins,®

A third period began with the Revenue Act of 1934 and continued
until 1938, This period was fentured by the step-seale plan for per-
centage inclusion of eapital gnins and losses (according to the length
of time capital assets had been held).  Under this plan, gnins taken
into account, that is, stepped down according to time held, were in-
cluded in net income and subjected to full normal tax and surtax rates;
capital losses taken into account were deductible only to the extent of
recognized gains plus $2,000.

The fourth or present period. beginning with 1938, combines some
features of the two preceding periods, namely, percentage inclusion
of gains and losses and an alternative flat-rate tax. The treatment of
losses during this latter period has also fluctuated between a policy of
rather severe restriction and a poliey of more liberal allowances.

The Revenue Act of 1938 provided for complete segregation of short-
term from long-term gains and losses.  Short-term gains were fully
taxable a3 ordinary income and short-term fosses could be offset only
to the extent of short-term gains (but with a 1-year earrv-forward of
unused losses).  Long-term gains, taken into account at percentages
varying according to time held, were also subject to a maximum flat-
rate-tax limitation; long-term losses, taken into account at similar
percentages, were also subject to the same flat-rate limitation (as to
reduction of tax). .

The Revenue Act of 1942, which is the currently controlling act,
retains both percentage inclusion of long-term gains and losses and
the maximum tax-rate limitation for long-term gains. Short-term
and long-tern losses may he merged and are allowed to the extent
of short- and long-term gain and other income up to $!,000. The
excess of loss may be carried forward for 5 years as short-term loss.

# Revenue Aet of 1953,
® Revenue Act of 1916,
3 Revenune Act of 1918,
8 Revenue Aet of 1921,
8 Revenue Act of 1924,
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This outline of capital-guins-tax history is organized topically
rather than chronologically®  The topical basis o organization has
been adopted here in order to relate the historical background material
to the analysis of current law contained in succeeding chapters.

Despite contining opposition on the part of some to the principle
of o capital-gains tax and repeated presentation of proposals to abolish
this levy completely for revenue or alleged incentive reasons, tax
legislation since the adoption of the sixteenth amendment has con-
sistently regarded these gains as taxable income. However, beginning
with the Revenue Act of 1021 (effective in the income vear 1922y,
long-term capital gains have been regarded as a special kind of income
and have been granted preferential tax treatiment in several different
ways.

A. REASONS FOR PREFERENTIAL TREATMENT

Proferentinl trentment of capital gains has been justified on several
grounds, namely, equity, incentive, and revenue yield.®

With respeet to equity, it has been pointed out that it is unfair to
include with other income and to tax at progressive rates in the yvear
of realization capital gins which have acerued over a number of
previous years. 1t has become more or less generally aceepted that
an cquitable principle of taxation for capital appreciation under an
annual income tax would be one under which the tax on capital gains
levied upon realization would approximate that which would have
heen paid if the gain or loss, treated as ordinary income or loss, had
been realized as it acerued annuaily. o

One of the earliest proposals for special treatment of capital gains
which received the serious consideration of Congress provided for
prorating realized capital gains, together with certain other types

of income, over the years during which the capital asset had been held
or the other income earned.®  This method was rejected, however, a3
too complicated for administration.™

. S,

% For a chronologival history see Anita Wells® article n the Nationad Tay Jonraal, March ‘640,

3 T'he varions arguments for proferential treatment of cauital gains were well summarized in s repart of
the Wavs and Means Commitiee in @28, The revort, ebmitted by Mr. Og her LOills, deseribwed the
effects of the pre-12' svstem of (ol taation of erital eaine and il deetion of cawital losses s follows:
“Phis svsten did nt orove saitidfactory, 1t fnvolve | an i ajistice to the taxpayer, I that an inerement
frequently arcumulated over 4 veriod of meny vears was t wed At o high surtax rite beevise the property
was converted inta eash ina eivey yesr andd the net profit arbiterily atiributed to the vear &1 which the sale
took place.  But of umch greter imrortance was the de-i e b interfereaee with the normed eoirse of brasi ge
and commerce. With a maninrim ¢ of 77 pervent there was n seven artifici il restraint on <:les ut 4
profit, and many tnvislers of prowrty evtremiely desirable from the standvoint of ¢ soromice development
and ceneral publie welfare were not only retarded but actually vreveate I Tnaddition, there was a wrions
1oss of reventie, fn that the ditiative, us is always the case, remained. with the taxomyer, who refriined froin
taking a profit hut who did not hesitate to tike 1 luss which could be dedieted i fel) frem his tax able in-
income® (Committee 0n Wavs and Means, report 07y . R, G50 (a vro wsed ameadivent 16 the Revenne
Act of ‘92, House Renort Nao. *3%%, a7th Coqe., Hth sess.. Jaa, *2, 1928, wp. *-2).

S H. R, "', oith Cone., 24 sess,, which passed the House 01 Mayv 25, 923, but faile 1 to re vive the
approval of the Senute, fncluded the (ollowie proration plan for wevtpaordinary net income™ (deflaed to
include (*) comvensation for persoaal services rendere durine a verio | of more than 3 years andd (D) gaing
from sdes of capital assets held for more than 3 ye wrs): 1 the “extruordiry net fwome™ amodnted to more
than 2 percent of the taxpayer's eatine gross income for the tixable veir, the “extrondinry vet fnccme’
cutild be anportioned ratably to the years duriie which the seryice was revdered or the assets held and the
amount thug aprertiosied to any year wonld be adided to the other income for that vear vid the tax rede-
termined upon the corrected amonut at the rates anpli=able to that year (ss~. Sof H. R 4WY,

7 Dr. T. 8. Adums, tax advicer to the Secretary of the Trewury, exnliiaed fn 19210 that the proration
method had been discarded beeanse of its administrative comnledty: 1 think that providon [proration]
had the approval of the Treasury Desartiment fir the imst.  But it woild he cuinbensome in over wion.
It would require amevied returas and a very oliborte broe bnre  The criti-s, alinost all of whom wel-
comied the arovasal, eriticieed, 1 thik, the comuiedty of the pro~vedure. It therefore semed advisable to
tre to simplify it and 1o adont a single rate™ (stateme it of Dr. Adams, he wings before the Committee on
Ways and Means on internalrevente revisiot, Augast 1921, p. 5. Mr. Fre lerick R. Kelloze b his
statement hefore te Sernte Finviee Committee herings 01 the pronose | Revevue Act of 1321, May 621,
p. 542, quoted a fricad in the lnternial Revenie Commissio wer'e o'lice e avie thiat the olan was adminis-
tratively hin-ossitie: *“The thing is utterly imonossible.  Those mey ae drive to death. Thiak of their
having to revise ull these fncome-gax peturns for previous years, It would stop the bustaess of the Treasury."”
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Consideration has also heen given at various times to such pro-
Posals as (1) the inclesion in taxable income of annually acerned
though wnrealized gains aid losses, and (2) proration or avernging of
realized capital gains, either separutely or with other income, over
severl vears -not necessarily the number of vears the capital ussets
have been held®  These methods were likewise rojected largely
because of administmtive and compliance complexities, but alse in
mrt beenuse of constitutional questions and fear of causing taxpayer
,nmlship. ‘

Throughout the history of capital-gins taxation, continuous con-
cernabout the effects of the tax on (@) sales and exchanges, (b) se-
curity and other property prices, and () revenue yield has been ap-
parent. 1t was the belief that o moderate tax rate would encourage
the sale of much apprecinted property which otherwise would no[utn
sold that provided the main foundation of the case for the introduction
of preferentinl treatment in 1921 9

Congress has tried time and aggain to find a method, both practicabie
and equitable, of taxing cupital gnins.  Such a method has been con-
ceived to be one which would interfore as little as possible with reali-
zation of gnins and at the same time would not stimulate loss realiza-
tion too much.

But finding satisfuetory formulas for achieving the divergent equity
and incentive objectives that are entwined in the philosophy of capital-
gains taxation and at the same time protecting the revenue hins heen
a diflicult problem. Consequently, the history of the legal provisions
lmls been a record of compromise and change without satisfactory
solution,

B. ELIGIBILITY FOR PREFERENTIAL TREATMENT (HOLDING-PERIOD
REQUIREMENTS)

The following eligibility tests of capital gains for preferential tax
treatment have, at various times sinee 1913, been used: (1) length of
holding period, (2) size of taxable income,® and (3) character of
property. ' It is desirable to examine these different eligibility tests
separately.

Differentintion between short- and long-term capital gains and
losses has come to be an integral part of the system of providing prefer-
ential tax treatment 1o some capital gnins.” This short- versus long-
term distinetion has been drawn primarily with the intention of limit.-

ing the benefits of preferential tax treatment to bona fide investment
——

B Sew, for example, subcommittee of the Committee on Ways and Menns, report on proposed revision of
the Revenne Laws, 1@is, [

B The Wavs il Means Caommitter in commenting on the eapital-eains provision in 1?1 suid: “The sile
of Lamn s, winesal propertiee, anid other capital asets i< pow serimsly retarded by the fact that snins and
Profits e ned over 4 sevies of vears aee geder the ‘m-«-m e taxend as a2 lump suny cind the amount of surtax
greatly enliwneed theveby s in'the year in which the peofit js restized, Many sueh sules, with their possible
profit Likine anel consequent inetesise of the v revenue, have boen blacked by this feature of the pPresent
law " (Comnittes on W aysand Means, report on the revenue bill of 1421, H. Rept. No, w0, R7th Cong,,
Ist sewe i Qe 11y,

Y This Bater s not o sirect remirenient bt je indireetly o prerevuisite for favomble treatment under the
altesmtive that rate meth vl Fhie special alteonative Aat rate i< of 1o henefit to the bywer inoumie levels,

8 For example, under s, 117 1. =1ins from denrecibie and real pwoperties used in trde or business are
elizible tor capita eains treatient. “This s true fn spite of the {act that these properties are expressly cx-
cludesd fror the definition of eapital assets,
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transactions. 1t has consistently been the stated poliey of Congress
to extend no special tax coneessions to speculutive gouins #

Use of the holding period as a test of eligibility for special treatment
has been based on the assumption that assets held over a long period
ofgtime are more likely to be of an investment character than those
held for a short time.® 1t has generally been recognized that a holding
period, while only an arbittary method of drawing the line between
speculutive and investment teansactions, is nevertheless about the only
feasible method of distinguishing between the two types of transactions.

Prior to 1942 there was fnivly general agreement that a holding period
of 1 vear or more was necessary to qualify capital gains for special tax
treatment.  During the 12-yvear period 1922 through 1933, special
trentment was allowed only to assets held over 2 years. Under the
14 act (applieable to income years 1934 through 1937) specinl
trectment began at 1 veas, but under the 1938 act (applicable to
income vears 1938 through 1941) assets did not_qualify for special
treatment until they had been held 18 months.  The 1942 aet drasti-
cally modified former practice when it drew the line between short-
and long term gaing at 6 months.

To meet the complaint that the 2-vear holding period unduly inter-
fered with transactions, the step-seale plan of pereentage inclusion of
capital gains und losses was adopted in 1934, Under this method,
capital assets were divided into several elusses according to the length
of time held. The pereentage of gain or loss taken into account for
tax purpuses declined as the length of the holding period inereased.
But the step-scale plan was also criticized on the ground that the
sharp step-downs between the specified holding periods in the per-
centage of gain or loss taken into account accentuated the effects of
the tax on timing of capital transactions.

The desirability of more gradual step-downs with a larger number
of steps as a method of minimizing the tax inducement to hold gains
unrealized but to realize losses promptly was considered by Congress
in 1938 but rejected as too complicated.

Extensive congressional consideration was given to a proposal to
abolish the holding period in connection with the Revenue Act of
19424 In the hearings, assertions were made that the distinction
between long- and short-term gains was artificial and unsound and
that, therefore, the holding period should be eliminated entirely as
the worst feature of the capital gains tax because it interfered with
"o A subcommitter of the Ways and Means Committee in 1928 stated this policy 2s folluw s 1t has nlways
heen the settied policy of the Congress 10 tax sprculative gaing in general in the same nisaner and to the sanie
estent as ca income and business profits, ¢ ° Your subcommittee helieves that this policy is
wise and sh. uid be adbered to, 1t would he agninst sound publie policy to make any changes in the revenue
law whose tendency would be aflirmatively to encourage speculation by preferential tazation, * ¢ ¢
Your subcommittee recognizes that a classification based solely upun the petiod of holding is not an exact
method for segrogating speculative from investment transactions, but it apivars to be the only practicable

method and is believed to be a sufticlently fair criterion for practical purposes” (suhcommittee of the
Committee on Ways and Means, repart on proposed tevision of the Revenue Laws, 184, 75th Cong., 3d

seas,, . AN,

. 'l":o hokdine-petiod requirement came into the Revenue Act of 1921 as an amendment offered on the
floor of the Senate by Senator W alsh of \Masswchisctts.  In oppasition to the bill under consideration which
propossd that preferential t-eatnent he extended Lo all capital gaing, Senator Walsh siid, “There is no
distinction n between incteased vajue * ¢ * extending over a long perind of yents and that sudden
and speculative inerease that develops within a short period of time,”  As a mezns of exeluding speculative
gains from (avomble treatment, he proposesd a 1-year holding period.  When nsked if 2 1-year tequirement
would meet his objection, he stated that 1 year was too short, but offered to compromise on 2 years (Congres-
sional Recotd, val, 61, pt. 7, 47th Cang., 18t sess, pp. G575 450,

# This propasal was contained in H. R, #13%, the Roland bill, which would have emsed the distinetion
hetween short- and long-term gains and losses and would ive completely segregated capital gaine and
losses fm& other income and taxed net capital gains at a flat mate of 10 pereent for both individuais and
corporations.
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investment and the free flow of capital funds and reduced the revenue
by preventing transactions.® Particular objection was made to the
then existing holding period (18 months) on the ground that it was
longer than required to separate speculation from investment. Con-
?ress decided against abolition of the holding period but reduced it
rom 18 months to 6 months.

In connection with the Revenue Act of 1950, the bill as originally
approved by the House and as reported by the Senate Finance Com-
mittee ﬁmvided for reduction of the holding period from 6 months to
3 months. However, an amendment introduced on the Senate floor,
approved by the Senate, and subsequently agreed upon by the con-
feu:m-le committee provided for retention :)% the 6-month holding
period.

C. METHODS8 OF EXTENDING PREFERENTIAL TREATMENT
TO INDIVIDUALS

Preferentinl treatment has been made available to the eligible
classes of capital assets in three ways: alternative low flat rate tax,
percentage inclusion or scaling down the proportion of gains taken
into account as ordinary income, and a combination of flat rate and
percentage inclusion.

1. Alternative flat rate tar

During the development of the Revenue Act of 1921, different meth-
ods of extending preferential treatment to capital gains were offered
in the House and Senate bills. The House proposed favorable treat-
ment through an alternative 12%-percent flat rate tax. The Senate
would have given special freatment by taking into account only
40 percent of capital net gains in computing taxable net income. To
this 40 percent the regular income tax rates would apply.

The basic difference between these two approaches was that the low
flat rate tax would benefit only a limited number of taxpayers with
capital guins, namely, those with net incomes subject to bracket rates
above the level of the alternative capital gains tax rate, whereas per-
centage inclusion would extend benefits to all taxpayers with capital
gains. The House vjew prevailed in conference and the low flat rate
tax plan was adopted. Not until 13 years later (in 1934) was a per-
centage-inclusion plan adopted.

No change was made in the 12}4-percent rate throughout the entire
12-vear period 1922-33, although significant fluctuations, both up-
ward and downward, occurred in or(ﬁnary income tax rates. When
first adopted, the 123-percent rate was associated with a top combined
normal and surtax rate of 58 percent. The latter was reduced to 46
percent for the income year 1924, and then to 25 percent for the income
yealrs 1925 through 1931;* it was then increased to 63 percent for 1932
and 1933.

For most of the period during which the 12%-percent rate was in
effect, the top ordinary rate was 25 percent. Arthough, suggestions
were made that the 12%4-percent rate should be reduced along with re-
mpl@. the statement of Elisha Friedman, hearings before Commiittee on Ways and Means on
Revenue Revision of 1942, 75th Cong., 2l sss,, vol. 1, p. 84:1: also the statement of Emil Schram, president
of the New York Stock Exchange, hearings before the Senate Committee on Finance on the Revenue Act of

1942, 7ith Cone,, X sesx, vol. 1, R.ellﬂ?.
# With the exception of 1920 when it was 2¢ percent.
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ductions in ordinary income tax rates, no action in this direction was
taken.Y

The income level at which the optional 12%-percent rate became
effective varied as individual income tax rate schedules were revised.
Under the rate schedule in effect when the 12%-percent rate was
adopted, only persons with surtax net income of $16,000 or more re-
ceived benefits from the special rate. As individual income tax rates
were reduced, the minimum income level at which the 12%-percent
rate became effective increased to $24,000 for the income year 1924,
and to $28,000 for income years 1925 through 1931 (with the exception
of 1929 when it was $32,000). With reversal of the downward trend
of individual income tax rates in 1932, the effective level again became
$16,000. o

Maintenance of the special capital gains rate throughout the 1922-33
period at the 12}¢-percent level, in spite of changes in regular income
tax rates and resulting variations in the income requirement for prefer-
ential treatment, implies that more concern was felt for the alleged
market price and incentive effects of the absolute level of the capital
gains rate than for the maintenance of an equitable relationship be-
tween the capital gains rate and the changing rates on ordinary in-
come. The record indicates that during this period the dominant
concern was 8o to tax ca}[nu\l gains as not seriously to deter realization
of capital appreciation. . '

In 1927, the staff of the Joint Committee on Internal Revenue Taxa-
tion reported in favor of retaining the existing treatment of capital
gains, observing in this connection that “A fair inference may be drawn
that the lowering of the rate (to 12} percent by the Revenue Act of
1921) largely contributed to bring activity to the sale of property.”®
This report concluded, however, that the existing method of taxing
capital gains was not satisfactory and should be continued only unti
a better and more equitable method could be found.

¢ The United 8tates Chamber of Commerce at its annual meeting in 1931 adopted a resolution urging that
the capital gains rate be reduced. The report of the chamber’s committee on Federal taxation set forth
the reasons for “materially reducing the tax on capital gains’ as follows: *‘Since this provision [the 1214
percent mte] was made, the normal individual rate has been reduced from 8 percent to 5 percent, and t
maximum surtax from 50 percent to 20 percent.  The rate on capital gaine, however. still remains at 1234
percent.  Obviously, this provision no longer affords the needed resief which it was originally intended to
give, and the present rate is out of line with other rates which have been mnaterially reduced since the capital
gains provision was enacted by Congress. * ¢ ¢ he present rates of taxation on capilal gains were
reduced toamodmteﬂ%p , of, say, 5 or 6 percent, it is believed that the greater part of the ad verse economic
eflects of the tax would be avoided” (huri:p before the Committee on Ways and Means on revenue re-
vision, 1932, 72d Cong., ist sess., p. 218).

19 Under Secyetary of the Treasur Ogden L. Mills, in his testimony before the Ways and Means Com.
mittee in 1932, said:*** ¢ ¢ we ored the 12.5 frcenl provision hecause it was the opinion, I think, of
everyone at that time that, if we applied the very highest surtax rates Lo gains from property held over s
long period of time, that there was a very real tendency tm' normal business transactions that would
otherwise take plsce. In the period of high surtases, we that it war unwise, uneconomical, and, in
the long run, not profitable for the Federal Government; and, therefore, we reduced the rate to the rather
arbitrary figure of 12.5 percent.  Twelve and five-tenths percent was taken at that time hecause it was the
rate on corporations; and, while there is no direct relationship between the two, that was the figure selected,
and that was the reason that particular figure was sug " When asked by the chairman of the com-
mittee whether it was not to the disad vantage of the Treasury to retain the 12'¢-percent limitation when the
maximum surtax rates were under 20 pereent, Mr. :{ills replied,*® ® * you must remember that if men

. are going to he taxed 20 percent on their profits they may besitate a long time before they take those profits,”
! He later added, “I think that, when you are nnt certain as to the economic justification for a tax and un.

oertain as to its resullsb:he best way to cure it Is to lower the rates; because a low rate will cure a very bad
, tax” (hearings before the Committee on Ways and Means on revenue revision, 1932, 72d Cong., 1st sess.,

. 41-42).
m:' Report of the staff of the Joint Committee on Internal Revenue Taxation, vol. I, 1927, p. 44. Secretary
Mellon in 1924 had expressed the same opinion as to the incentive effects of the I2!§£ercrm rate: “Prior
! to the insertiom of the capital gains section in the law, investments did not change hands, property was tied
up, and the Government collected little revenue from this surce.  When the rate of tax was reduced to
12}4 percent, however, the Government opened up 8 vein of revenue which in that one year yielded over
$31,000,000 in taxes. It is quite obviously of as much advantage to the Government that the tax on eanital
gains be reduced as to the urm;nd to business. Most of all is the moderate taxpsyer benefited by re-
moving some of the load from him. The rate was such as permitted the traffic to move, and it did move, to
everybody's advantage” (Annual Report of the Secretary of the Treasury, fiscal year 1924, p. 9).

A Aty - HlelRStmm . -+ B
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2. Percentage inelusion

A Inter report by the stafl of the Joint Committee on Internal
Revenue Taxation, published in 1929, again pointed out the inequities
of the existing method of taxing capital guins and undertook to develop
n method which would meet the tests of equity.®  The inequities
particulurly stressed were (1) the failure to give tax henefit to all
taxpayers with gains,® and (2) the failure to muke proper tax rate
distinctions among gains held for different periods of time.*

Rensoning from the assumption that the fundamental difference
hetween capital gnins and ordinury income lies in the time of realizn-
tion, this report concluded that an ec uitable method of taxing capital
gains would be one under which tfw tax would approximate that
which would have been paid if the gain_had been realized in equal
annual amounts over the period during which the asset was held.

In an attempt to achieve this objective, a plan was developed under
which capital assets were (@) divided into several classes according to
the length of time the asset had been held by the taxpayer, with (b)
n declining percentage of gnin or loss included in ordinary income as
the holding period increased. The ordinary normal and surtax rates
were applied to such partially included gains,

In 1921, during development of the initial legislation extending
preferential treatment to capital gains, the Senate had roposed a
plan of percentage inclusion inswmrof the flat rate tax. The Senate's
1921 proposal differed from that offered in the report to the joint
committee only in that the former proposed one class of long-terin
assets (those held over 2 vears) with the same percentage of gains
being included in income regardless of how long the assets were held
beyond 2 years, whereas the latter proposed several classes of assets
with a step-scale plan of inclusion.

The step-scale plan of inclusion was presented to the Ways and
Means Committee’s Subcommittee on Prevention of Tax Avoidance
in 1933 and the subcommittee recommended its adoption.®® The
general features of the plan, after some significant adjustments in the
classes of assets and percentages of gains to he included in ordinary
income, were incorporated in the 1934 Revenue Act 5

The joint committee’s stafl had set out to find an equitable formula
which would have the effect of prorating capital gains, but not ordinary
income, to the period of accrual. The rcentage-inclusion plan did
not accomplish this objective. When tﬁ: plan was under considera-
tion by the congressional committees, critics pointed out that it could
not be considered to approximate either the results of proration or

® Supplernental Re on Capital Gains and Losses, re to the Joint Committee on Internal Rev-
a\:lnu'l'g:ulm. ;l;t Conm“g.. vol, I.p M. 7, submitted Nowmhg:g\. 1928, and published June 8, 1920,
nder t

inary rates then in effect, the 12 roent capital gains rate was of no benefit to 98
mmt of individual income taspayers, and of mh:t‘a':\etm beneg'l to less than one-fourth of 1 percent
n,
5 The same tax benefit was given to gains realized from assets held Just over 2 years as to those from
aavets held 20 or more years

# Prevention of Tax Avoidance, preliminary report of s suboommittee of the Committee on Ways and
Means, 72d Cong., 3 sess., House committee print, 1933, p. 8,

Percentage of
® The p} ed in 1934 included the following ste 'l':'ozf'm
an as enact ng steps: nary
Perind aseeis are held— income
Iyearorless .. ... ...
Omlymbutnmomzyms .....
0m2ymbutnﬂover5mn
Over 8 years but not over 10 years

Over 10 years
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averaging.® The rlan. however, did introduce more equity of a
limited sort. It adjusted the capital gains tax among taxpayers re-
porting net gains, first, by extending preferential treatmnent to all such
taxpayers, and, second, by differentiating taxwise among taxpayers
with net gains accrued over different periods.

The plan was regarded as raising certain difficultics, however, with
respect to the market price and incentive objectives of capital gains
taxation. The 2-year holding-period requirement for preferential
treatment had been criticized as interfering with transactions. Tax-
payers tended to take their losses within the 2-year period in order to
get full benefit from them and delayed taking their gains until the
2-vear period had expired in order to reduce their taxes. Proponents
of the step-scale plan argued that the step-downs in the percentages
of gains lncludc(F in income would result in less interference with
transactions. Ceritics of the plan contended that, on the contrary,
it would put & premium on holding appreciated assets long enough to
get maximum benefit, thus putting an even greater brake upon realiza-
tion of gains.®

Following its enactment, the step-scale plan became the subject of
severe criticism. A subcommittee of the Ways and Means Committee
which was appointed in August 1937 to consider possible changes in
the Federal revenue laws devoted considerable attention to proposals
for revision of the capital gains tax.®’ This subcommittee labored
to evolve some method which would meet the objection that the sharp
step-downs in the percentage of gain or loss included in income
encouraged taxpayers to delay taking gains and stimulated them to
realize losses.

As 8 means of minimizing the effects of the step-down plan on
transactions, the subcommittee paoposed a revision under which the

ercentages would decline on & monthly rather than an annual basis.

or this purpose, it suggested 49 age classes of assets instead of the five
classes in the then existing law. The House incorporated this plan
in its draft of the 1938 revenue bill but the Senate rejected it as too
complex. Moreover, the Senate recommended complete abandon-
ment of the step-scale plan in favor of a single class of long-term gains
(those from assets held more than 18 months). These lox:g-term gains
would be included in income to the extent of 50 percent.®* The 1938
act, as finally approved, retained two classes of long-term capital
gains: 66% percent inclusion was provided for gains from assets g\eld
more than 18 months but not over 24 months, and 50 percent inclusion
was of gains from assets held more than provided for 2 years

The 1942 act eliminated the multiple holding period—percentage
inclusion provisions of ‘}l)rior law and reverted to a single class of long-
term capital gains with the added feature of 50-percent inclusion.

# [n the hearings before the Ways and Means Committes, Mr. Roswell Magill, representing the Treag.

Department, criticized the plan and pointed out that a taxpayer selling a 6- investment at a $60,000
‘thﬁ&u:lerﬂwplm vmuldhaumdummcmtmzhams:onw.mumnmmtmw
n

had a gain accruing at the average rate of $10,000 per year for 6 and might reasonably be
sub&eledtoshtuuon an {tem of swkm instead of a single tax on $12,000 ({:?lnnbeﬂmthe Committes
on Ways and Means on Revenue Revision 1934, 73d Cong., 2d sess., p. 40)

# Mr. Roswell Magill pointed out in his testimony before the Ways and Means Committee that under the
plan which they were then considering there w be a tendency to hold assets 5 years, in which case only
2 Jxemnt of the gains would be included in income (hearings on revenue revision 1934 op. cit., p. 39).

d&ﬁ Pmmgg:lhﬂéevhhn 33! the Revenue Laws, 1938, report of a subcommittee of the bommlma on Ways
and Means, ong., 3d scss,

'Thhmlﬂon; unlinao(unmu'samnnwopo-lhlomt inclusion in 1921,

91040—51—-38
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3. Combination of percentage inclusion and flat rate tar

From 1938 until the present time, preferential treatment of capital
gains has been provided through a combination of the two met 10ds
previously us«f separately. This combination features both an
alternative flat rate tax for some taxpayers and percentage inclusion
for all taxpavers reporting capital gains.

The use of percentage inclusion alone had bheen criticized on the
ground that, despite the arbitrary reduction of capital gains for tax
assessment purposes, applicationof ordinary income tax rates produced
levies so0 high in the upper income brackeis that investments became
frozen and few transactions took place® To meet this complaint
that effective rates were too high, the alternative maximum flat rate
tax was reintroduced.® Under the 1938 act, an alternative rate of 30
percent was provided. When coupled with the then existing scale for
percentage inclusion, this was the equivalent of a maximum effective
rate of 15 percent of the gain on assets held over 24 months, and 20
percent of the gain on assets held more than 18 but not more than 24
months,

In the 1942 hearings, consideration was given to the question
whether the alternative rate on capital gains should be increased.
The Treasury recommended an alternative tax rate on statutory net
capital gains of 60 percent (equivalent to a S0-percent effective rate at
50-percent inclusion). It was pointed out in the Treasury’s brief that
the capital gains rate had been left at 1938 levels while rates on other
income had been substantially increased and further increases were
being proposed at that time as'a wartime anti-inflation measure. The
suggested increase in the alternative rate was intended to bring taxes
on long-term capital gains into closer harmony with the increased
rates on ordinary income.®

The Ways and Means Committee at that time approved an increase
in the alternative rate to 50 percent (or an effective rate of 25 percent
when account is taken of the 50-percent inclusion).

In its report on the bill, the committee said in justification of this
increase:

* * * since the rates of tax on individuals have been increased drastically
80 far as wages and other fixed or determinable income is concerned, it is believed
only proper that some additional tax should he derived in this emergency from
capital gains. However, your committee realizes that since the realization of a
capital gain is solely a matter within the discretion of the taxpayer a too high
capital-gain tax rate will lose rather than Kain revenue for the Government,
With a top normal and surtax rate of 88 percent it is not helieved that a moderate
increase in the capital-gain rate will retard capital transactions.®

Objections to an increase infthe maximum capital-gains rate were
voiced by a number of witnesses testifying before the congressional
hearings on the revenue bill. Opponents of the rate increase contended
that under a low rate the volume of transactions, and consequently
the revenue, would be much greater than under a higher rate. It was
also argued once again that higher rates on other income do not justify

» (‘ommn;ee on Waysand Means, report on the revenue bill of 1638, House Report No, 1960, 75th Cong.,
sess, P, 7.
® [bid., p. 37.
L Sutenant of Randolph E. Paul, hearings before the Committee on Ways and Menns on Revenue
Revision of 1942, 77th Cong., 2d sess., vol. 1, pp. 85-86,
m‘! Commlatotee on Waysand Means, report on the reveaue bill of 1942, House Report No, 2333, 77th Cong.,
sess,, p, 30,




—

INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES 29
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higher rates on capital gains since the latter are not income and are
realized only at the choice of the taxpayer.®

The Revenue Act of 1942 increascd the alternative rate to 50
percent.  In view of 50-percent inclusion of long-term gainus, this
amounted, in effect, to a maximum rate of 25 pereent on net long-term
capital gains,

he income level at which the benefits of the alternative rate

begin has varied considerably during the period since 1938 in which
the combination of percentage inclusion and the alternative rate has
been in effect.  The level at which the ordinary income tax rate (the
marginal combined normal and surtax) exceeded the maximum rate
on net capital gains has varied from a high of $44.000 for 1939 (and
again in 1948 and 1949 for a married person filing # joint return) to a
low of $12,000 for 1941.%

4. Results of preferential treatment

None of the methods used in the past to extend preferential treat-
ment to some capital gains has met at one time all the requirements of
tax equity and revenue adequacy as well as those special market and
i other objectives involved in using the capital gain and loss provisions
as a vehicle for incentive taxation.

The alternative low flat-rate tax of the twenties, for example,
¢ failed to meet even the most rudimentary equity objective, that of
i extending preferential treatment: to all taxpayers with capital gains.

Percentage inclusion, and particularly the step-scale plan of the
1934 act, introduced & more refined concept of equity within the group
t of taxpayers with gains but it was held to be unsatisfactory from the
. viewpoints of prices, incentives, and revenue. It tended to discourage
¢ realization of gains and to stimulate vealization of losses.

The combination of percentage inclusion and the alternative flat
rate that is incorporated in existing law represents an attempt to
{ compromise between the equity and incentive objectives.

None of these methods, however, has allowed precisely for the
si)e(-iul characteristics of capital gains and provided equity among
all taxpayers (that is, those who do not have as well as tiose who
do have capital gains). All have provided primarily a lower maximum
rate of tax for incentive purposes. Since 1934, the methods also have
provided somewhat greater equity among taxpavers with capital gains.

In broad summary, the historical record indicates that preferential
capital gains tax rates have been set low 8o as not unduly to induce
taxpayers owning appreciated assets to continue to hold them, thus
postponing tax. Kquitable relations between capital gains and
ordinary income tax rates have been given less weight than other
objectives.

8 See, for cxample, the testimony before the Nenate Committee on Finance of Emil Schram, president of
the New York Stock Exchange; W, J. Schieflelin, Jr., Chamber of Comnierce of the State of New York; and
Flisha ;‘rhxim)an (hearings before the Senate Cominfitee on Finance on the Revenue Act of 1942, 77th

ong., 24 seas.).

S It was $22,000 for 1940, $18,600 for 1942 and 1043, $16,000 for 1944 and 1945, As a result of the postwar tax
reduction under the Revenue Act of 1945, it was $18,000 for 1946 and 1047, Fora le person or & married
couple filing separate returns, it was $22,000 for 148 and 1949, $20,000 for 1950, and $18,000 for 1951; for &
married person filing a joint return it was $44,000 fur 1948 and 1949, $40,000 for 1950, and 36,000 for 1951,
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D. TREATMENT OF CAPITAL LOSSES OF INDIVIDUALS

The income tax treatment accorded capital losses of individuals
varied even more than has the treatment of capital gains. During
the period 1913 through 1921, when capital gains of all types were
subject to full normal tax and surtax rateslike other income, there was
8 steady extension of the tax credit allowed capital losses.  Beginning
with no allowance, Congress next provided loss allowance limited to
the extent of capital gains. Finally, it permitted unlimited allowance
for capital losses against income of any kind.

Since the introduction of preferential tax treatment of capital
gains in 1922, the general view seems to have been that favorable
treatment of gains should be accompanied, as a matter of equity,
?}y some limitations on deductibility of losses. The desire to protect

overnment revenue and to prevent tax avoidance made possible by
oﬂ'settmg speculative short-term losses against actual long-term gains
has also influenced Clongress to limit deductions of capital losses.

Throughout a considerable portion of the lezislative history, the
accepted idea of the way to achieve equity was through so-called
parallel treatment of losses and gains. According to this principle,
the tax benefits from deduction of capital losses should be llmite(r to
the same extent that taxation of gains is made preferential.

When preferential treatment was first considered in connection
with the 1921 act, it was proposed that the 12%4-percent maximum
rate on gains be accompanied by a parallel limitation on losses. The
limitation on losses was not then adopted, however. The revenue
effects of the failure to limit deduction of losses were soon recognized.
{mmediate efforts were then made to place a parallel limitation on
osses.

The Secretary of the Treasury in his annual report for 1922 re-
ferred (o the serious cffects of capital losses upon the revenue and
urged that a limitation, comparable to the rate limitation applicable
to gains, be placed on losses.® In 1922, Mr. Oeden Mills, then a
member of the Ways and Means Committee, sponsored an amend-
ment to the Revenue Act of 1921 which provided such a limitation.
Mr. Mills emphasized the injustice to the Government of allowing
full deduction of losses while taxing gains at a maximum rate of 12%

ercent. He pointed out that under the then existing rates the

vernment could collect only 12% percent of a gain but was compelled
to lighten the burden of the taxpayer to the extent of 58 percent of
his losses if his income was in tYle top surtax bracket.® The Mills
amendment was not enacted.

A parallel limitation was finally placed on losses by the Revenue
Act of 1924. This limitation seemed to be satisfactory during the
boom years prior to 1930, but in the early thirties, when as a result
of the collapse of security prices, capital losses were used on a large

4 Secretary Mellon said, “The situation is ganlcuhrly serfous under the Revenue Act of 1921, which
limits the tax on canital gains to 121§ percent but puts no limit on the deduction of capital losses. This
means that eapital Josser may entirely cancel real income, while capital gains will not be realized at all, or,

taxed at only 1214 percent. Under the present system the Government is being whipsawed,
and the Treasury, theref ire, strongly urges that the existing provisi'n as to capital gains be made to apply
conversely tn capital losses and that the amount by which the tax may be reduce:l on aceount of losses from
the sale of capital assets should n~t exceed 1214 percent of the amount of the loss, This would, to a lares
extent, check one of the methods widely y taxpayers at the present time for decreasing their yearly
income. The alternative is to refuse to recognize eithr capital pains or capital lnsses for income-tax pur-
poses, and if the present situation were allowed to continue there Is nn douht that it woul] save revenue to
adopt thiscourse ® ¢ (Annual Report of the Secretary of the Treasury, 1922, p. 14).

% Committee on Ways and Means, report on H. R. 13770, House Report No. 1388, 67th Cong., 4th sess.,
Janvary 13, 1933, p. 2.
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scale to wipe out tax liability on ordinarv income, Congress considered
lacing further limitations upon capital losses, particularly on those
rom security sales.” As first proposed, in the House version of the
revenue bill of 1932, the limitation would have provided that gains
and losses from all transactions in stocks and bonds might be offset
only azainst one another; but as finally adopted, the limitation applied
only to short-terin transactions in stocks and honds.

The Senate Finance Committee, in justifying the application of the
limitation to short-term transactions onlv, stated the purposes of the
limitation to be: (1) To protect the revenue from the growing practice
of reducing tax liabilities by the sale of securitics on which losses had
accrued; and (2) to prevent the wiping out of ordinary income, which
represented real taxpaying ability, by the use of speculative losses.®
The Scnate committee felt that the corrective action proposed hy
the House was too severe since losses on securities held for more
than 2 years were considered real investment losses.  Accordinglv, no
additional limitation was placed on long-term securities transactions.

To avoid hardships which might result from the limitation on short-
term losses, it was provided that losses disallowed in one vear might
be carried forward (to an amount not in excess of the net income of
the current year) and offset against short-term gains in the subsequent
year. The privilege of loss carrv-over in the 1932 act never actually
went into effect, but was repealed by the National Industrial Recovery
Act in 1933.

Congressional consideration of the NIRA occurred at the same time
that the Senate Committee on Banking and Currency was investigat-
ing stock exchanre practices in 1933. The latter hearings made
public some spectacular examples of the effect of security transactions
upon the income tax linbilitics of certain wealthy individuals during
the carly thirties. Following these revelations, the Congress with-
drew the carry-over privilege.

When the percentage-inclusion plan of preferential treatment was
introduced in 1934, the pre-1932 policy of parallel treatment of losses
was not carried over into the new plan. Under the 1934 act, losses
could be taken into account only to the extent of offsctting gains plus
$2,000 of ordinary income. Thus, the policy of preventing substantial
reductions of ordinary income by capital-loss offsets, which had been
introduced in 1932 with respect to losses from short-term transactions
in stocks and bonds, was extended to all capital losses. The pro-
vision for allowance of $2,000 of net capital losses against ordinary
income was a concession to the small taxpayer with ing'equent capital
transactions.

The capital-loss limitations of the 1934 act were severely criticized.
It was contended that much of the incentive for investing capital in
new enterprises was removed by the prospect that a large part of the

ins, if any, would be taken by taxes while the losses, 1f any, would

e allowed only in part as a de(guction from taxable income.
The subcommittee of the Ways and Means Committee which
reviewed the treatment of capital gains and losses in 1937 expressed
*® The Committoe on Wavs and Means n its report on the revenue bill of 1932 said, “*Many taxpayers have
Soacing treirom boese sl the ool et o loome from salaris, ltidends, rnts, etc, by
Your committee is of the opinion that some limitation cught to be placed on the allowance of such losses™

(H. Rept. No. 708, 72d Cong.. 1st sess., p. 12).

u:' :q.mt; Cl%mmum on Finance, Report on Revenue Bill of 1932, Senate Report No. 665, 72d Cong,
. D. 10,

|
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a desire to provide more liberal loss deductions in the interest of
greater equity and also in order to minimize the undesirable incentive
effects of the tax on investment in new enterprises. At the same time,
the subcommittee stressed the necessity of preventing undue revenue
losses which would result if such deductions were applied extensively
aguinst income from sources other than capital gains.® It therefore
recommended continuing the 1934 act principle of denying capital net
loss as an offset against ordinary income bevond $2,000 of ordinary
income. It also recommended segregation ‘of short-term gain and
loss from long-term gain and loss to prevent short-term speculative
losses from wiping out long-term investment gains.™

The subcommittee recognized that some hardships and inequities
undoubtedly would result from its recommended capital-loss limita-
tions but. pointed out that these hardships would bo at least partly
altrilmmhﬁf to the fact that capital gains and losses, like other income,
are admitted to the tax base on an annual basis. As a result, an
individual may be required to pay a heavy tax on a large capital net

in in a given year despite the fact that in the preceding vear he ma:

ave surt.ined a heavy capital net loss from which he did not derive
a full tax benefit.  The subcommittee sought some method of mini-
mizing these hardships without seriously roﬁu(-ing revenues or reopen-
ing loopholes for avoidance of tax. After consideration of various
alternatives, it decided “l,’o" the allowance of a 1-year carry-over for
unused net capital losses.™

The 1938 act, in an attempt to limit further the effects of speculative
losses on tax revenue, adopted the principle of segregating short-term
from long-term losses and of allowing each type of E)ss to offset only
its own type of guin. However, this act also provided s 1-year
carry-over for net short-term losses, with the limitation that the
amount of carry-over should not exceed the net income of the taxable
vear in which the loss was realized. 1t will be recalled that this same
limitation, with respect to losses from short-term sccurities trans-
actions, had been applied when the carry-over principle was first
introduced in 1932, %‘;le reason given for the 1938 limitation was that
net income of the taxable year measured the extent to which the tax-

ayer was deprived of the use of his net short-term loss in reducing
Kis tax liability.” .

The treatment of long-term capital losses under the 1938 act was
designed to parallel the alternative flat-rate tax on gains which was
reintroduced at this time. The alternative rate on long-term gains
was 30 percent of the proportion of gains taken into account.®  Simi-
larly, the maximum credit in any year against ordinary income tax
on account of long-term capital losses could not exceed 30 percent of
the included losses. No carry-over of long-term losses was allowed.

The 1942 act eased the limitation on capital-loss deductions by
eliminating the segregation of short-term from long-term losses, but
it continued to limit the deductibility of net capital losses from ordi-

% Propased Revision of the Revenue Laws, 198, report of a subcommittee of the Committee on Ways
and Means, 75th Cong., 34 sess., p. 33,

™ The Ways and Means Cgmmlll« in adopligf this recommendation pointed out that statistics pre-
sented to the committee showed that 85 percent of all capital gains and losses arose from transactions Ine
volving securities and that approximately 35 percent of the total transactions in securities fell into the shorte
term category. Sfuch transactions were considered predominantly speculative in character (H. Rept.
N P 75'“!&?15&%?»8’53&3‘-&&%@;, 1938, op. cit., p. 41

"mw“ . cit., p. 41,

1 These percentages were 6834 for gains fron: 1s3cts held more than 18 months but not more than 24 mouths,
and 50 for assets held more than 24 months,
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nary income by permitting only a $1,000 offset).  The congressional
view apparently was that capital losses should be offset primarily
against gains, either of the current year or a subsequent year. In
this case, however, a long carry-over was provided. The excess of
combined short- and long-term net loss of any taxable vear could be
carried forward for five suceeeding vears us short-term loss.

In broad summary, the trends in the capital-loss provisions have
been mixed.  On the one hand, Congress has repeatedly sought to
limit the tax-reduction value of capital losses to the same proportion of
the loss as would have been taken in tax had the loss been a gain of cor-
responding size.  This is the essence of the so-called parallel treat-
ment.  On the_other hand, the desirability of parallel treatment
hroke down during the great depression of the thirties, at least insofur
as net short-term losses were concerned. At that time, the ability of
taxpayers to minimize their taxes on ordinary income by taking short-
term losses, some of which appeared to be of questionable validity, was
regarded as having too grave an effect on Federal tax revenue when
the bottom dropped out of the sccurities market. Moreover, this
desire of Congress to insulate income-tax vield from the impact of
concentrated decreases in the value of capital assets finally led to
almost complete elimination of any capital-loss offset against current
ordinary income and the substitution therefor of loss carry-forwards
against future capital gains.

E. CAPITAL LOS8 AND “NET Loss”

With the introduction of the “net loss” carry-over (in the 1918 act),
the question arose whether capital net losses should be treated like
net operating losses. The 1918 act did not extend the loss carrv-over
privilege to capital losses in general, but did allow carrv-over of losses
resulting from sales of assets used in the production of articles con-
tributing to the war effort. The 1921 act extended the carry-over

rivilege to losses on sales of any capital assets used in the trade or
usiness, This privilege was only short-lived, however.

At the same time that the 12)¢-percent limitation was placed on loss
deductions in the 1924 act, the “net loss” provision was amended to
prevent any part of a capital net loss from being carried forward and
applied against the income of a succeeding year. In recommending
this change, the Ways and Means Committee indicated that they
intended to allow the carry-over privilege only against losses rosulting
from the operation of a trade or business; therefore, such “net losses
should not include capital losses.

The carry-over of net capital losses has developed for all practical
;}lllrposes, completely apart from the net operating loss carry-over.

1e length of carry-over for the former a parently has no necessary
relation to that provided for the latter. ll)'urthormoro, capital losses
thus far have been allowed only in the form of a carryv-forward whereas
net operating loss allowances have taken the form both of carry-for-
wards and carry-backs.

F. LOOPHOLES

In addition to the general limitations placed on deduction of capital
losses, Congress has directed legislation toward specific types of
transactions involving losses that permit tax avoidance. Some of
these are discussed below.

y
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i (a) Wash sales.—1In these transactions the taxpayer sold securities
at a price less than he paid for them, thus incurring a loss which he
dcducted for income-tax purposes.  He then hought back the same or
similar securities of approximately the same value, thereby maintain-
ing substantially the same position as before the sale but, in the mean-
time, having realized a loss for tax purposes.

To prevent this type of tax avoidance, the Revenue Act of 1921
added the “wash sales” clause denying the deduction of a loss on a
security transaction in which the taxpayer within 30 days before or
after the date of the sule acquired “subistantially identical property.”

The 1924 act strengthened the “wash sales” provision hy providing
for disallowance of loss where, within 30 days before or after the date
of sale, the taxpay er has acquired or has entered into a contract or
option to acquire substantially identical stock or securitics.

(b) Basis for detcrmination of gain or lozs on gifts.—Prior to the 1921
Revenue Act the statute contained no explicit rule for determining
gain or loss on property acquired by gift. In the absence of legisla-
tion, the Burcau of Internal Revenue had held the proper basis to be
the fair market value of such property at the time of transfer. The
Ways and Mcans Committec in its report on the revenue bill of 1921
}}ointed out that this rule had been the source of serious abuse.”

axpayers owning property which had come to be worth more than it
cost were encouraged to give such property to wives or relatives. It
could then be sol(f without realizing a taxable gain unless the selling
price was in excess of the value of the property at the time of the gift.

The Revenue Act of 1921 provided a new rule, namely, that in case
of property acquired by gift after December 31, 1920, the basis for
computing gain or loss should be the same as the property would have
in the hands of the donor (or the last preceding owner by whom it was
not acquired by gift).

This rule was not altogether satisfactorv cither, because it made
possible the transfer of accrued capital losses from: a taxpayer with
nsufficient gains or income to realize full tax benefit therefrom to a
relative who had large enough gains or income against which to offset
the entire loss.

To prevent tax avoidance of this type, the 1934 act provided that,
in computing losses, the-lower of the fair market value at the time of
fift or the donor’s basis should be used.™ This rule has been carried
orward unchanged except for a clarifying amendment in the 1942 act
pertaining to gifts in trust. Under prior law, the basis for gifts in
trust had been governed by the section dealing with transfers in trust
and not by the section dealing with gifts. On the grounds that there
is no substantial difference between a gift in trust and other gifts for
ﬁurpose of basis, the law was amended by the 1942 act so that the

asis of property acquired by gift should be the same whether the
gift is in trust or otherwise.

(c) Transactions between members of a family, etc.—The Ways and
Means Committee’s Subcommittee on the Prevention of Tax Avoid-
ance in 1933 called attention to the practice of creating losses by
means of transactions among members of a family, and between
closely held corporations and their owners. In an attempt to close

1 Rec. 214 (a) (5) (now sec. 118 1. R, C.).
s Committee on Ways and Means, Report on the Revenue Bill of 1921, H. Rept. No. 350, 67th Cong.,

ress., . 9,
N 8ec. 113 (s) 2.
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this loophole, Congress, in the Revenue Act of 1934, prohibited the
deduction of losses arising from property transactions among mems-
bers of a family and between an individual and a corporation in which
the individual owned a majority of the voting stock.”

() Partnerships.—The Subcommittee on Tax Avoidance also called
attention to the then common practice of offsetting losses sustained
by a partnership against the partners’ ordinary income. The Senate
Committee on Banking and Currency, in its investigation of stock-
market practices in 1933, had brought out the fact that wealthy part-
ners, particularly those engaged in the banking and security business,
had applicd partnership losses from sales of securities against their
individual incomes from all sources. As a result, they incurred little
or no income-tax liability in certain years. The general limitation on
capitul-loss deductions provided by the 1934 act (which limited loss
deductibility to capital gains plus not more than $2,000 of ordinary
income) was considered a partial solution to this problem.

Two other provisions of the 1934 act dealing with basis for deter-
mining gain or loss were specifically directed at the partnership as a
medium of tax avoidance in cases of sales of property which had appre-
ciated in value. One of these provisions provided that (a) cost was
the basis for dotorm'min‘; gain or loss on property purchased by a
partuership, but (b) the basis for property Kaid in by a partner was
its cost or other basis to the partner.® The other provision estab-
lished the basis of property distributed in kind by a partnership to
a partuer as his proportionate share of the cost or other basis to him
of his interest in the partnership.

(e) Short sales.—The Revenue Act of 1950 established rules intended
to remove a loophole in the capital-gains tax provisions arising from
the use of the short-sale device. Short sales were used extensively by
traders in securities and cominoditics to convert short-term into long-
term capital gains. The 1950 act provided that where a short sale of
sccurities or commodity futures is made, and thereafter simultaneous
“long” and “short” positions are maintained so as to give an actual
short-term transaction the appearance of a long-term transaction, any
resulting gain will be treated for tax purposes as short-term gain.

() Collapsible corporations.—Provisions were also added by the
Revenue Act of 1950 to close the loophole resulting from use of the
“collapsible” corporation device to convert ordinary income into long-
term capital gain. “Collapsible” corporatious were formed for a single
project, such as the production of a movie or the construction of an
apartment house, and then dissolved by distributing to the stock-
holders rights to receive income from the project. l!}gims, the corpo-
ration-income tax was avoided and royalty or rental income was con-
verted into capital gain.

The 1950 act provided that gains from the sale or exchange (includ-
ing liquidation) of stock in “collapsible” corporations will be taxed as
ordinary income if (@) the stockholder owns 10 percent or more of the
stock, (b) more than 70 percent of the gain on the stock is attributable
to the property produced by the corporation, and (c) the gain is
realized within 3 years after the property is produced.

(9) Capital gains of nonresident aliens.—The Revenue Act of 1950
provided for taxation, at a rate of 30 percent, of capital gains of non-

7 8ec. 24 (a) 6.
18 Bec. 113 (a) (13).
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resident aliens not engaged in trade or business in the United States
but temporarily in this country.  Those present in the United States
for less than 90 days in the vear will be taxed ouly on gains realized
during this period.  Those present for more than 90 days will he
taxed on all their gains from transactions in this country during the
taxable yvear.

G. DEFINITION OF CAPITAL ASSETS

The 1913 income-tax law included in the definition of net income—

gains, profits, and income derived from ¢ * * gales, or dealings in property

whether real or personal & % *

Under this provision, the Treasury treated all gnins from the sale of
roperty exactly as other items of income, imposing upon them the

},ull normal and surtax rates,

Congress first defined the term “capital assets” in the 1921 Reve-
nue Act, which introduced the special capital-gains provisions of the
income tax. “Capital assets” at that time were defined as—
property held for profit or investment for more than 2 yvears (whether or not con-
nected with trade or business) but does not inelude property held for the personal
use or consumption of the taxpayer or his family, stock in trade, or other property
which would be included in inventory.

Several changes were made in the definition of capital assets by the
Revenue Act of 1924, the most important being that it was no longer
required that assets must have been acquired for profit or investment
to be included.  Thus, durable consumer goods became capital assets,
This restriction was removed to permit a taxpayer selling residential
property to be taxed on the profits (herefrom under the preferential
capital-gains provisions instead of the ordinary income tax.™

Added to the exclusions from capital assets, for purposes of clari-
fication, was “property held primarily for sale in the course of trade
or business.” The purpose of this change was to make it elear that
property held primarily for resale did not constitute a capital asset,
regardless of whether it was the type of property included in inventory
under conventional accounting practice.®

In 1934 this provision was revised to read “property held primarily
for sale to customers in the ordinary course of trade or business.”
The effect of adding the words “to customers” and “ordinarv”’ was to
make a “trader” in securities (one who buys and sells for his own
account) subject to the capital gain and loss provisions. Under prior
law, it had been held that a “trader” (although not a ‘“‘dealer’’) in
securities was nevertheless engaged in a trade or business. Therefore,
the capital gain and loss provisions did not apply.

The stated purpose of this change in 1934 was to prevent tax avoid-
ance through unlimited deduction of losses by the stock speculator
trading on his own account. Although intended to close a tax-
avoidance loophole, this provision in recent years has been criticized
as providing an avenue of tax avoidance since it allows the gains of
a trader in securities on his own account to fall within the preferential
capital-gains provisions, whereas the ordinary income-tax provisions
apply to sales by a dealer.

™ Senate Committee on Finance report on the internal revenue bill of 1624, 8. Rept. No. 398, 68th Cong.,

1st sess., p. 22
® Loc. cit,, p. 22,
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The Revenue Act of 1941 amended the definition of “‘capital assets’
to exclude certain short-term Federal, State, and local governiment
obligations issued on a discount bhasis after March 1, 1941. This
amendment, which applied primarily to Treasury bills of the United
States, provided that the issuing discount on such obligations should
not be deemed to accrue until the obligations are paid at maturity or
disposed of, and that such obligations should not be treated as capital
assets. The principal effect of this amendment was to eliminate the
necessity (except in the case of life-insurance companies) of making an
allocation hetween interest and capital guin or loss on the disposition
of the obligation and also the necessity for including any portion of
the discount in income for any taxable vear other than that in which
the obligation matures or is disposed of *

Another change of consideruble importance in the definition of
“capital assets” wasmade by the Revenue Acts of 1938 and 1942. This
revision dealt with the trentment of depreciuble and real properties
used in trade or business. The sections of the Internal Revenue Code
involved are 117 (a) and 117 (j). The former provides that depre-
ciable axad real properties used in trade or business are not capital
assets; the latter provides that they shall nevertheless be treated as
capital assets when helil over 6 months if the taxpayer realizes » net
gain on the transactions covered by the section as a whole.

The transactions included in determining whether there has heen
a net gain are sales and exchanges of depreciable and real properties
used in a trade or business held over 6 months and involuntary con-
versions of such property or of capital assets held over 6 months.
A net gain on these transactions, by being treated as a net long-term
capital gain, is subject to the 25-percent rate limitation. On the
other hand, if these transactions result in a net loss, the loss is treated
as an operating loss and is deductible in full from ordinary income of
the current yvear or in other vears by virtue of the carrv-backs or
carry-overs allowed net oncrating losses.

: Depreciable property used in trade or business was excluded from
! the category of capital assets by the Revenue Act of 1938. This
: amendment was traceable in large part to the limitations on deducti-
bility of corporate capital losses provided for the first time by the
Revenue Act of 1934. This act permitted corporations to deduct
capital losses only to the extent of capital gains plus $2,000. This
limitation was criticized as being unfair when, at the same time, net
capital gains of corporations continued to be taxed in full.

It was considered particularly unfair in the case of sales of depre-
ciable property such as machinery, plant, and equipment used in the
trade or business. If the taxpaver kept such property or abandoned
i it, he would be allowed the loss in full in the form of deductions for
depreciation and obsolescence or as an abandonment loss. As a
consequence, it was contended that taxpayers either continued to use
less efficient machines until the full costs had been recovered through
depreciation allowances or else, instead of selling on the open market,
junked the old machines and thereby obtained a full deduction.
Congress, in the Revenue Act of 1938, therefore provided for the full
deduction of losses on sales of depreciable property used in trade or

81 Conference report on the revenue bill of 1941, 77th Cong., 1st sess., H. Rept. No. 1203, p. 11; also Senate
Committee on Finance report on the revenue bill of 1941, 8. Rept. No. 673, pt. 1, pp. 30-31.
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business by excluding it from the definition of “capital assets” under
section 117 (a).

As a result of the exclusion of depreciable property from capital
assets, buildings and other depreciable real-estate improvements
attached to the land were not treated as capital assets but land con-
tinued to be treated as a capital asset. Difficult administrative
problems involving allocation of sale prices between land and improve-
ments arose from this nonuniform classification. The 1939 Revenue
Act maintained the nonuniform definition of capital assots, but made
the tax treatment of capital losses more uniform for corporations by
making all long-term corporate capital losses fully deductible under
the income tax. This rule continued until the Revenue Act of 1942,

During development of the Revenue Act of 1942, two different
methods of restoring uniform tax treatment for these depreciable and
nondepreciable assets were considered. The House proposed that
depreciable real estate improvements be restored to capital asset
status. In support of this proposal it was argued that the 1938 pro-
vision, treating deprecinblo property as a noncapital asset, was in-
serted primarily to allow deductions for losses on assets such as
obsolescent machinery and not for losses on assets such as buildings
and similar real estate improvements.

The Senate, however, proposed to achieve uniformity by retainin
the existing classification of depreciable real property as a noncapita
assct and, 1n addition, making land and any nondepreciable improve-
ments used in the trade or business also noncapital assets.

The Senate approach was finally adopted and “real property used
in the trade or business of the taxpayer” was excluded from the defini-
tion of capital assets. .

Considered alone, this provision was advantageous to t.ixpayers in
the event of loss, but was disadvantageous in the event of gain since
the gain would be taxed as ordinary income. Sales involving gain
were not as unusual or infrequent in 1942 as they had been in 1938, for
sales of used machinery, ships, and other business properties as a re-
sult of wartime demands were frequently resulting in large gains. At
the same time, the increase in involuntary conversions during the war,
chiefly slnilxping losses and condemnation of property for military pur-
poses, had raised the general problem of special tax treatment for
mvoluntary conversions.

In order to take care of these special situations, the income tax
classification of real property as a noncapital asset was altered com-
pletely by enactment of section 117 (j). In effect, this subsection
provided that, for the transactions covered, net losses would be con-
sidered ordinary loss but net gains would be considered capital gain.
At first designed to take care only of gains and losses from compulsory
or involuntary conversions, section 117 (j) was extended during de-
velopment of the 1942 act to cover all sales and exchanges of depreci-
able property and, finally, to cover also all real property used in the
trade or business, whether depreciable or not. Thus, section 117 ()]
of the 1942 act was made to apply to all sales ar.d exchanges of both
depreciable and real property used in a taxpayer’s irade or business if
held over 6 months, as well as to involuntary conversions of property
used in the trade or business and capital assets held more than 6
months. It has since been extended by the Revenue Act of 1943 to
include also dealings in timber covered by section 117 (k).
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Under section 117 (k), taxpayers owning timber, or having the con-
tract right to cut timber from the property of another, are permitted
to elect to treat net proceeds from the cutting of timber in any taxable
year as lonf-tcrm gain from a capital asset rather than as ordinary
imcome. The same favorable treatment is also granted to a timber
owner who disposes of timber under a contract allowing him to retain
an economic interest in the timber. Gain or loss from these typos of
transactions respecting the cutting of timber are considered together
; with gains or losses treated under section 117 (j) in arriving at the net
! gain or net loss for tax purposes.

Prior to 1942, the changes made in tho definition of capital assets
reflected & tendeney to limit the items of income to which preferential
capital gains treatment should be given. The 1942 and 1943 Revenue
Acts, particularly through sections 117 (j) and 117 (k), moved in the
direction of broadening 5\9 category of capital assets. Section 117 (k)
in particular appears to be an cffort to deal with a special problem
involving lumpy income by giving capital gains treatment instead of
allowing income averaging.

The 1950 Revenue Act included several technical changes in the
definition of capital assets. One of these in effect provided an excep-
tion to section 117 (j) with res‘pect. to sales of emergency facilities.
In order to prevent taxpayers from gaining too great an advantage
from the special amortization privileges allowed under this act with
respect to emergency facilities completed after December 31, 1949, and
certified as essentiaf to national defense, gains from sale of such facili-
ties are subjected to tax at ordinary rates, rather than at capital gains
4 rates, to the extent that they represent the difference between the
special amortization deductions and ordinary depreciation.

The Revenue Act of 1950 also added to the definition of capital
i assets an exclusion which bars amateur artists and authors from re-
1 ceiving capital gains treatment on the sale of their work. Prior to
1950, if an amateur sold his book or other artistic work outright, such
a sale was treated as the sale of a capital asset (property not held
primarily for sale to customers in the ordinary course of trade or busi-
ness). The bill, asapproved by the House, provided that income from
these transactions, as well as from similar transactions of amateur
inventors, should be taxed at ordinary income tax rates instead of
receiving capital gains treatment. The bill, as revised by the Senate
and] as finally cnacted, however, limited the provision to artists and
authors.

The 1950 act contained a special provision dealing with restricted
employee stock options. This allows part of the gain from options

nted employees to purchase stock of the employing corporation to
E?treatcd as capital gain rather than ordinary compensation. This
provision was represented as an incentive device for management.

o Do g S e

H. CAPITAL GAINS AND LOSSES OF CORPORATIONS

When special treatment was first extended to sales and exchanges
of corporate capital assets, it came in the form of restrictions on capital
loss deductions and not in the form of preferential treatment of gains.

When preferential treatment was first provided for capital gains of
individuals under the Revenue Act of 1921, the special flat rate chosen
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(12)4 percent) was the then existing corporation rate.®* At that *ime
when the question concerning special treatment for capital gains of
corporations was raised in congressional committees, it was pointed

out that no necessity existed for applying it to corporations since the
preferential rate had been arranged to place the same rate on capital
gains of both individuals and corporations.® The revenue bill of 1921
a8 passed by the Senate had included corporations as well as individ-
uals in the provision for special treatment of capital gains. But it
should be noted that the special treatment there proposed was not the
flat rate tax but 40-percent inclusion of capital net gain in the computa-
tion of net income.® The policy of wnsi(i)uriug capital gains and losses
of corporations as ordinary business income or losses continued until
1932,

When the limitation on losses from short-term stock and bond trans-
actions was adopted in 1932 with respect to individuals, the same re-
striction was applied to corporate losses from such transactions.®
Specific exemption from these restrictions was provided for (1) a
dealer in securities (whether an individual, partnership, or corporation)
as to stocks and bonds acquired for resale to customers in the ordinary
course of his business, and (2) banks and trust companies.*® Again
in 1934, when the policy of offsetting capital losses of individuals only
against capital gains and $2,000 of ordinary income was adopted, it
was also applied to net capital losses of corporations. The graduated
percentage reduction of gains and losses to be included in ordinary
income did not apply to corporations, however.®

The $2,000 limitation on corporation net capital losses which might
be deducted from ordinary income was severely criticized as unfair
when, at the same time, net capital gains of corporations continued to
be taxed in full. It was considered particularly unfair in the case of

8 The Revenue Act of 1921 increased the corporation income tax rate from 10 to 12}$ percent at the same
time that it repealod the wartime excess profits tax.

% In mmmenﬂr’n'g on the flat rate proposed in the bill under consideration in the Ways and Means
Committee, Dr. T. 8. Adams, tax adviser to the Treasury Department, sald: “Assuming that the
corporation tax rute will be 15 percent, we suggest in section 407, that you consider the question of limiting
the tax on capital gaius to 15 peroent in the case of Individuals. That section does not apply to corporations,
and it is not necessary, bocause the mavimum rate is the corporation rate, and it is to be applicable to the
amount derived from the salc of capital transactions, which transactions are now being stopped by the
operation of the present tax {isell” (hearings before the Committese on Ways and Means on internal-
revenue revision, 1921 ,'{v 405).

. 206 (b) of H. R. 845, 67th Ceng., 1st sess., as ag!woved by the Senate, Novembor 4, 1921.
B Such losses could be deducted only to the extent of gains from similar transactions but losses disallowed
in 1 year might be carried forward (to an amount not In excess of the net income) and offset against
short-term guins in the subsequent year. The provision for -forward of disallowed losses was repealed,
however, hefore it became effective by the National Industrial very Act.

% In recommending the exemption of banks from the loss limitation provisions, the Secre! of the
Treasury (Ogden L. Mills) sald: “The Treasury was disposed to agree that it was not unreasonable under
mnt conditions to deny to taxpayers the privilege of offsetting forms of ordinary income through security

. I think, however, that should be expected [exempted]. Banks, as a part of thelr regular
business, purchase socurities for investment purposes, which me an important element in their necessary
secondary reserves. 8| lon is not involved, nor Is the question of protecting the revenues from
improper deductions. It is my opinion that, particularly in the case of banks, a tax upon the gains and a
denial of the losses is not necessary and cannot be justified.” * * ¢ When Senator Hull nquired of
Mr. Mills where to ““draw the line between banks that are performing a legitimate banking business and
banks that have security affiliates and all kinds of security connections,” Mr. Mills replied, “Well, banks
are inevitably in the business of buying and selling securities to some extent. Their income from uying
and sclling securities is normal business income, and I think they are entitled to take losses on their normal
business income. But the fellow we are trying to hit is the man who is wi ing out his normal income from
dividends and business profits by taking paper losses oa the sale of stocks. We are perfectly willing to
give him a deduction on his normal business losses and to tax him on his normal business gains. But we
are unwilling to allow him to wipe out his normal business gains by this arbit taking of losses on
outside transactions. [ do not think that is true of banks. It is 1 part of their normal business to buy and
sell securities and thercfore their losses arise in the normal course of events and they are not arbitrary or
fictitious losses made for the purpose of wiping out the normal income® (hearings before the Senate
Committee on Finance, on Revenue Act of 1932, 72d Cong., 1st sess., pp. 31-32).

® The joint committoe staft wiich drafted the percentage-inclusion plan stated with respect to the
application of the plan to corporations, *““The method here proposed is designed especially for individuals.

owever, it Is recommended that consideration be given to applflng the same method to corporations in
<caso tax-frea reorganizations are eliminated ® * * ' (Prevention of Tax Avoidance, prelim nary report
of a subcommittee of the Committee on Ways and Means, 73d Cong., 2d sess., 1833, exhibit C, Memoran-
dum on Capital Qains and Losses, p. 37).
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sales of depreciable property such as machinery or plant and equip-
ment used in the trade or business. Primarily to take care of this
Intter situation, Congress, in the Revenue Act of 1938, provided for
the full deduction of losses on sales of depreciable property used in
the trade or husiness by excluding such property from the definition
of capital assets.

The $2,000 limitation continued to apply to corporate losses on
sales of property not subject to depreciation, including losses arising
from the sale of real property, to the extent that the loss was allocable
to the land as distinguished from deprecinble improvements upon the
land. As already mentioned, difficult administrative problems involv-
ing allocation of the sale price between land and improvements arose
from this nonuniform classification.*

The 1939 Revenue Act, by making long-term capital losses of corpo-
rations fully deductible under the income tax, elimnatead the necessity,
insofar as corporations were concerned, of allocating losses between
depreciable and nondepreciable property.® Short-term corporate
capital losses, however, were subject to the same limitations that were
then applied (under the Revenue Act of 1938) to individuals. In other
words, short-term losses of corporations could be offset only against
short-term gains, and a 1-year carrv-over of the excess of losses was
allowed but only to the extent of the ordinary income in the year of the
net short-term loss. Thus, for the first time a distinction was made
between short- and long-term capital losses of corporations.®

Both long-term and short-term net capital gains of corporations
continued to be included in ordinary income and subject to regular
income tax rates until 1942,

Under the World War II excess profits tax, enacted in 1940, long-
term capital gains and losses of corporations were excluded from the
computation of excess profits net income. But short-term gains and
losses of corporations were given the same treatment for purposes
of the excess profits tax as the income tax.”® Net gains from the sale or
exchange of depreciable assets held over 18 months were excluded
?(l)l“:’ excess profits net income although net losses were deductible in

ull.

The treatment of capital gains and losses of corporations under
the Excess Profits Tax Act of 1950 differs from that provided under the
World War 11 tax. Under the 1950 act both long- and short-term
gains and losses are excluded in determining net income for the
excess profits tax year and for base period years. Net losses from
assets falling within the scope of section 117 (j) are included in the
determination of income in the excess profits tax year but are excluded

M See the discussion of sce. 117 (§) above for a more detailed account of this problem.

% The $2,000 limitation was retained with respect to losses of personal holding companies.

» In explanation of the 1938 revision, the Ways und Means Committee said, * Your committee’s proposal
will remove a tax irritant which has handicapped many corporations. It will have the effect, in general, of
placing corporations more nearly on a parity with individuals with respect to capital losses. By the removal
of the $2,000 limitation, the necessity of allocating lasses between depreciable and nondepreciable propert
will be eliminated. Traders and other corporations that buy and scll property on their own account wil
be entitled to offset their net long-term losses aguinst their ordinary income. The speculator will be pre-
vented from offsetting speculative gains against ordinary income for the reason that losses from the sale or
exchange of pmpen?' eld for 18 months or less can only be applied against gatrs from the sale or exchange of
such property held for the same period” (Committee on Ways and Means report on the revenue bill of 1939,
H. Rept. No. 855, 76th Cong., 18t sess., p. 11).

1 That is, net short-term gain was included in income and fully subject to tax and short-term loss was
allowed only to the extent of short-term gain but with a 1-year carry-over (to an amount not in excess of net
income) as short-term loss.

9 This latter provision was rorlaced hy sec. 117 (J) of the 1842 Revenue Act which had the same effect on
ains and losses from such holdings. Under the 1942 Revenue Act (sec. 208) the excess of gains over losses
rom involuntary conversions of depieciable property held more than 18 months was also excluded retro-

actively from the excess profits net income for 1940 and 1041,
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from the taxpayer’s base period net income. This means in effect
that net losses are fully deductible in the excess profits tax year,
but are excluded in the computation of base period net income.
In connection with the 1942 Revenue Act, proposals were made to
abolish the distinction between short- and long-term losses of cor-
orations. Instead of eliminating this distinction, Congress moved
1n the opposite direction of treating wr%)rate capital gains and losses.
more nearly like those of individuals. Not only was the long- versus
gshort-term distinction retained but the 6-month holding period adopted
for individuals was also applied to corporations and a special prefer-
ential rate was provided for capital gains of corporations for the first
time. The maximum rate of tax on corporate net long-term capital
gains was fixed at 25 percent—equivalent to the effective alternative
rate on net long-term capital gains of individuals.®* The 1942 act
also provided that long-term losses of corporations could no longer be:
applied against ordinary income.* As in the case of individuals,
ort- and long-term losses must be merged and offset against capital
gains (whether long- or short-term). Unlike individuals, however,
corporations are required to take into account 100 percent of the
gain and 100 percent of the loss realized on long-term assets and are
not allowed to apply any excess of capital losses over capital gains.
against their ordinary income. The excess of losses over gains can be
carried forward, however, as a short-term loss for 5 years, as in the
case of individuals,

IV. REvENUE CONSIDERATIONS

Appraisal of the capital gains tax requires consideration of its.
capabilities and deficiencies as a revenue producer. This considera-
tion, unfortunately, is complicated by tﬁe fact that much of the
relevant information concerning the direct and indirect revenue
effects of this tax is not readily available. Largely for want of facts
the fiscal sighificance of the capital gains tax has remained the subject
of considerable controversy.

It has been pointed out that, over years of prosperity and depression
taken together, its revenue contribution is shght and 1s secured at the
expense of disproportionate cost of administration as well as effort
and expense incurred by taxpayers in compliance. Supporters of the
tax reply that, although the yield from capital gains taxation is now
small compared with the totaY yield from income taxation, it is by no
means insignificant. Furthermore, they contend that it is not
appropriate to evaluate the tax solely or even primarily on the narrow
basis of direct revenue yield. In their view capital gains taxation is
primarily a matter of equity.

In the past, Congress has paid close attention to estimates of the
probable revenue effects of contemplated changes in the capital gains
and loss provisions. In particular, the case for limiting deductibility
of net capital losses historically has rested heavily on revenue con-

4 The Senate Finance Committee in commenting on this pnovision sald: ““While at present corporations:
are not accorded a similar alternative tax, due to the increase in corporate taxes, sec. 117 (0) is further revised
80 as to provide for an alternative rate of 25 J;ement on their net long-term capital gains” (Senate Committee
on Finance report on revenue bill of 1842, 8. Rept. No. 1631, 77th Cong., 2d sess., p. 117).

M Special treatment was allowed, however, for banks. Banks may treat the excess of losses from sales or
exchanges of bonds, debentures, notes or certificates, or other evidence of indebtedness issued by any cor-
poration (including one issued by a government or political subdivision) with interest coupons or in regis--
tered form as ordinary losses deductible in full from ordinary income subject to the corporation normal and

surtax rates, However, the excesses of gains from sales and exchanges by banks of the indicated types of
debt securities may be treated as capital gains (sec. 117 (i), I. R. C.).
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siderations. It is important to study the revenue yield for such indi-
cations as may be gained abont the tax's effect under dfferent economic
conditions.

A. DIRECT REVENUE YIELD

The direct revenue yield from capital gains taxation is that portion
of income tax revenue attributable to capital gains and losses actually
taken into account under provisions of the revenue act in force. This
annual yield depends on a number of factors: First, on the trend of
prices which determines the over-all balance between gross apprecia-
tion and depreciation in value of capital assets during a year, r -
less of whether or not these changes in asset values are realized;
second, on the extent to which individuals and corporations choose to
realize these or prior year changes in asset values;® third, on the
number and average size of realized capital gains and losses and their
distribution among taxpayers with different amounts of ordinary
incomes; and fourth, on the legal terms (percentage exclusion, etc.)
under which realized capital gains and losses are taken into account
in the tax base. Variations in any of these factors will tend to produce
variations in yield.

Table 1 gives a summary of the aggregate amounts of net statutory
capital gains and losses that have been admitted to the tax base in
past years. These figures are by no means comparable from year to
year since they are a%l'ected by changes in provisions governing their
admissibility to the tax base. For example, capital losses ol indi-
viduals are shown in the table to have been relativelﬂ large in 1930 and
1931. These were, of course, heavy loss years but the statutory
amounts shown are large partly because, at that time, short-term net
losses could be taken into account without limit. Similarly, statuto
net capital gains of individuals since 1934 are understated in compari-
son with prior years because the post-1934 amounts are affected by
the provisions for percentage exclusion of long-term gains which have
been in force since that time.

All figures in table 1 are net balances of statutory gain or loss after
each individual or corporation has balanced gross realized gains against

ss losses to whatover extent was permitted by the statute. The
osses therefore represent the tax returns of different taxpayers than
do the gains.

The purpose of table 1 is not to show trends in aggregate amounts
of realized capital gain and loss. Considered as time series, the figures
are lacking in homogencity. Rather the purpose of table 1 is to indi-
cate, by way of background, the absolute size of the statutory capital
gain and loss component of the income tax base in different years.

In 1928, the record year, the individual income tax base was in-
creaged by a $4.5 billion excess of net capital gains over net losses. In
1931, the worst year, net realized capital losses of individuals exceeded
gains by $2.7 billion. The net capital gains component of the indi-
vidual income tax base, which by 1946 had recovered to an excess of
$3.3 billion over losses, amounted to only $2.3 billion in 1947 and 1948
under a statute which took only 50 percent of long-term gains and
losses into account.

Since the data in table 1 do not include capital gains and losses
realized by individuals not required to file income tax returns, they
afford a less complete picture for cariier than for later years. As the

# Tax provisions in turn are one factor mﬂuenblnx these realization choices.
9104051 4
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individual income requirement for filing has boen lowered, an unknown
amount of gain and loss attributable to the additional coverage of
smaller incomes has appeared in the total amounts reported.

In order to pass from data of the sort shown in table 1 to actual
revenue estimates, it is necessary to determine the effective rates at
which the net statutory capital gains admitted to the tax baso are
taxed and the effective rates at which net statutory capital losses are
allowed. This is simple for net long-term gains realized by taxpayers
using the alternative computation, since the amount of tax attribu-
table to such gains has usually been tabulated. For all net short-
term gains and for those net long-term gains realized by taxpayers not
using the alternative computation, however, the determination is
difficult. These taxpayers merge their statutory net capital gains and
deductible losses with other items of ordinary income and compute
tax liability on the total statutory income. It is necessary, there ore,
to estimate the cffective rates applied to capital gains and losses in
these returns from tabulations showing the structure of reported gains
and losses by their own size and by size of the net income of taxpayers,
Unfortunately, the information available for determining these effec-
‘tive rates is not as complete as might be desired.

TaBLe 1.—Net stalulory capital gains and losses tncluded in tncome taz returns

(In millions of dollars)
Individuals and tax-
abls fiduclaries ! Corporations 1
Calendar year
Net capi- | Net capi- | Net capi- Net capi-
. tal ga tal loss tal ga| tal loss
$001 Q) ® §

1,168 (g () U]
1,514 ( Q] ®
2,932 0] ?) ()]
2,379 $213 %) ®
2.895 276 ?) 3
4, 862 357 3) (]
4,769 1,877 $1,315 m

1,281 2,621 646 $036

501 3,219 299 1,702

183 2,043 o142 1, 705

621 1,694 262 1,688

229 211 243 297

530 167 470 29

99U, 145 531 142

4351 203 305 165

461 588 207 75

410 468 212 85

403 562 188 703

514 905 163 1, 006
257 179 4)
893 203 204 )
1,238 227 428 1)
2, 508 106 923 1)
3,573 252 121 1)
2,509 301 ()
2,644 302 849 (U]

} The data for 1922-27 are restricted to returns with net income, whereas deficit returns are included in
sul uent years.  For the years 1922-33 gains and losses on assets held 2 yearsor less are included, Varying

reentages of gain or loss were taken into account in 1334-37 and 193845, Net losses were limited to
EOOO in 1934-37, and to $1,000 in 194248 with a 5-year carry-over of the excess.

1 For the years 193031, losses from sale of capital assets were allowed in full against income of any kind.
For the years 1932-33, losses from sales of stocks and bonds held 2 years or less were limited to gains from
such sales; for the vears 183439, losses from sales of capital assets were limited to gains from such sales plus
$2,000; and for 1040-41, losses from sales of assets held 18 months or less were limited to gains from such sales.

with 1942, eagiml losses incurred in any year may be offset against capital gains for that year, a
ne’t ﬁa;tnllala}ﬁllgelng subject to a 5-year carry-forward as an offset against net capital gains,
ot av. .
- _ 4 Net capital losses of the current year are not reported since they are carried forward to be applied against
ae.t lgapim gains of the subsequent 5 years,
leummyl

Bource: Statistics of iIncome,
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Inasmuch as the needed information concerning the structure of
capital gains and losses is not always available, it must be estimated
for some years on the basis of analogies with other years in which
different aggregate amounts of capital gain and loss were realized, and
in some cases, where different statutory provisions existed for taking
gain or loss into account. It is therefore unavoidable that the esti-
mates of revenue yield from capitnl-&ains taxation should be subject
to a relatively large margin of error.

Estimates of the net tax revenue derived directly from capital gains
and losses, both of individuals and corporations, are given in table 2.
This table indicates, as would be expected, that the yield from capital-
gains taxation is extremely variable from year to year. In fact, the
capital-gains tax is the most sensitive element to economic changes
in the entire Federal tax structure.

TasLE 2.—Estimated revenue yield from capital gains and income tazalion, 1926-61

[Dollar amounts in millions)
Individuals Corporations Individuals and corporations
Estimated taxon | Total | Estimated tax on Estimated tax on
Total i eapldwll galns (:l“mi . capi&a'l gains gotal mpl‘tlall gains
otal in- and losses on in- and losses come and losses
Year of liability | lll;.'ldnal coms and |——
oo Percent | 8% Percent | SX023S Percent
taxes! | Amount?| of total Srofts |Amount?| of total profits | \ mountt| of total
tax | Procid tax | L83 tax
1028...cccececeen $732 $225 30.7
17 S, 831 297 35.7
|17 S, 1,164 576 40.5
421 420
-16 -~3.1 $712 -$5 -0.7] $1,18 -$20 -1.7
~80| -36.2 399 -771{ =103 ~166 -~25.7
-80| -24.2 286 -3 | -326 616 -13 -2.1
16 4.3 423 ~87] -20.6 w -71 -8.9
17 3.4 596 2 .3 1,107 19 1.7
. ks 11.0 735 31 4.2 1,302 103 7.4
171 14.1 1,191 67 5.6 3,405 28 9.9
41 3.6 1,276 25 2.0 2,418 66 2.7
12 1.6 2 26 1,626 35 23
4 4 1,232 25 2.0 2,161 2 1.3
-7 -5 2, 549 —49 -~1.9 4,045 -~56 ~1.4
-86 -2.2 7,168 -164 -2.3| 11,076 -250 -2.3
68 8| 12,25 42 31 21,183 110 N ]
26 1.8] 15902 60 .4 30,516 335 1.1
I 22] 14,884 100 7] 31,31 454 1.3
721 4.2 10,785 24 20} B, 935 3.3
893 5.5 8,875 0 3.0} 2515 1,163 4.6
6 3.5] 10,981 210 1.9 29,230 854 2.9
528 3.41( 1,920 100 1.6 | 27,538 718 2.6
475 3.1 9, 800 190 1.9 25,230 665 2.6
780 42| 17,000 270 1.6 | 35700 1,050 29
890 3.7| 23,600 330 1.5 | 46,700 1,220 26

1 As reported in Statistics of Income.

3 The estimated tax on capital gains and losses is not intended to show the difference in tax revenue resuit~
ing from taxing eapiml!‘fains and losses as compared with not levying such a tax in the specified year. The
estimated tax on capi faln.s and losses for each of the specified years is the difference between (1) the total
individual and corporation income taxes r‘:l)omd in Statistics of Income; and (2) the total of such taxes
which ‘wguld have been realized if capital gains and losses had been entirely excluded from the tax
computation.

1 Excludes additions to liability under thg Current Tax Payment Act of 1943 amounting to $2,555,804,000,

: grelimi::ary.

stimated.

Note.—It should be borne in mind, when interpreting this table, that the estimates of revenue yield
from capital ﬂslm taxation of individuals during the period 1926-34 are not strictly comparable with those
for 1635 and later years. In preparation of the estimates for the earlier period, no account was taken of
deficit returns; averages of capital gains by income size classes were used to approximate the effective rates
at which gains were presumed to have been taxed. For the period since 1935 deficit return: have been
included and better account has been taken of the dispersion of capital gains and losses within income size
classes. Therefore, it is believed that the estimates since 1935 are much more nearly accurate than those
for the preceding period. Lack of proper information makes it inadvisable to attempt to put the estimates
before 1935 on the same basis as those subsequent. In general, the effect of including deflcit returns is
coasistently to diminish gains and increase losses. The 1926-34 estimates of capital gains tax revenue from
individuals are therefore overstated in comparison with later years.

Source: Office of the Technical Staff, Treasury Department.

% Less structural information exists for defiit returns than for returns with net incoms. Consequently,
tho estimates for deficit returns are subject to the largest errors,
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As the base of the personal income tax has been broadened and
rates increased, the relative importance of capital gains as a revenue
source has declined. In the period 1926 through 1929, the tax yield
from realized capital gains of individuals was more than $1.5 biﬁ?on,
or roughly 40 percent of the total yield from individual income
taxation during that 4-year lperiod. In the year 1928, capital gains
were responsible for virtually as much tax revenue as all taxable
ordinary incomes. In contrast to this experience, during the 10-year
period 1938 through 1947, the total yield from ca ital-gains taxation
of individuals was approximately $2.9 billion, wﬁich 18 less than 3
percent of the total yield from personal income taxation.

The substantial yield, in dollar amounts, from capital gains taxation
of individuals during recent years reflects mainly the impact of war
and postwar economic expansion and inflation on values of capital
assets. To some degreo this yield also reflects the limitations on
deduction of net capital losses from ordinary income in effect since
1934. ,

Although loss limitations serve to maintain yield, the possibility
of postponing realizations of capital gains is also a factor tending to
reduce this tax’s yield. Since liability may be avoided simply by
holding capital gains unrealized, many taxpayers, particularly in the
u})per income brackets, tend to hold aprreciated assets for long periods
of time. Theso taxpayers tend to hold thejr gains either until they
may be offset against losses or, presumably, often for life because
umi:zr present law accrued capital gains are transferable free of income
tax at death. Such statistics as are available concerning the age
distribution of capital assets at time of realization support the fact
that longer holding is characteristic of higher income.

In the year 1936, for example, 36 percent of- the capital gains
realized by taxpayers with less than $5,000 of net income had been held
for less than 1 year, and only 17 percent of the capital gains of this
income group were attributable to capital assets held more than 10
years. On the other hand, taxpayers with more than $1,000,000 of
net income in that same year realized less than 3 percent of their
capital gains on assets held less than 1 year and 84 percent of their
capital gains on assets held more than 10 years.” The average age of
caplit%} gains realized increases steadily as one goes up the income
scale.

Corporation capital gains have been a consistent source of net
revenue since 1934, when loss limitations were first imposed, and a
less volatile revenue source than the capital gains of individuals.
Traditionally, the capital gains of corporations have been treated more
nearly like ordinary income and taxed without percentage-exclusion
provisions,

B.fﬁlZE ‘AND STRUCTURE OF THE CAPITAL GAINS TAX BASE

In analyzing revenue as well as other aspects of the capital-gains.
tax, it is desirable to examine briefly such quantitative background
information as is available concerning the size and structure of the
tax base. Information of this sort js given below for 1945, 1946, and
1947, the latest years for which tabulations are available. The special
tabulations do not cover fiduciary returns,

¥ Statistics of Income Supplement Complled from Income Tax Returns for 1938, see. IV, Capital Gains

and Losses, pp. 31 and 32, The above percentages are based on the actual net capital gains real before-
the nppllea'.lon.ol Ppercentagc-exclusion provisions,
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Details concerning the number of individual income tax returns
with net gain or loss from sale or exchange of capital assets are given
in table 3. About 50 million returns were filed in 1945, almost 53
million in 1946, and 55 million in 1947. Net capital gains or lossecs
were reported on 2.1 million returns in 1945, on 2.7 million in 1946,
and l()m 2.5 million in 1947, between 4 and 5 percent of the total
number.

TABLE 3.—Number of individual income-tar returns with net statutory capital gains
or losses, 1945, 1946, and 1947

1945 returns with net— | 1046 returns with net— | 1947 returns with net—

QGains Losses QGains Losses Qains Losses

Taxablereturns............... 1, 583,347 345,524 | 1,975,108 416,587 | 1,624,931 507,678

I Adjusted gross income undor
(11 N 1,040, 721 229,839 | 1,266,883 238,621 | 1,023,116 278, 541

Adjusted income of
$5,000 and over. ............ 542,626 115, 685 708,222 179, 966 001,818 232,137
Returns using alternative tax. 88,485 [..cee..o... 84,020 |......_..... 00,444 |.ooo..... ..
Nontaxablereturns........... 87,845 46,037 269,833 85,870 241,922 102,671

Total returns with capital
galnorloss................. 1,671,192 391,561 | 2,244,938 502,457 | 1,866,853 601, 349

Sourve: Preliminary tabulations, Bureau of Internal Revenue,

b The large majority of returns with capital gains or losses were tax-
j able. In 1945, 95 percent of the tax returns containing net gains and
{ 88 percent of those containing net losses were taxable. The total
3 number of nontaxable returns rose between 1945 and 1946 and, as a
consequence, the number of nontaxable returns with gains and losses
also increased.® In 1947, the number of nontaxable returns, although
lower than in 1946, still exceeded the 1945 figure.

A very small proportion of the total number of returns with net
gains had sufficient ordinary income to be affected by the 25-percent
maximum effective rate limitation under the alternative capital gains
tax computation. In 1945, the number of returns with capital gains
{ subject to the alternative tax was 88,000 or less than 6 percent of the
total number with gains; in 1946 and 1947 the number decreased to
84,000 and 69,000, respectively, or to about 4 percent of the number
{ withgains. This decrease was attributable in part at least to the fact
§  that the alternative rate was applicable at a lower point on the income
scale in the earlier year than in the two latter yvears ($16,000 of surtax
net income in 1945 as compared with $18,000 in 1946 and 1947).%

More than four times as many individual taxpayers reported net
capital gains in 1945 and 1946 as reported net capital Josses, while in
1947 one return with net losses was filed for every three returns with
net gains. Over 60 percent of the taxable returns containing either
4  net gains or net losses in all 3 ‘years had adjusted gross incomes of less
{ than $5,000. Thus, the majority of capital gains and losses, in num-
ber if not in amount, were realized by relatively small investors.

The aggregate of net statutory capital gains included in adjusted
gross income of individuals totaled $2.3 billion in 1945, $3.3 billion
mn 1946, and $2.5 billion in 1947. The preponderant part of this

% The increase in the number of nontaxable returns was probably due to the higher normal tax exemptions
for married couplesin 1948 and 1947. In 1045, the normal tax exemption was a flat $500 or $500 plustheincomne
of the spouse on Joint returns with a maximum of $1,000. In 1946, the normal tax exemption was to
$500 for each exemption claimed on the return.

® The higher breaking rolnt resulted from the reduction in ordinary individual income tax rates applicable
to the years 1046 and 1047,
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statutory gain was long-term which is only 50 percent taken into
account for tax purposes tho excess of long-term gains over long-term
losses before the 50-percent exclusion, reported on all individual returns
was $4.2 billion in 1945, $6.8 billion in 1946, and $4.8 billion in 1947,
These amounts are larger than the aggregate long-term capital gains
reported by individuals in either 1928 or 1929, due primarily to the
longer holding period in force during the earlier years.! Details con-
cerning the (Fistribution of these gains in 1945, 1946, and 1947, be-
tween long- and short-term, along with a similar distribution of net
capital losses, are presented in table 4.

TARLE 4.—Amounts of net capital gain and loss in individual income-taz relurns,
1945, 1946, and 1947

[Dollar amounts in millions)
1045 1946 1047
Net gain | Net loss | Net gain | Net loss | Net gain | Net loss
Returns with net gains:
?gonllerm LN $286.6 $26.6 $47.7 $181.7 $151.6 $39.7
ng-term:
Statutory amount.... ... ... .. 2,078.8 3.6 3,2:8.1 591 2361.2 6.0
Facevalue® . ______ .. ... ___ .. 4,157.6 7.1 6,655.2 1.8] 4,725 120
Capital loss carry-overd....._...__.._ | " " . 27.2.......... 19.6 joeueee.... 4.9
Returns with net losses:
Shortterm .. ... . ... .. .......... 0.3 61.0 8.9 257.1 13.1 168.3
Long-term:
Statutory amount........._ ... 341 248.3 11.4 241.6 0.3 333.2
Facevalue?. ... .. ... _______ ... a3.2 490.7 222.8 483.2 120.6 660. 4
Capital losscarry-overd. ... __ ) __ ... ... 2513 |.......... 278.2 |oeeanne... 31.9
1

1 Short-term gains and losses are current-year net short-term capital gains and losses exclusive of loss
earrﬁ'-overs which are shown separately.

3 Refore application of 50-percent exclusion allowed long-term gains and losses under present law.

¥ Capital-loss carry-over from previous years.

8ource: Preliminary tabulations, Bureau of Internal Revenue.

Among returns with net capital gains, the relative smallness of
aggregate short-term gains is noteworthy. This is-doubtless due in
part to the shortness of the present 6 months’ holding period necessary
to qualify gains as long-term. Most taxpayers find it expedient to
hold appreciated assets more than 6 months.

Among returns showing net losses, statutory short-term losses
(which include unrecovered losses carried over from prior years) were
larger than statutory long-term losses (not including carry-over).
However, if the carry-overs are deducted from short-term losses and
the long-term losses are corrected for the 50-percent exclusion, long-
term losses exceeded short-term losses for such returns in 1945
and 1947,

Among returns showing net gains, long- and short-term losses were
small in 1945 and 1947, There seems to have been very little off-
setting in those years of long-term losses against short-term gains
and of short-term losses against long-term gains. However, short-
term losses for returns with net gains were substantially higher in
1946 than in the other 2 years. Nonetheless, by comparison with
long-term gains, 1946 short-term losses were still relatively small.

'lghe figures in table 4 are net balances remaining after matching of
current-year short-term loss and the loss carry-over against short-

! In 1028 and 1929, total individual net capital gains were larger than in 1845; short-term galns accounted for
about 60 percent of the total in 1928 and about 50 percent in 1920. The holding period was 2 years. In
1045, with a holding period of only 8 months, short-term gains were of negligible importance.
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term gain and current-year long-term loss against long-term gain,
although they are gross balances before cross matching of short-term
loss against long-term ain and vice versa. Consequently, table 4
gives no indication of the extent of offsetting by individuals of gain
against loss within the short- and long-term categories, respectively;
this offsetting inay have been substantial in aggregate amount.

An indication of the concentration of capital gains among larger
incomes may be scen in the fact that, although less than 4 percent of
the taxpayers reporting capital gains in 1946 and 1947 had suflicient
other income to benefit from use of the alternative tax, these tax-
payers accounted for about 28 percent of all statutory net capital
gains realized by individuals.?

More information concerning the structure of capital gains and
losses may be gained from table 5 which shows 1945, 1946, and 1947
realize.tions by income size classes. As the table indicates, net statu-
tory -~apital gains of individuals were more concentrated among
larger incomes than were net capital losses. Morcover, the higher
the income level the smaller were aggregate capital losses relative to

ains. This is consistent with the pattern which has been observed
or earlier years.?

TABLE 5.—Net statutory capilal gains of individuals and nel capital losses before
statutory limitatione, 1945, 1946, and 1947

, Net capital losses hefore
Statutory net capital gains statutory limitation
Adjusted gross income size class
Percent dis- Percent dis-
Amount tribution Amount tribution
1945 Millions Millions
Under $5,000. ... ..o riiiaaaaaa. $600. 2 26.0 $172.8 33.6
$5,000t0 $10,000. _ . ... .o iiceiiano.. 374.5 16.2 80.3 15.6
$10,000 to $25,000. . ... . . ooiiiiiiinaaa. 427.2 18.5 100. 4 19.5
$25,000 t0 $100,000. . ... ... oieiiiiaaoa.. 475.5 2.6 70.8 13.8
Over $100,000. ... _oeoo e iiciaiaas 368.0 16.0 2.8 4.0
Total taxable. . ... ... ... 2,245.6 97.3 45.0 86.5
Nontaxable. . ... 62.4 2.7 69.2 13.5
Qrandtotal.. .. ... .. ... 2,308.0 100.0 514.2 100.0
964.8 20.1 185.3 2.2
585.2 17.6 105.2 16.0
550.3 16.6 136.1 2.7
550.8 16.6 9.5 15.0
508.7 15.3 3.5 3.6
Totaltaxable. . _....................l._. 3,157.8 95.2 548.5 8.5
Nontaxable. . .....cocomiiiiciaaaes 160.8 48 108.0 16.5
QGrandtotal... ... ... ... ... ... 3,318.6 100.0 656.5 100.0
147 -
Under $5,000. ... .o iicrcaaaaan 719.3 29.3 200.3 26.4
$5,000 t0 $10,000. .. ... oooooooo... 425.1 17.3 123.0 16.2
$10,000 to $25,000. ... . 374.9 15.3 151.7 2.0
$25,000 to $100,000 . 377.8 15.4 114.4 15.1
Over $100,000..... - 393.6 16.1 2.7 3.5
Total taxable. - .o ceoeoooo oo, 2,200.7 9.4 616.0 81.1
Nontaxable. ... ieeeeeaeas 161.6 6.6 144.0 18.9
QGrand total. ... ... ... 2,452.3 100.0 760.0 100.0

Nore.—Figures are rounded and will not necessarily add to totals.
Source: Preliminary tabulations, Bureau of Internal Rovenue.
3 These figures are based on preliminary tabulations by the Bureau of Internal Revenue of 1046 and 1947

income tax data.
3 Statistics of Capital Gains and Losses, op. cit.
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Additional significant distributions relating to individuals reporting
net capital losses on their 1945, 1946, and 1947 tax returns are given
in table 6. This table shows net capital losses reported in 1945 before
and after the statutory limitation and those carried forward from
years 1942 through 1944. Similarly, for 1946 and 1947 the table
shows the net losses before and after the statutory limitation and
those carried forward from years 1942 through 1945 and 1946, re-
spectively.t

TABLE 6.—Net capital losses of individuals reported in 1945, 1946, and 1947, after
statulory limilation and net capital losses carried over from previous years

Net capital losses
Cm"ry-over
rom
Adjusted gross income size class Before After previous
. statu ory statutory years !
limitation limitation
1945
Millions Millions Millions
Under $5,000. _...oooee e $172.8 $96.4 $54.2
$5,000 to $10,000. . .. 80.3 29.5 41.0
$10,000 to $25,000. .. 100. 4 27.0 6l.4
$25,000 to $100,000. . 70.8 1.5 52.9
Over $100,000. . . ... e 2.8 1.1 15.4
Total taxable............ ceecescceccccccnsannnn 445.0 165.5 225.0
Nontaxable. ..cooeo .. cecemmeen 69.2 28.1 2.3
Grand total.......o . 514.2 193.5 251.3
1946
Under 85,000... . .o oo e 185.3 97.5 47.1
$5,000 0 $10,000_ . ... ..o 105.2 44.1 44.8
$10,000 to $25,000 136.1 41. 4 66.0
$25,000 to £100,000 08.5 19.1 56.8
Over $100,000 3.5 1.5 15.9
Total taxable........... . . - - 548.5 203.7 230.6
Nontaxsble. ..o e 108.0 46.4 4.7
QGrand total - R 656.5 250.1 278.2
200.3 110.4 55.3
123.0 53.0 48.4
151.7 49.0 75.1
114.4 2.7 64.6
28,7 20 21.6
Total taxable. .. .o eeaas 616.0 238.1 265.0
Nontaxable.. ..o . s 144.0 5.4 66.9
Grand towal. . ... R 760.0 297.6 331.9

! Includes amounts reported on individual returns with net capital losses only.

Source: Preliminary tabulations, Bureau of Internal Revenue.
Norx.—Figures are rounded and will not necessarily add to totals,

Table 6 indicates that individuals with lower incomes (and on the
average smaller capital losses) were able in 1945, 1946, and 1947 to
recover & substantial part of the tax value of their capital losses
through offset against ordinary income. Naturally, the larger capital
losses associated with larger incomes depend more heavily for relief
upon carry-forward against future capital gains than upon income
offset. In view of the greater frequency of capital transactions among
- individuals with larger incomes, the carry-over privilege has greater

¢ Losses may be carried forward for 5 years, This change was made beginning with 1042, so that 1047
is the first year with a full 5-year carry-over period. "
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value to higher income taxpayers, and tends partly to offset for them
the stringency of the prevailing loss limitation against income.

1t is impossible on the basis of data for a 3-year period to judge the
adequacy of existing provisions for recovery of capital losses. How-
ever, the relatively small size of the aggregate capital-loss carry-over
and the substantial portion of smaller net capital losses offsettable
against ordinary income in 1945, 1946, and 1947 suggest that existing
loss limitations are not unduly burdensome to the majority of tax-
payers in a period of rising prices. At the same time, for a minority
of taxpayers existing law provides something less than perfect loss
treatment—even during a period of capital expansion and inflation.

C. INDIRECT REVENUE EFFECTS

The indirect revenue effects of the capital-gains tax are of two
types. First, the preferential rate encourages conversion of ordinary
income into long-term capital gain. The amount of revenue loss
attending this tax avoidance, while not readily measurable, is clearly
substantial. It depends on the size of the differential in the tax
rates applicable to ordinary income and capital gains and on_the
number of technical means available to accomplish this conversion.®
Second, the capital gain and loss provisions exercise some influence
on taxpayer decisions to hold or to sell capital assets. By encouraging
or retarding realization of capital gains and losses, the provisions
affect tax yields.

V. Rate AxD HoLpiNG-PERIOD PROBLEMS

The existing provisions for preferential treatment of long-term cap-
ital gains represent a blend of past policies—policies of giving this
preferential treatment in two distinct forms—namely, (1) by a flat
alternative rate (which benefits only those taxpayers who have large
ordinary incomes and also realize capital gains) and (2) by allowing
the exclusion of a percentage of long-term capital gains realized (whic
benefits all taxpayers reaﬁzing gains regardless of the size of their
incomes).

Historically, rates of tax applied to long-term capital gains have
varied considerably in relation to tax rates on ordinary income. No
final agreement has yet been reached as to the fproper relationship
between these two rate schedules. The degree of preferential treat-
ment applied to long-term capital gains, therefore, has varied both as
a result of changes in the rates of tax on ordinary income and modifica-
tions in the alternative rate on capital gains.

If the rates on long-term capital gains were fixed primarily with
reference to some equitable standard, they should move proportion-
ately with the rates on ordinary income. The fact that capital-gains
rates have not so moved is perhaps indicative of the concern which
has been felt for devising rates which would not interfere unduly with
operation of the capital market.

In analyzing preferential treatment of long-term capital gains, it
is desirable to distinguish the general objectives of preferential treat-
ment from the specific objectives of present methods for furnishing

s Such losses in revenue are greatest when net gains are given favorable tax treatment and net losses are
ven ordinary loss treatment. This treatment was the general rule under the Revenue Act of 1921. It
now limited to sales and exchanges of assets falling under secs. 117 (f), 117 (k), and 117 (i).
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that preferential treatment. The general case for preferential treat-
ment rests largely on the equity and market problems that arise when
capital gains are not taxed until realized. The case for the existing
type of preferential treatment turns in large measure on administrative
considerations.

A. PURPOUSES OF RATE AND HOLDING-PERIOD PROVISIONS

1. General purposes of preferential treatment

The first objective of preferential rates for long-term gains is to
reduce the impact of the progressive rate structure of the individual
income tax on those bunched gains of individuals who have only in-
frequent transactions in capital assets.  If properly implemented, this
purpose might be served by provisions which would tend, for indi-
viduals with similar net incomes, to equalize tax rates on similar-sized
annual accruals of capital gain.

A sccond general purpose of preferential treatment for long-term
capital gains might be to provide a specific tax incentive to invest-
ment in capital assots. In connection with this purpose, the holding-
period requirement is often considered essential; many who might
favor granting a tax concession to investment in capital assets for
incentive reasons would not wish to extend this concession also to
gains resulting from speculative dealings.

A third purpose of preferential capital-gains tax provisions is to
reduce the deterrent influcnees of the tax on sales of capital assets.
This consideration arises as a consequence of the rule that only
realized gnins are taxable.

The sccond and third purpases just mentioned have most regularly
been served by providing an alternative rate of tax available to indi-
viduals with ordinary incomes above a minimum size. Under the
alternative rate, the amount of preference provided varies directly
with the ordinary income tax rate structure and the size of a person’s
ordinary income.

2. Purpose of the present type of capital gains taz structure

Administrative and legal considerations have played a major part
in shaping the present type of preferential tax treatment for leng-term

ains and in causing the rejection of more nearly equitable methods ot
undling capital gains such as (¢) the annual accrual method, (b) pro-
ration of capital gains at time of realization over the years of accrual,
or (c) averaging capital gains, either alone or as part of a program for
comprchensive income averaging. The present type of preferential
treatment is undoubtedly defective on equity grounds but it does
avoid some of the procedural and administrative complexities charac-
teristic of the alternative methods.

If tax equity were tho only consideration, either the annual accrual
method or some method of distributing capital gains at the time of
realization to prior years might be preferable to the existing type of
tax provisions. Although the present combination of percentage ex-
clusion and a flat alternative rate for extending preferential tax treat-
ment to long-term gains has evolved as a compromise and possesses
the force of familiarity derived from past usage, the amounts of pref-
erence and the area of preferential treatment might call for modifica-
tion as economic conditions or tax policies change.
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B. LENGTH OF THE HOLDING PERIOD

1. Distinguixhing speculation from incestment

Experionce with holding periods reveals, from the very beginning
of preferential treatment in 1922, a legislative intention to tax capital
gains from speculation and frony investment differently. This inten-
tion has persisted despite the fact that logical and workable defini-
tions necessary to permit drawing a clear ﬁne between the two have
not been developed.  Congress has realized this and consequently has
followed the general proposition that the difference between specula-
tion and investment is related to the time an asset is held.

If the difference hetween an investor and a speculator is conceived
to be that the former is primarily interested in the income possibili-
ties of his investment whercas the latter is primarily concerned with
resale price, the holding period is important because, the longer one
holds, the less important resale price tends to be in relation to total
yield over the lifetime of the investment. Similarly the shorter the
period of asset ownership, the more important is likely to be the con-
tribution of resale price to total yield and the smaller the contribu-
tion of annual yield. These relations, however, are rough and
numerous exceptions may be found. .

Ono reason the above gencralizations do not hold in all cases is
that the distinction between income and appreciation is by no means
clear-cut. One might own a sccurity for 20 years and realize no
current income since all profits were reinvested. At the other
extreme, income might outweigh appreéiation in a security or other
investment owned for a very brief period.

In place of the distinction between speculation and investment
based on the period of holding assets, some analysts would say that
the difference between the two functions is primarily one of intent;
but such a distinction is neither objective nor decisive. For example,
one may buy a capital asset with every intention of holding it for a
long period, yet actually sell it within a week due to some unfore-
seen change in specific’ investment prospects or personal position.
Similarly, one may purchase an asset as a speculation with every
intention of reselling within a few days, yet actually hold it for a
considerable period of time.

Since speculation and investment differ primarily in degree, a
holding period merely draws an arbitrary line beyond which taxation
(on investment income) is more lenient. Opinion as to where this
line should be drawn differs.® Some maintain that a relatively short
holding period, for example 6 months or in extreme cases as little as
1 month, is sufficient. Others maintain that a longer holding period,
for example 18 or 24 months, is desirable.

In spite of its inadequacics, a distinction between speculation and
investment based on the period of holding is probably the most
objective and workable one available. A 1-year hold);ng period,
however, might be justified solely on the ground that income taxa-
tion is an annual affair, and without any reference to the speculation
versus investment distinction.

¢ Ct, Capital Galns Taxation, Tax Institute, Inc., 1946, pp. 51, 60, 83-89, 96, 98.
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2. Equalizing taz on capital gains of varying age

It has frequently been conceded that ta ayers with capital gains
that have accrued over more than 1 year ’s?n)ould be given some sort
of special tax treatment upon realization of these long-accrued gains.

his equity consideration has led to several attempts at tax differen-
tiation by age of gain at the time of realization.

From the beginning of special taxation of capital gains in 1922, the
statute has consistently incorporated a provision for at least one
holding period. This period has distinguished between short-term
capital gains, accrued over too brief a period to warrant preferential
treatment, and long-term capital gains requiring special treatment.
During the thirtics the desire to provide equitable tax treatment for
long-acerued gains led to legislative acceptance of the idea of grad-
uating percentage inclusion Ev age of asset.

Any attempt to graduate the capital-gains tax on an age basis will
require cither several separate rate schedules or more than one holdi
period with different, percentages of inclusion. A structure that pro-
vides substantial tax reduction on older gains will also provide a sub-
stantial incentive to postpone realization of gains until such time as
the advantages of lower effective rates can be obtained. Moreover,
several holding periods, each with decreasing percentage inclusion of
Fams and losses, may also produce loss offset problems. ~ A short-term
o0ss will offset more than its amount of long-term gain. This was the
case, for example, under the 1934 legislation. It is also true of present
law which takes 100 percent of short-term loss but only 50 percent of
long-term gain into account.

he amount of preference that should be provided to overcome this
age-of-gain consideration is probably considerably smaller, in most
cases, than it has often been conceived to be. This is because the
effect of concentration of capital gains in the year of realization
depends on the size of the gain in relation to the taxpayer’s location
within a surtax bracket and also on the amount of rate graduation
between brackets. Moreover, in many cases the tax-increasing
effect of concentrating a large capital gain accrued over several years
in the year of realization may be offset, or more than offset, by im-
plicit interest on the tax postponed until realization. Even if the
interest-on-tax-postponement factor be disre arded, it is practically
impossible to devise any general percentage-inclusion formula for
taxpayers with gains that will accurately take account of the effect
upon tax liabilities of bunching taxable gains in the year of sale or
exchange. In other words, a percentage-exclusion formula may be
designed to fit the case of taxpayers Witﬁarge gains and small incomes,
small gains and large incomes, or some other combination, but no
simple formula will fit all cases.

The percentages of exclusion allowed capital gains of various ages
in the past have borne no discernible relationship to the amount of
additional tax resulting from concentration of capital gains in the year
of realization for a representative taxpayer. Such a re ationship might
be worked out for a taxpayer with an income of & certain size and a
certain amount of capital gain. In most cases the result would
probably be nearer to the formula that the typical taxpayer should be
allowed to exclude (say) 1 or 2 percent of any gain for each year over
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one it had accrued, than to the usual percentage-exclusion formulas of
prior or present law.

Use of large percoentages of exclusion, either in connection with
single or muftip e holding periods, has provided significaut induce-
ments to continued holding of appreciated investments. For this
reason, the use of a number of holding periods, with only a slight rate
graduation for cach, might be desirable. Moreover, slight rather

than sudden drops in rates between holding periods might produce
more equitable tax results.

3. Proposals to eliminate holding periods

It has been proposed, on grounds that the holding-period provisions
of the capital-gains tax were believed to have undesirable market
cffects, that these provisions be eliminated. The outstanding pro-
posal of this type was the Boland bill, considered by Congress in 1942.7
This bill would have subjected all capital gains, regardless of the
length of time capital assets had been held, to a flat rate tax of 10
percent. Proponents of the measure not only argued that it would
reduce the undesirable market effects they attributed to capital gains
taxation, but also that it would encourage realization of accrued gains
sufficiently to produce a net increase in revenue yield. Opponents of
the measure (including the Treasury) regarded it as inequitable and
were not willing to concede that it would increase tax yicld.

The two proposals (flat rate and no holding period) contained in the
Boland bill may be analyzed separately. The holding-period require-
ment might be climinated without imposing a uniform flat rate of tax.
In this case preferential treatment, in the form of percentage exclusion
and (where applicable) the alternative rate, might be extended to all
capital gains regardless of their period of accrual. Likewise the
10-percent rate might be considered either as a uniform flat rate or
merely as an alternative rate lower than that now in existence. It
could be coupled with existing holding-period provisions.

Eliminating the holding period altogether while retaining existing
rates would simplify the capital gains tax provisions and would
undoubtedly be convenient from a taxpayer compliance standpoint.
It might produce some additional revenue compared with existing
provisions. At present short-term losses, 50 percent of which would
be disallowed, are larger than short-term gains.

Extending preferential treatment to all capital gains would, however,
encourage additional taxpayer efforts to convert ordinary income into
capital gains. Eliminating the holding period would also reverse the
established policy of Congress that some distinction between specula-
tion and investment is desirable, however rough this distinction

may be. .

X uniform flat rate of tax on capital gains, such as proposed by the
Boland bill, would, depending on its level, either raise the rate ap-
plicable to some individuals while reducing it for others or lower the
effective rate for all taxpayers (though by different relative amounts in
individual cases). Use of a flat rate would amount to splitting tax-
gay'mg ability into two separate categories and to denying the applica-

ility of l{)rog'ressive rates, elsewhere accepted, to capital gains. Like-
wise, a flat rate tax would foreclose any solution to the problem of

TH. R. 6358, introduced Jan, 12, 1942,
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equalizing the rate of tax on annual accruals of capital gains. Since
all gains would be taxed alike, those accrued over many years would
in effect, be taxed less on an annual rate of accrual basis than would
gains accrued over shorter periods of time.

If the holding-period device is to be maintained, a one-year holding
period might be reconsidered. This would deny favorable treatment
to all gains realized within the year and would tax at least some specu-
lative activity more heavily than it is taxed at present. It would also
be consistent with the annual basis of the individual income tax which,
to date and apart from net operating loss carry-over, takes only very
limited account of fluctuations in incomes from year to year! The
mere fact that a one-year period has some obvious recommendations
does not mean that the older 18-month and 2-year periods are without
merit.

" C. ANALYSIS OF EXISTING PROVISIONS FOR PREFERENTIAL TREATMENT

Acceptance of the principle that capital gains are taxable only at
time of realization furnishes the main equity argument for preferential
treatment. But there are divided views regarding the proper degree
of preferential treatment. It has been held that a tax rate structure
for long-term capital gains which is equitable may unduly restrict the
realization of gains and induce an undesirable amount of tax post-
ponement. At the other extreme, a rate structure which will inter-
fere comparatively little with realization is often considered inequit-
able and as placing a premium on income-tax avoidance.

1. Equity _

Once the principle of preferential treatment for capital gains accrued
over longer than a year is accepted, the amount of preference neces-
sary to give equitable tax results can be appraised from two distinct
though related viewpoints. One of these is how to maintain reason-
ably equitable relationships between taxpayers who have only ordi-
nary incomes and other taxpayers who have both ordinary incomes
and capital gains. The other 1s how to maintain tolerably fair treat-
ment within the group of taxpayers having both capital gains and
ordinary incomes, but ranging all the way from large gains accrued
over a long period and low incomes to small short-term gains and
high incomes.

The percentage-exclusion treatment is one method of extending
preferential tax treatment to long-term capital gains but has been
subject to some misunderstanding. When originally introduced in
1934, it was claimed that percentage exclusion produced results simi-
lar to proration of capital gains to their period of accrual, without
raising the well-known administrative difficulties connected with pro-
ration. However, it can have such results only coincidentally. The
tax effect of apportioning capital gains, either to the years of holding
or some arbitrary period, could be duplicated only by application of
different percentages of exclusion to different taxpayers, depending
on their income positions and the size and ages of their respective
capital gains. No set of provisions for uniformly scaling down capital

¢ See. 107 treatment ¢f lump-sum income earned over 36 months or more and the provisions for -oves

of both capit-l losses and operating losses are the only relief features, aside from the capital gains provisions
avalilable for fluctuating incomes under present law.
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gains on the basis of their age alone and irrespective of cither their
size or the income position of the taxpayer can possibly produce the
effects of apportionment.

If the main purpose of percentage-exclusion provisions is equitable
taxation of lumpy capital gains, this objective might better be attained
by averaging of realized capital gains but not necessarily averaging of
ail sources of income. Averaging provisions and holding-period pro-
visions for percentage exclusion of longer term capital gains will not
produce similar tax results. Averaging does not allow exclusion of
any portion of realized gains.

he percentage exclusion method of preferential treatment is more
cquitable than the flat alternative rate. Percentage exclusion is a
convenient method of extending to all taxpayers realizing capital gains
some measure of the preferential treatment. The alternative rate is
less defensible on striet equity grounds since it splits off one segment
of taxpaying ability and grants a varying degree of tax preference to
different taxpayers.

The amount of additional tax due to concentrating capital gains in
a single year depends on the size of gain relative to the width of income-
tax brackets and also on the amount of graduation in income-tax rates
between brackets. Under the existing personal income-tax structure,
the amount of additional tax due to this concentration diminishes as
the size of income increases both (a) because tax brackets are wider at
higher than at lower income levels and (b) because rate differences
from bracket to bracket are smaller. Thus, the need for preferential
tax treatment is greatest for taxpayers with small and middle incomes.
For a taxpayer with sufficient ordinary income to place him continually
in the maximum surtax bracket, lumping of capital gain in the year of
realization is not a factor increasing tax liability. Only gains which
are large in relation to ordinary income and are realized by taxpayers
in the lower and middle surtax brackets tend to increase tax liability
disproportionately.

Equitable tax treatment for capital gains can only be devised in the
light of knowledge concerning the patterns of capital gains and losses
relative to the patterns of individual incomes.  Although such knowl-
edge is incomplete, due to gaps and heterogeneity in the statistical
materials, a few gencralizations may safely be drawn from the re-
corded experience. For example, (a) capital gains tend to be more
unequally distributed than ordinary incomes; (5) individuals with
larger statutory net incomes generally report ore favorable ratios
between capital gains and losses than individuals with lower net
incomes; and (c) capital gains are an important source of the largest
incomes, but the pattern of capital losses by income size classes is less
stable than the pattern of gains relative to income.*

Available data also indicate that the aggregate volume of realized
capital gain and loss depends heavily on what happens to security
prices in any vear. Stock market transactions are the predominant.
source of capital gains and losses.

The majority of capital gains and losses, in number if not in value,
are realized by relatively small investors. For example, in 1945,
1946, and 1947 about two-thirds of the taxable individual returns

% From an unpublished tabulation by Lawrence H. Seltzer, for the Conference on Fiscal Policy of the

Natfona! Bureau of Feonomie Research. (Since published in The Nature and Tax Treatment of Capital
Gaine and Losses, National Bureau of Economie Rescarch.)
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containing either net gain or net loss had adjusted gross incomes of
less than $5,000. In 1946, less than 85,000 of the more than 2 million
individual income-tax returns reporting either net capital gains or net

capital losses had sufficient ordinary income to use the alternative tax. -

However, this small group of taxpayers, less than 4 percent of those
reporting gains in 1946, accounted for more than 28 percent of all
statutory net capital gains realized by individuals. Under the Reve-
nue Act of 1948, the proportion of taxpayers having capital gains who
can benefit from the alternative rate is even smaller since the minimum
income requirement for the alternative rate has been increased by the
rate reduction and by income splitting. The Revenue Act of 1950,
by raising rates on ordinary income but leaving the alternative rate
unchanged, enlarged the area of advantage under the alternative rate.
2. Timing of realization -

The present holding-period provision in the capital gains tax en-
courages holding of capital gain unrealized for at least 6 months and
realization of losses within 6 months. The incentive to hold gains
unrealized, to the extent that this incentive is responsive to-tax pro-
visions, depends on the length of the statutory holding period and the
amount of decrease in tax liability obtainable from holding beyond that
statutory period. Under present law this decrease in tax is often
sufficient to make a smaller long-term capital gain equal in value after
tax to a larger short-term capital gain. :

This is illustrated in table 7 which shows, for different-sized capital
gains and different levels of ordinary income, the relative amounts of
short- and long-term capital gain that are equal after tax. For
example, a long-term gain of $5,195 leaves a taxpayer with $50,000 of
ordinary net income as much after tax as does a short-term gain of
$10,000. The table shows that the tax inducement to hold gains
until they become long-term increases as the level of a taxpayer’s
income rises.

TARLE 7.—Amounts 3/ long-term mroital gaing which would yield the same income
after tax as specified amounts of short-term capilal gains, by selected ordinary net
income levels !

MARRIED PERSON—NO DEPENDENTS

I short-term galn fs—

Ordinary net Income before personal exemptions $5,000 $10,000 $26,000 $50,000

The following long-term gains would be

equivalent after tax

$4,346 $8,423 $19, 252 $32, 751
4,170 8,104 18,280 31,207
3,686 7,769 17,333 30,131
3,500 6,897 15,628 28,087
2,661 5,195 12,403 22,421
1,718 3,381 8,229 15,211
600 1,200 3,000 6,000

! Under the Revenue Act of 1950, rates for calendar year 1951,

Although the normal tendency under present law is to realize losses
and to postpone realizing gains and although this tendency is strength-
ened by 100-percent inclusion of loss on short-term transactions against
only 50-percent inclusion of gain on long-term transactions, there are
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several other tax and nontax factors operating simultaneously to
modify this tendency. Obviouslir taxpayers will realize gains regard-
less ofy tax if convinced they are if(ely to maximize their net gains by
selling rather than waiting until later when. markets may be less
favorable. Furthermore, if a taxpayer has either unused capital loss
carry-overs from prior years or realized losses in the current year, he
will have a motive for realizing some gains in order to offset his losses.
This motive will be strengthened the more the permissible loss offset
against ordinary income is limited.

A further indication of the effects of length of the holding period on
realization may be seen in the following comparison: In 1941, when
the holding period was 18 months, approximately 27 percent of re-
ported net capital gains of individuals with net incomes were short
term.” In 1943, after the holding period had been reduced to 6
months and segregation of short-term capital gain and loss eliminated,
only 16 percent of reported net capital gains of individuals with net
incomes were short term." Since that time the ratio of short- to
long-term capital gains reported has continued to diminish. A similar
comparison of the distribution of net capital losses realized in 1941
and 1943 is not possible from available data."

3. Conversion of ordinary income into long-term capital gains

The preferential tax treatment granted long-term capital gains
encourages taxgayers to convert ordinary income into this tax-favored
form. A number of devices are used in attempts to accomplish this
conversion and tax saving. The methods available differ depending
on the type of income involved.

So long as capital gains tax rates remain well below the rates on
corresponding amounts of ordinary income, conversion of ordinary
income will be attempted and will raise difficult problems of tax
administration.

VI. Caritar Loss OFrsers

The central &)roblem concerning the treatment of capital losses has
been one of effecting a proper compromise between two conflicting
considerations.

Advocates of liberal allowances for capital losses have contended
that such liberalization would prevent income taxes from having too
undesirable impacts on capital, insure more equitable treatment of
taxpayers suffering losses, and improve incentives to investment.

Propanents of ca?ital loss limitations, in turn, have expressed

opinions that these limitations are necessary to protect income tax

revenue during depression periods, to limit tax avoidance, and to
balance the fact that long-term capital gains are taxed at preferential
effective rates.

1t Reported net short-term gains in 1941 were net of current year short-term loss and preceding year net
shor'-term loss curry-over.

1t Pigures are derived from basic tables in Statistics of Income, pt. 1, 1941 and 1943. The 1943 tabulations
are final. No doubt part of the percentage reduction in short-term gaius is attributable to the ease with
which short-term gains could be converted into long-term gains through the short-sale device, Thus, the
percen reduction indicated above is not entirely attributable to the shorter holding period.

1?1 Nos term losses were tabulated separately in 1941 due to provisions of the revenue act in force which

ohibited offset of short-term loss against either long-term gains or ordinary incomes, but permitted such
gsses to be carried forward 1 year. Consequently, only the -over from 1940 was tabulated in 1041,
Short-term net capital losses for 1941 cannot be identified in the 1942 tabulations which are on a different
basis due to a change in the revenue act in that year. Begregation of short-term capital gain and loss in 1941
tanded to restrict the amount of short-term loss reported, at least relative to a period such as 1943 when
short-term loss was not segregated.

91040—51—108
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A. PURPOSES OF CAPITAL LOSS PROVISIONS

Althoxfligh proposals for revising the income tax treatment of capital
losses differ in a number of important respects, there exists a consid-
erable measure of agreement concerning the major objectives of the
policy of allowing some tax credit to those who sustain capital losses.
A brief review of these may contribute toward better understanding
the need for capital loss offsets and may provide a broader perspective
for judging the relative merits of specific proposals.

1. Prevent income taz from bearing on capital

The primary purpose of allowing an income tax deduction for real-
ized capital losses is to avoid taxing capital as income.

According to the definition generally accepted, net income is what-
ever a taxpayer receives in a given year over and above maintenance
of his capital. A true net income tax should thus logically allow
appropriate deductions for whatever losses the taxpayer may sustain;
these losses, in effect, reduce his net income as defined above. If loss
provisions in an annual net income tax are inadequate, part of the
lmKact of the income tax will necessarily fall on capital.

ccording to the theory of net income taxation, when a taxpayer
suffers a loss, what is required is an adjustment of his taxable income,
either for the current year, previous years, or subsequent years. A
net loss deduction is essentially a tax adjustment between a taxpayer
and the Government. This applies both to operating losses and
capital losses, though it does not necessaril im(i)l that the nature or
amount of the tax adjustment permitted sﬁ'oul f‘;e similar in the two
cases.

Inadequate provision in the personal income tax for capital losses.
is, from the standpoint of the taxpayer realizing both gains and losses,
the equivalent of a higher effective rate of tax on gains. For a tax-
paﬁ'er with no gains but only losses, inadequate loss provisions mean
8 higher effective rate of tax on ordinary income. roper loss pro-
visions, which from one standpoint avoid taxing capital as income, may
from another standpoint be regarded as minimizing undesired tax
rate differences among different individuals.

Since the Government shares in the taxpayer's gains, it has been
strongly urged that thé Government should also share in his losses
by granting him appropriate tax concessions. However, what con-
stitutes a reasonable partnership relationship between the investor
and the Government 1s a difficult question. In the case of capital
gains and losses, it has sometimes been }winted out that the terms of

artnership are inevitably weighted in favor of the taxpayer by the
act that the Government has no voice in the decision as to when to
realize gains or losses. This consideration imrlies that the nominal
tax terms of the partnership might appropriately be weighted slightly
in favor of the Government in order to counterbalance the control
that the taxpayer exercises over timing of realizations. However,
the taxpayer’s decisions to buy or sell are sometimes made on the
basis of factors over which he has no control. Severe loss limitations
may, therefore, produce serious hardships in individual cases.

Xnother view 18 that the partnership should be parallel on the gain
and loss sides of the investment account. Losses should reduce tax
liability by the same percentage that a gain of corresponding size
would have increased it. This principle will be discussed in detail at &
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later point in this chapter. It is sufficient here to note that parallelism
as thus defined cannot be applied consistently under a progressive
rate structure. Many proposals for so-called parallel loss treatment
do not in fact approximate this result even roughly.

2. Limit unwillingness to assume risk

A second and also generally agreed objective of tax relief for net
capital losses is to minimize undesirable imf)ediments to risk taking.
This requires that tax provisions be neutral toward the form whic
individuals’ investments take. Inadequate loss offscts may, in effect,
operate to reduce the net yicld after tax of the more risky investments.

his may shift investments away from new, risky undertakings and
equity issues toward more scasoned, stable ventures and debt
securities. .

In practice, it is difficult to approximate the standard of neutrality
since any tax on property income inevitably affects incentives to
invest. However, the closer loss offset provisions approach technical

erfection, the fewer will be the cases in which capital is actually
impaired as a direct consequence of taxation.

3. Increase tazpayer liquidity and ability to reinvest following loss

A third significant purpose that income tax provisions for net capital
losses can serve is to ease the financial strain on taxpayers that may
accompany realization of losses.

In the area of investment incentives, considerable importance
attaches not only to the amount of tax benefit allowed an investor
who suffers loss, but also to the timing of this tax benefit. Prompt
tax concessions to losses would hellé) restore the ability and willingness
of taxpayers to reinvest more quickly than would otherwise be the case.

B. PURPOSES OF LOSS LIMITATIONS

Despite the equity and economic considerations favoring generous
allowances for net capital losses in the individual and corporation
income taxes, another set of considerations suggests limitations on
the deductibiiity of capital losses from ordinary income.

1. Timing of realization

Limiting the amount that may be deducted from ordinary income
on account of capital losses forces some taxpayers to realize gains, if
they wish to avoid wasting the tax value of their losses. Ff losses
could be, charged more liberally against ordinary income, taxpayers
holding portfolios showing both accrued gains and losses might be
under %ess pressure to realize their gains and might continue to post-
pone tax liability by retaining only their appreciated investments.

Thus, loss limitations influence the timing of realization. They
help control postponement of capital-gains tax and tend to increase
income-tax revenue. The tax-conscious investor, regardless of loss
limitations, will attempt to time realizations of capita gains and loss
in such a manner as to minimize his tax liability and to maximize his
net gain after tax.

Limiting the extent to which capital losscs may be taken against
ordinary income but allowing losses to be deducted without limitation
from capital gains tends to favor holders of diversified portfolios of
capital assets over those who hold only a few properties. Investors
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‘who hold only a single capital asset are able, under present law, to
offset no more than $6,000 of a net capital loss and that in no more
than $1,000 annual installments over a period of 6 years beginning
with the year in which the loss is sustained. In some cases, this may
" not be eftective in meeting the taxpayer’s financial difficulties. Strict
loss limitations are likcly (a) to produce hardship for some taxpayers
with moderate resources and (b) to delay or prevent reentry into the
capital market by small investors who are forced to liquidate their
‘only assct at a loss.

2. Revenue considerations

The belief that Federal tax revenue should be protected in the event
of a severe price decline is the principal basis for the loss limitation
provision of existing law. However, with the decline in relative fiscal
importance of the capital-gains tax this consideration has become less
important. Nevertheless, any of the proposals for substantially more
liberal offset of capital losses against current income would un-
doubtedly have to overcome this revenue objection.

The year 1931 was illustrative of the type of situation out of which
the revenue protection reason for capital-loss limitation emerged. In

1931 the tax-reduction value of short-term capital losses was unlim-
ited, but that of long-term losses was restricted to 12 percent. Due
to the precipitous decline in security prices in that year, the net direct

revenue loss attributable to net capital losses of individuals is esti-

mated to have been $89 million. That loss represented a much

eater threat to tax revenue at a time when all other individual
income yielded only $335 million," than it would now when personal-
income-tax yield has multiplied many times.

8. Structural defects and tax-avoidance problems

The third reason for imposing limitations on deductibility of capital
~losscs has been to forestall income-tax avoidance likely to result from
_structural imperfections and unanticipated defects in the technical
tax R:gvisions governing capital gains and losses.

Throughout the period of the modern income tax, but especially
since the early 1930’s, many have felt that short-term capital losses
are apt to be more spgculative in origin, and more subject to manipu-
lation than are long-term losses. Concern over tax avoidance has
resulted not only in special limitations on short-term capital-loss off-
sets (by requiring, for example, that taxpayers keep these losses segre-
gated from long-term gains and losses, as in 1938—41) but also in

rovisions for denying income-tax deductions to losses arising from
intrafamily sales of capital assets. Special concern has developed
over allowing tax deductions in cases of fictitious loss—arising in such
transactions as short sales of securities.

The effort to cope with avoidance Problems through technical
revisions in the tax law has continued.’
problems can be met directly, it would be more feasible to allow
investors with net capital losses equitable terms in which to recover
the tax value of their losses. However, more serious problems of tax

1 See ch. 1V, table 2,

i For example, the Revenue Act of 1950 made one such revision covering short sales of capital assets.
This amendment provided chat where a short sale of securities or commodity futures is made and there-

after simultaneous “long” and *‘short” gnmons are maintained, so as to give an actual short-term gain the
sppearance of a Jong-term gain, tle gain will be treated for tax purposes as short-term.

To the extent that these :
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avoidance might develop as a result of allowing larger capital-loss
offsets against ordinary income.

C. METHODS OF PROVIDING FOR CAPITAL LOSSES

Alternative methods of providing tax adjustment for capital losses
have somewhat different objectives and effects, as the following
analysis will indicate.

1. Parallel treatment

A number of proposals for revised tax treatment of net capital losses
seek to modify the existing loss limitation by moving once again
toward loss provisions more nearly parallel or analogous to the tax
rates applied to capital gains. In the case of each such proposal, it
is clear that the primary concern is with parallelism for long-term
capital gains and losses. There is much less agreement that the treat-
ment applied to short-term gains should be paralleled in case of short-
term losses.

Many of the current proposals for Post.war revision of the capital-
gains tax contemplate a return to parallel treatment of long-term gains
and losses. For example, the majority report of the Special Tax -
Study Committee to the House Ways and Means Committee recom-
mended that, since long-term gains are now effectively taxed at a
maximum of 25 percent, long-term capital losses should be allowed to
reduce tax liability by 25 percent of the loss.*®

The persistent opinion that long-term capital gains and losses
should be treated in a parallel manner for tax purposes probably
stems partly from the belief that the patterns otP gains and losses,
respectively, are somewhat similar. To a large extent, however, this
is not the case. By income-size classes, capital gains tend to be dis-
tributed in a manner closely paralleling dividends.!® This means that
as one goes up the income scale, ca‘pita% gains are consistently a higher
percentage of the larger incomes.

Capital losses, on the other hand, are much less concentrated among
the larger incomes. In the period 193441, approximately 40 percent
of aggregate realized capital losses fell on statutory net incomes below
$5,000. Another 40 percent fell on incomes between $5,000 and
$25,000; hence only 20 percent were realized by individuals with
incomes above $25,000.7

As previously indicated, the phrase “parallel treatment for capital
Fains and losses” usually refers to a set of tax provisions under which
osses will reduce tax liability by the same percentage that a gain of
corresponding size would increase it. This type of parallelism can be
achieved only with a flat-rate tax and tax credit; for example, if &
taxll))ayer’s ordinary income is high enough to place him continuously
in brackets where the maximum alternative rate on capital gains 18
applied. In this situation a tax credit equal to the maximum rate on
gains for capital losses would provide parallel treatment.

15 Revenue Revision, 1947-48 (hearinas before the Committee on Ways and Means, House of Representae
tives, 80th Cong., 1st sess., pt. 5, P .

8 Seltzer, op. ¢it. This parallel between the income distributions of capital gains and dividends suggests
both that security transactions are 8 major part of the transactions in capital assets on which gains are
realized and also that retained earnings are a major source of capital gain.

171bid. The significance of this distribution must be qualified by the fact that deductible capital losses
were limited during this perlod. It is believed, however, that this does not too greatly exaggerate the con-
centration of losses among smaller incomes,
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This effect is not achieved when capital gains and losses are included
in taxable income that is subject to graduated rates. Under a gradu-
ated rate structure, since gains taken into account are added to
‘ordinary income and losses are deducted from ordinary income, a
taxpayer with a stable ordinary income will tend to pay a higher rate
of tax on gains than he receives in tax credit on losses, if the gains and
losses are sufficiently large to move him into different tax brackets.
When both ordinary incomes and income-tax rates are variable, tax-
payers may receive either higher or lower tax benefits from losses than
the rate of tax paid on capital gains. However, because gains are
more likely to be realized during high-income years and losses during
low-income years, the tendency would be for taxpayers to be subject
to relatively higher rates on gains. Moreover, under an annual income
tax, some portion of the deduction for large capital losses may be
wasted unless capital-loss carry-overs are provided.

There is no remedy for this lack of pnraﬁelism in the treatment of
capital gains and losses under a graduated rate structure, if parallel-
ism is defined as equal amounts o%rtax or tax credit for equal amounts
of gain or loss. The same lack of parallelism exists when ordina
income varies; it is an accompaniment of graduated tax rates and is
not peculiar to capital gains and losses. Differences between the tax
and tax credit on equa% amounts of net gain and loss may be mini-
mized, however, either under a limited system of income averaging
that would apply to realized capital gains and losses (100 percent
taken into account) and to other sporadic and variable elements of
income, or under a general averaging system applicable to all incomes.

The tax on net gains would Ee minimized and the tax credit for
net losses would be maximized, if (¢) fluctuations in ordinary income
over a period of years were averaged out, (b) capital losses realized
during the periog were offset against capital gains realized in the
same period, and (c) the average net excess of gains over losses were
added to average ordinary income or the average excess of losses over
gains were deducted from average ordinary income.

The usual type of rroposal which purports to provide parallel treat-
ment for gains and losses is therefore defective primarily because of
the effect of graduated rates. The tax-reduction value of a loss ac-
crued over several years but realized in a single year will be less than
if equal parts of t[}m'e loss were apportioned to the years of accrual.
Just as the lumping of capital gains in a single year tends to push
taxpayers into higher surtax brackets and to increase their tax lia-
bilities beyond what they would have been had () increments of
gain been taxed prior to realization or (b) the whole gain at time of
realization apportioned back to years of accrual, so lumping of losses
in a single year tends to push taxpayers into lower brackets and to
reduce the tax value of the loss below what it would have been under
either accrual or apportionment.

This type of reasoning would a.;l)pear t((l:é)oint toward & percentage-
inclusion structure for long-term losses different both from that pro-
vided under present law and from that ordinarily specified in so-called
parallel treatment proposals. It would probably be more equitable
from this standpoint to allow more than 100 percent of a net capital
loss as a deduction from ordinary income, rather than less.
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2. Income limitations

The reason for allowing net capital losses to be offset against
ordinary income is that since many taxpayers have cnly isolated
transactions in capital assets, the amount of tax relief for capital
losses provided by offset against'gains alone may be inadequate in
these cases. Conversely, the greater the relief available as a result
of offsetting capital losses against capital gains, the less will be the
need for offset against ordinary income.

Taxpayers with larger ordinary incomes tend to have larger and
more frequent capital gains and generally a more favorable relation-
ship between capital gain and loss than do taxpayers with smaller
ordinary incomes. It is primarily the lower and middle income tax-
payers who require income offset in order to recover the tax value of
their capital losses.

The smaller losses are already fairly well provided for in spite of
the existing income limitation. Raising the income limitation would
affect primarily those middle-income investors who receive inadequate
relief under present law. Whether the present $1,000 annual limit
of loss that can be taken against income should be maintained, raised
to $5,000, as the New York Stock Exchange has proposed,®® or in-
creased to some intermediate figure is a question which should be
determined, in part at least, by deciding on the distinguishing char-
acteristics of the representative taxpayer for whom it is desired to
provide a complete loss offset.

Raising the limitation on deductibility of net capital losses from
ordinary income would tend to diminish the number of cases in which
losses would need to be carried over and thus might not be incon-
sistent with some shorteniniof the carry-over I)eriod. On the basis
of the legislative history of the capital gain and loss provisions, carry-
over and income offset have been regarded as essentially substitutes
for one another. However, these alternative methods of tax relief
are by no means perfect substitutes, due to marked differences in the
experience of particular taxpayers with gain and loss. The more
frequent a taxpayer’s transactions in capital assets and the more
successful his investment decisions, the more benefit will he derive
from loss carry-over and the less will he require income offset.

Raising the permissible offset of net capital losses against ordinary
income would involve some revenue loss directly on account of the
better loss recovery allowed taxpayers whose relief is now inadequate.
Indirectly, even larger losses in revenue might be involved in the
postponement of realizations of gains on appreciated investments by
taxpayers who could, under the Eigher income offsets, recover capital
losses against income but otherwise would have done so by casﬁing
capital gains.

f an increased income offset for net capital losses is considered
desirable but, at the same time, a uniform maximum income offset
for all taxpayers is considered less equitable than one which will vary
in accordance with the different circumstances of various taxpayers,
consideration might be given to allowing unlimited offset of net
capital losses against certain sclected elements of ordinary income if

" Economic Proerems: Tax Revicion and the Capital Markets, a tax study sabmitiod by the New York
8tock Exchange, October 1947, p. 25.
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not against the total. For example, it has been proposed that tax-

ayers be allowed to offset capita.r losses against dividends without a
imitation just as they can now offset capital losses against capital
gains up to any amount.!

This proposal would favor those taxpayers who have relatively
large amounts of dividend income compared) to their capita! losses and
would discriminate against other taxpayers who do not. It might be
proferable to merge all property income (rather than dividends alone)
with capital losses if this theory were to be followed. Even this treat-
ment, however, would be unfair to those tax‘fayers'who happened
to suffer relatively large capital losses but had insufficient property
income to offset them. In general, therefore, liberalization of the
offset of capital losses against certain elements of income only is apt
to be less equitable than programs for raising the income limitation
without regard to the income source.

8. Carry-over provisions

The third general method of providing for capital losses is through
allowing unused losses to be carried over against capital gains and
ordinary income of other years. Carry-overs serve to spread the
revenue cost of loss allowances over several years rather than concen-
trating them in a single year. They also provide more equitable
treatment for those taxpayers whose bunched losses would otherwise
receive severely limited recognition for tax purposes.

(a) Carry-forwards versus carry-backs.—From the economic stand-
point, adequate carry-over provisions for losses may not only prevent
taxation from striking an investor’s capital, but may also help the
investor to overcome the illiquidity accompanying an unsuccessful
investment. Either a carry-batk or a carry-forward may provide
equitably for taxpayers with fairly stable income. However, carry-
backs will favor taxpayers whose incomes are declining, while carry-
forwards will favor taxpayers whose incomes are rising.

If a taxpayer is allowed to carry a capital loss bac ward, that is,
to adjust his taxable income for previous years downward, his current
position will tend to be made more liquid by prompt refund of an
amount of past tax payments based on the size of his capital loss.
Carry-forward of losses dpes not extend this element of current liquid-
ity directly to private investors, although some may nevertheless be
motivated to reinvest currently in anticipation of the future tax
benefit to be realized from the loss carry-forward.® '

The economic effects of these alternative policies turn on such
questions as (a) are private investors or the Government better able
to bear the illiquidity that accompanies declining prices and reali-
zation of capital losses? and (6) how much better will taxpayers
respond with new investments if their liquidity is increased by current
tax refunds?

So far as the first question is concerned, there would seem to be but
little doubt that the Federal Government will be better able to com-
mand credit during a time of depression than will the private investor.
The second question requires weighing intangibles, but it is conceiv-
able that adzing to a taxpayer’s liquidity by way of tax refunds ma
increase his willingness to invest. In other words, current tax refunds

WCI. Lewis H. Kimmel, Postwar Taz Policy and Business Expansion, Brookings Institation, 1943, p. 38,

# It may also be noted that, the longer the -forward period, the larger the amount of interest lost by
the taxpayer on the deferred tax credit. See ch. iX.lu'. B.pe
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for capital losses might well operate to increase current investment,
although the quantitative relationships involved are unknown.

Generally speaking, provisions that allow capital losses to be carried
back will imply a greater administrative burden (opening up returns
for previous years, etc.) than provisions that allow losses to be carried
forward. Administrative considerations, then, are likely to be in
conflict with economic considerations in this connection.

(b) Length of carry-over period.—If the main reliance for recovery of
net capital losses is placed on carry-over rather than on income offset
it would seem clearly desirable that the carry-over period be lon
enough to provide reasonably complete recovery of the tax value o
capital losses by a substantial majority of the taxpayers who sustain
losses. The exact period that will do this is uncertain. Some indi-
cation of the adequacy of different time periods may be obtained,
however, from such limited information as is available concerning the
year-to-year experience with capital gains and losses of an identical
group of taxpayers.

A study of the income-tax returns of more than 13,000 identical
families in Wisconsin covering the 7 years 1929 through 1935 reveals
that, although nearly 1,500 of these families realized capital gains at
some time during the period, a majority of this group, 62 percent,
reported gains for only 1 year. Less than 5 percent of the families
reported gains for 4 years, and only 1 percent reported capital gains for
each of the 7 years.? Clearly most persons realized gains infrequently.

Among the more than 1,800 Wisconsin families in this identical re-
turns sample reporting capital losses at some time during this 7-year
period, less than half—only 42% percent—also reported gains. Among
the families who reported capital gains for only one year of the seven,
60 percent reported no capitel losses.

This evidence is not conclusive, both because the group studied
may not be representative of the Nation and the period covered not
typical of other periods. Nevertheless, 1t suggests that, during a
relatively short period, capital gains and losses are to a considerable
exteut realized by different individuals. This in turn suggests that,
under a policy of segregating capital losses from ordinary income, no
relatively short carry-over period will provide for full recovery of
the tax value of capital losses of many taxpayers. In the cases where
carry-o(\irer will work, a fairly long carry-over period seems to be
required.

1! gains and losses were to be segregated from income, and losses
allowed only to the extent of gains, another method of determini
a desirable length of the capital-loss carry-over period might be wit
reference to the duration of a relatively long pusiness cycle. Not
all individuals will find their capital losses compensated by capital
gains over a complete business cycle. However, such a carry-over
period will provide, in a rough way, for that group of capital losses
that are cyclical in origin and “illusory” in nature. Clearly, capital
losses resulting from noncyclical price changes might not ve fully
oﬂ’s;at against gains if the carry-over period were limited to one ousiness
cycle.

If capital losses are not segregated, but allowed in whole or in part
against ordinary income, a carry-over period shorter than the business

2 Data based on tabulations of W isconsin State income-tax returns, quoted in Harold M. Groves, Postwar
‘Taxation and Economic Progress, McUraw-Hill, 1948, pp. 213-214.
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cycle may suffice to prevent impairment of capital for most taxpayers
with moderate portfolios.

On balance, a rather long carry-forward period for unrecovered net
capital losses appears not unreasonable either on equity or adminis-
trative grounds, so long as the existing limitation on income offset
stands. Moreover, a short carry-back, of one or at most. 2 years,
would assist some taxpayers unable to make effective use of the carry-
forward and would increase the proportion of cases in which complete
loss offset is possible.

Although the objectives of tax Krovisions allowing carry-overs of
capital losses and of losses from business operations are similar in
some respects, the periods used for the two carry-overs need not
necessarily be identical. To obtain the same proportion of capital
loss utilization as is achieved under the net operating loss carry-over
provisions, the two periods should be adjusted to the particular experi-
ence of taxpayers sustaining the two types of losses.

The relationship between the carry-over periods for capital and
business losses Wlﬁ depend on the frequency of occurrence and the
amount of gains available in prior or subsequent years to offset the
losses in each case. In view of the Wisconsin experience cited above,
seFregation of capital losses from ordinary income would require a
relatively long carry-over period for such losses to assure full offset.
Whether or not this period should be longer or shorter than the busi-
uess loss carry-over period cannot accurately be determined on the
basis of information presently available.

It is known, however, that taxpayers in the lower- and middle-
income brackets reporting incomes or losses from business usuall
receive little or no income from-other sources. On the other handy:
taxpayers with moderate incomes who report capital gains and losses
usually receive them in conjunction with other types of income.?
Consequently, if capital losses realized by taxpayers with limited
capital holdings were allowed to pe substantially offset against ordi-
nary income, the length of the carry-over period for such losses need
not exceed that allowed for net operating loss purposes, and might
even be shorter.

4. Percentage exclusion and segregation

Since 1934 preferential tax treatment has been extended to long-
term capital gains by scaling down the percentage of gain taken into
account for tax purposes. Long-term losses have been similarly
reduced by percenta%c exclusion. In the case of long-term capital
gains, percentage exclusion has been justified partly by the desire to
reduce the impact of progressive rates on gains accrued over several
years but made taxable only in the year of realization. The reasons
for :i)plying the same percentage exclusion to long-terra losses are
less clear but probably derive from the idea of parallel treatment.

Percentage exclusion of long-term capital Fains and losses has some
definite repercussions on income accounting for tax purposes when the
results of all transactions in capital assets are merged. For example,
it has meant that the tax-reduction value of net long-term losses to
be offset against ordinary income has tended to be less than that of
short-term losses of equal size. It has also meant that, when a tax-

n:m?&mw.smmummwmm. vol. 9, Analysis of Wisconsin Income, pt. 11, pp. 86-00
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ayer offsets a long-term capital gain against a short-term capital
oss or vice versa, the statutory net balance of capital gain or loss
may be fictitious and not representative of the actual result of his
transactions in capital assets.

Thus, under present law, a taxpayer who, in a given year, realizes
$5,000 of short-term loss and $10,000 of long-term gain, is considered
to have neither gain nor loss. If his position should be reversed,
8o that the $5,000 loss is long-term and the $10,000 gain short-term,
his taxable net capital gain 18 considered to be $7,500 and not the
$5,000 which it actu.lly 1s on a straight accounting basis.

This distortion arising from cross-oﬂ'settix:f the gains and losses
from sales or exchanges of capital assets held less and more than 6
months, respectively, would be (Frevented if taxpayers were required
to keep the results of short- and long-term capital transactions sepa-
rate instead of merging them. It would also be prevented if all
gains and losses were 100 ﬁeroent taken into account and percentage
fxclusion applied only to the excess of long-term gain over short-term
0ss.

Tax provisions requiring that short-term capital gain or loss be kept
separate from long-term gain or loss would naturally tend to impose
an additional limitation on loss offsets, compared to otherwise similar
provisions that allow merging of all capital gains and losses when
computing tax liability. Hence, as already noted, if segregation is
reintroduced, it might be considered desirable at the same time to
liberalize income offsets.

Conceivably, taxpayers might be allowed two separate income
offsets, for short- and long-term capital losses, respectively, in place
of the one now granted. These separate income offsets would not
need to be similar in magnitude but might differ depending (a) on
the amount of relief believed necessary in the case of long-term and
short-term capital losses, respectively, and (b) on the extent to which
it was desired to influence the timing of realization of capital gains by
tax provisions.

istorically, segregation of short-term capital losses has been
regarded as a method of loss limitation calculated to protect tax
revenue, ﬂrevent. tax avoidance, and extend less favorable tax treat-
ment to the results of speculative activity.

During 1932-33, when losses from the sale of stocks and bonds held
less than 2 years could be offset only against gains from such sales,
revenue and avoidance seem to have geen regarded as more significant
considerations than equitable treatment of taxpayers suffering losses.
In 1938-41, when short-term losses were again segregated, the intent
seems to have been primarily to avoid extending to losses believed
to Be largely speculative in origin the income offset granted invest-
ment losses. .

VII. Girr AND DEATH TRANSFERS

Securities, real estate, or other capital assets on which unrealized
gains or losses have accrued frequently pass from one individual to
another by gift or as a result of death. The tax treatment of these
gains and losses is broader than the question of appropriate capital

in and loss provisions in the individual income-tax statute. It also
involves the relation of the income tax to gift and estate taxes.
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Some students of taxation emphasize that failure of existing law to
adjust, at time of transfer, the income-tax liability of the person in
whose hands capital gains or losses accrued prior to transfer leaves a
gap in the existing tax system. Others either are less concerned about
this gap or believe that to close it would raise a constitutional problem

concerning the definition of taxable income.
-+ The ag%:-egate volume of capital gain or loss transferred by gift
or at death cannot be determined from currently available data; no
reporting of amounts of accrued capital gain and loss thus transferred
has ever been required for tax purposes.

During the 10-year period 1933-42, gross estates reported for tax
purposes averaged more than $2.5 billion per year, while total gifts
reported averaged more than $0.7 billion per year.?  Not all property
thus transferred by gift or death represented “capital assets’ as the
term is used in the Internal Revenue Code but, at the same time,
many smaller gift and death transfers of capital assets required no
estate or gift tax returns.* Hence, these transfers are not included
in the figures cited.

Under existing law it is probable that gains transferred greatly
outweigh losses in the aggregate. Higher grade investments are more
likely to be transferred to heirs whﬁe tax considerations favor the
transfer of appreciated property and the sale prior to transfer of
property that has declined in value. In particular cases, for example,
in the intergeneration transfer of ownership of successful family busi-
ness enterprises, unrealized capital gains may account for the major
part of the total value of assets transferred.

'
A. PRESENT LAW TREATMENT AND PROBLEMS IT RAISES

In accordance with the rule of Eisner v. Macomber that only realiza-
tion of gain or loss is a taxable event, under existing law no income tax
adjustment is required of a donor or of a decedent’s estate for accrued
capital gain; likewise, none is allowed for accrued loss included in a
Ei t or death transfer of capital assets. This accrued gain or loss will,

owever, be reflected in the bases for estate or gift taxation (value at
time of transfer). Thus, the gain or loss will affect the amount of
gift or estate tax liability, provided the transfer is large enough to
come within the scope of these taxes. As will presently be demon-
strated, however, omission of gain or loss from the income tax base
and inclusion instead in the gift or estate tax base does not leave tax
liabilities unaffected.

1. Basis for determining gain or loss

Present law provides that the basis for determining gain on property
acquired by gift after December 31, 1920, shall be the same in the
- hands of the donee as the donor, but the basis for determining loss on
such property shall be the donor’s basis or the fair market value at
time of transfer, whichever is lower.® In many cases, therefore,

# Statistics of Income for 1042, pt. 1, tables, pp. 284 and 300.

¥ Estate-tax returns were required where estates had a value at time of death of $50,000 if death was prioe
to August 31, 1935, and $40,000if death was on or after such date. (}ift-tax returns were required for 1933-38
where gifts to a single donee within a year exceeded $3,000 and for 1939-42 where such gifts exceeded $4,000,
Present-dag requirements for filing estate and rift tax returns are $50,000 and $3,000, respectively.

81 R. C., sec. 113 (a) (2). This provision was des to prevent a person unable to make the most
eflective use of a capital loss from giving the asset with accrued loss to some other person, us in the
lAacn"ne ﬁ;}i}y, who could use the loss to greater tax advantage. This provision first appeared in the Revenue

ol X
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donors will be encouraged to realize accrued losses prior to gift, unless
the loss cannot be utilized because of the loss limitation or unlggss
continued family control over the property held is desired more than
the tax value of the loss to the donor. o )

In case of transfers of property at death the adjusted basis to the
estate for determining gain or loss is fair market value at time of
death or optionally at a later date.® Thus, both accrued capital

ains and losses are climinated at death for income tax purposes.
E‘his implies a windfall tax benefit to the estates of decedents who
transfer properties which contain net capital gains and a tax hardship
to estates of decedents who transfer properties which contain net
capital losses. The final income tax settlement with a taxpayer at
time of death may be considered incomplete, since no account is
taken of his accrued gains and losses as of that date.

2. Taz postponement and avoidance

One effect of existing law, therefore, is to furnish owners of appre-
ciated capital assets with an incentive to transfer these assets by gift
or at death rather than to realize their accumulated capital gains
through sale or exchange prior to disposition of their property and to
transfer the proceeds. By transferring appreciated assets, the donor
or decedent escapes income tax on the appreciation altogether, al-
though he mag', if the transfer is of sufficient size, incur larger gift or
estate tax liability which will partially offset his income tax saving.
The gift and estate taxes, however, also reach property that has been
saved from ordinary income after payment of tax. Thus, despite the
fact that higher gift and estate taxes in a sense recover some pre-
viously untaxed capital appreciation, capital gains are still favored
compared to ordinary income no matter how high gift and estate
tax rates may be. ‘

In case of transfers at death, accrued capital gains and losses are
not taken into account under the income tax.

In cases of gift of appreciated property, there occurs a shift in the
ownership of capital assets and potential continued postponement of
tax liability but not complete disappearance of accrued gain from the
income tax base. However, the tax liability on the accrued gains
will be modified, and in many cases probably reduced, where the
donee has a substantially different income position than the donor,
provided both are not above the point where the alternative rate on
capital gains applies. Moreover, the donee will acquire property sub-
ject to potential income-tax liability depending on its previous history.

hus, equal Fifts by a donor to separate donees may have different
net values after tax even though liquidated simultaneously at the
same price.

Postponement of tax on appreciated capital assets in effect reduces
the rate of tax on annual accruals of gain by an interest factor and
therefore increases the resources of the taxpayer during the interim
by the amount of tax gt;stponed plus interest, compared with what
these resources would have been if the tax had been levied on an
accrual basis.

Although postponement is inherent in the system of taxing capital
gain onlv upon realization, gift transfers greatly lengthen the time

1. R. C., rec. 113 (a) (5). Bass is fair market value at date of death unless executor elects for estate

tax purposes under sec. 811 (j), I. R. C., in which case basis is generally the value as of 1 after death
intermediate \f disposed of during the year. ’ yeut

-
i
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_period over which postponement is possible. In extreme cases, secu-
rities or real estate may be passed by gift from generation to genera-
‘tion without ever being brought to account under the capital gains tax.
The finality of the opportunity to escape tax by transfer at death
‘'undoubtedly dlscom;igee older investors from switching out of assets
that have appreciated in value.

In general, an owner of appreciated ca})ital assets will find it ad-
vantageous to switch investments only if the present value of the
excess in prospective yield on an alternative investment over the yield
on his present investment exceeds the tax cost of switching. “The
ability to transfer appreciated assets by gift or death without incur-
ring tax liability tends to reduce the attractiveness of alternative
investments even if their prospective yields are substantial.

The preferential features of the existing system of capital gains tax-
ation, namely percentage exclusion and the flat alternative rate, are in
a sense amplified b{ the rules governing realization and basis for
determining gain or loss in case of gift and death transfers of capital
assets. In substance, a zero rate of tax applies to capital gains on
assets held until death. This may be considered inequitable to
investors who hold appreciating capital assets either for shorter periods
or longer periods that do not terminate in death.

In cases of gift, the carry-over of basis and potential tax liability
from donor to donee affords a measure of equity and protects tax
revenue somewhat against avoidance. However, it provides for
no final income tax settlemcnt with the donor-taxpayer. Moreover,
the carry-over of potential tax liability from one person to another in
case of gifts is considered by some analysts to be at variance with the
basic concept of the individual income tax as a tax on persons according
to their net incomes.

If the criterion of realization were set aside and annual or other
eriodic accruals of capital gains and losses were treated as ordinar
income, the degree of tax Iostponement or avoidance involved in gift
and death transfers would be substantially reduced. It would then
be limited to the tax value of gain or loss accrued either within the year
of transfer or during the longer period elapsing since the latest accrual
and tentative tax settlement date. owever, if annual or other
periodic accruals of capital gain were taxed as ordinary income,
transfer of capital assets by gift or death would seem logically to
require a final adjustinent of the tentative taxes previously levied under
the accrual plan. o .

Because 1t encourages individuals planning disposition of their
property not to sell appreciated assets, present law has been criticized
on the grounds that it impedes the free circulation of invested capital
funds, freezes older investors into continued holding of assets they
might otherwise prefer to dispose of, thus limiting their willingness
to undertake different risks, and restricts the supply of securities which
have appreciated substantially.” Alternative to the view just cited
- i8 the opinion that the gift and death gaps in the capital gains tax
rather than the tax itsell may be responsible for some of the criticisms
made against it; according to this view, the existing imperfections in
the capital gains tax may also contribute their share to the alleged
interference of capital gains taxation with fluidity of capital funds and
the claimed destabilizing effects of the tax on prices of capital assets.

# 8ee New York Stock Exchange pamphlet, Economic Progress: Tax Revision and the Capital Markets,
October 1047, p. 23,
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8. Charitable gifts

A special situation exists under present law governing gifts of
appreciated capital assets to charity. Not only is no accrued gain
recognized to the donor but he is also allowed to deduct the full
market value of the donated property at time of transfer up to 15
percent of adjusted gross income for purposes of determining income
tax liability. Thus, in an extreme case it is conceivable that a taxpayer
might be better off to give an appreciated asset to charity for the
resultant income tax reduction than to sell the asset and pay additional
tax on his gain.® ]

In general, the effect of present law in @gnoring,_ for income tax
purposes, the accrued capital gain embodied in a charitable gift favors
taxpayers making such gifts in the form of appreciated property over
those giving cash or other property saved from income which was taxed.
One method of correcting this discrepancy might be to define gift as
falling within the concept of realization. This would require the donor
to pay tax on accrued capital gain when he made the gift. Another
method might be to re?uire taxpayers giving l[‘n-operty to charities
to use either their basis for figuring gain or market value at time of
transfer, whichever is lower, in determining the value of their income
tax deductions on account of charitable gifts.

4. Relation to gift and estate tazes

Although capital gains acorued to date of gift or death are not now
taxed as income to the transferring party, a partial offset results from
increased estate or gift taxes on appreciated property. The greater
the value of appreciated property transferred and the higher the rate
of gift or estate tax applicable thereto, the larger is the proportion of
the unrealized and hence untaxed capital gain recovered by transfer
taxes. This may be illustrated by the following examples.

If 4 person leaves a total estate of $500,000 (half to his wife and
half to his children) of which $400,000 is unrealized capital gain, his
estate tax is $45,300.° Had he realized his accrued capital gains
prior to death and paid tax at the alternative rate,® this would have
reduced his estate to $400,000 and his estate tax to $31,500. The
additiona! $13,800 in estate tax would represent a partial recovery
(in this illustration, 13.8 percent) of the capital gains tax not collected
when the gains were transferred unrealized and disappeared from the
income tax base.

If this individual’s estate were larger and his marginal rate of estate
tax therefore higher, relatively more of the “missing” capital gains
tax would be recovered. For example, the tax on an estate of $5,000,-
000, belonging entirely to a husband and containing $1,000,000 in
unrealized capital gain (on which $250,000 tax is avoided by transfer)

# Under present law, a single taxpayer with surtax net income of more than $200,000 or a married couple
with family income of more than $40,000 (after deduction of the maximum sllowable charitable contrt-
bution) whose marginal rate of income tax is 91 percent would actually galn by giving capital assets they
own which have appreciated as much as ) percent or more to charity, up to the allowable limit. In these
cases the savings in canital gains tax on the appreciation at 25 percent nlus the reduction in income tax at
91 nercent of the value of the donated asset amount to more than the value of the asset. Of course the tax-
pAn‘m dn;ln:ht be better off by continuing to hold the asset than by either selling it or giving it to charity.

was called to the fact that charitable gifts of appreciated capital assets might involve no cost or
even a gain, in two namphiets entitled *Tax 8aving Plus Pstriotism” and ““Apprecisted Aseets,” issued by
Gold- Foundation in 1945

n 3
® This amount Is net alter credit for inheritance and estate taxes to States equal to 80 percent of
bldeumso t:x liability. Under the Revenue Act of 1948t js the same in both common1aw and commaunity-
es.
"'%E'Emmm the amount of gain realized by sale prior to transier is the same as that transferred
ifno ion takes place.
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under present law would be $830,000 (assuming half were transferred
to his wife and half to children). Had the capital gains been taken
and the tax paid prior to death, the estate tax would have been
reduced to $778,750. The higher estate tax in this transfer of appre-
ciated property includes a 20.5-percent offset against the amount of
capital gains tax avoided.

E‘he maximum likely offset via estate tax at existing rates is 61
percent of the potential capital gains tax. For exam le, in the case
of a $25,000,000 estate containing $4,000,000 of unrealized gain with
& potential tax of $1,000,000, 61 percent of this potenti capital-gains
tax would be recovered in additional estate tax. As the examples
illustrate, only in case of very large estates: ir che recovery of missing
capital-gains tax substantial.
~ In a gift transfer the same sort of offset may operate. Where

roperty that has appreciated is transferred, the value of the gift and
Kence the amount of gift tax may be larger than it would have been
had the capital assets been sold, tax paid, and the proceeds given.
However, since marginal rates of tax sre lower on gift than on death
transfers, the recovery in the form of additional ﬁlt tax of the capital
gains tax liability avoided by the donor (but shifted to the donee)
will be relatively smaller than in a death transfer of the same amount
of gain. Moreover, because of the $3,000 annual exclusion provision
in the gift tax, installment gift transfers will provide less offset to
tax postponement on unrealized appreciation than will single transfers
of the same aggregate size as the series of installments.

Because of %E; relatively high exemptions and exclusions in the gift
and estate taxes, and because the marginal rates of these taxes can
now be reduced greatly and the exemptions and exclusions effectively
increased in the case of married couples by the property-splitting
provisions of the Revenue Act of 1948,3 in the aggregate only minor
offset could be expected from additional transfer tax.

B. PROPOSALS FOR REVISED TAX TREATMENT OF TRANSFERRED CAPITAL

ASSETS
1. Constructive realization

Several proposals for revised income tax treatment of gift and death
transfers of capital assets have been advanced. One is that such
transfers be treated as the equivalent of realization by sale or exchange
(at the market values prevailing at time of transfer).® Thus, the
transferor of capital assets would become liable for tax on any un-
realized appreciation accumulated prior to transfer and would receive
tax credit for any accrued losses contained in the transfer.

¥ This takes no account of additional inheritance or estate tax paid to States because untaxed capital
gains are transferred at death. These can hardly be considered an offset to the Federal tax on capital gains.
‘The 61-percent maximum possible offset is on the existing top marginal rate of 77 percent for tentative
estate tax reduced by the maximum allowable credit of 80 t of the basic estate tax (top marginal rate
20 percent) for inheritance or estate tazes paid to States. { State transfer taxes have marginal rates below
16 nercent (80 percent times 20 percent), the maximum possible offset might exceed 61 percent.

8 The Revenue Act of 1948 attempted to equalize the estate and gift tax treatment of rro
couples as between common-law and community-property States. With exceptions in the case of com-
munity-property States, transfers between spouses are generally free of tax to the extent of one-half the
value of the estate or gift. Moreover, gifts bﬂ’elthu spouse to third parties may be aseribed one-half to
each spouse. Whether this treatment does In fact equalize treatment between common-law and com-
mun'ty-property States may well be questioned.

# 8¢, for example, H. M. Groves, Production, Jobs and Taxes 1944, p. 75, also his Postwar Taxation and
Economie Progress, 1948, p. 219; Committee for Rconomie Development, A Postwar Federal Tax Plan for
mshnlampbmnt. August 1044, p. 31; William Vickrey, Agends for Progressive Taxation, 1047, pp. 140-141
an
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This proposal has usually been associated with programs for full
taxation of capital gains as ordinary income and unlimited allowance
of capital losses.* Despito this association, the treatment of giftand
death transfers as realizations might be considered independently of
the suggestions for abolition of preferential capital gains tax treatment
and simply regarded as a possible revision calculated to reduce the
amount of tax postponement and avoidance on capital appreciation
occurring under present law, assuming that preferential treatment of
long-term capital gains and limitations on the deductibility of capital
losses continue.®

A variant of the proposal to treat transfers of capital assets as
realization would make a donor or decedent’s estate taxable on capital
gains accrued but unrealized prior to transfer, but would limit tax
credit for capital losses primarily to realized losses.*® This admittedly
nonparallel treatment was Proposed a8 & method of checking post-
ponement and avoidance of tax on capital gains transferred and, at
the same time, preventing abuse of the device of intrafamily gifts of
capital assets with accrued losses as a method of establishing tax
deductions. Limited allowance for accrued capital losses at §eath
would be permitted,”” but no tax credit would be given the donor for
accrued capital losses contained in a gift.*

In effect, these proposals to treat either accrued capital gains alone
or both accrued capital gains and losses as though realized by the
fact of transfer are analogous to partial application of the accrual or
inventory method of capital gains taxation. Thus, these proposals
raise the equity and administrative problems connected with the
accrual method, though in a different manner than where accrual is
applied either annually or periodically to all taxpayers owning capital
assets ag'ather than merely sporadically to those transferring such
assets.

Another possible variant of the proposal to treat transfers of capital
assets as realizations of the accrued gain or loss would be to apply this
principle only in case of death transfers, while continuing to " treat

ift transfers as under present law (regIt'nnng the donee to assume the.

onor’s basis for determining gain). The case for a final income tax
reconciliation with a taxpayer at death is perhaps stronger than at
time of gift. Moreover, the tax avoidance danger of allowing con-
structive realization of capital losses is less at death than in the case of

ifts.
gl‘This dual system would obviously not produce uniformity in the
tax treatment of gift and death transfers of capital assets and mSht.
prove an undesirable barrier to integration of the two taxes on wealth
transfers. The plan might encourage taxpayers holding appreciated
assets to distribute them by gift instead of retaining them until death.

3 The recommendations of H. M. Groves and the CED (1944) for full taxation of capital gains asordinary
income are conditional upon some reduction of surtax rates and “‘adequate’’ provision for income svam

Mr. Vickrey’s also include income av . In & more recent statement on tax s
and the Bndag.w November 1947, the Ckmu (pp. 50-60) that since lower lneom rates
and av seem unlikely to be attained in the near future, preferential taxation of capital gains should

be ret a8 the one relief from existing tax deterrents to investment.
l:’ ’lz‘?h‘i't Is spparently the thought of Randolph E. Paul. See his Taxation for Prosperity, 1947, pp. 275
an

¥ Henry 8imons, Personal Income Taxation, 1938, pp. 200-215.

8 How this limit would be determined the late Professor Simons did not indicate.

"l’hhwwldmerelfcom 8 donor to establish capital losses by sale or exchange in order to rece‘ve tax
credit. The morm limited t| tax eredit allowed for accrued capital losses at deatbh, the greater would be the
pressure on taxpayers (o dispose of depreciated assets promptly.

» Because the valuation bmmmmeWMmmmwmmmm;mm.
the period of accrusl for will frequently be long in case of gifts and estates.

91040—061—=0
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It would not restrict the postponement of capital gains tax which is
now possible and which in some cases, by successive gifts, may be
continued indefinitely, but it would prevent the complete avoidance
of capital gains tax now possible through death transfers.

The proposals to tax accrued capital gain at gift or death as though
reslized raises the constitutional question whether such gain could
properly be construed as taxable income within the meaning of the
sixteenth amendment. Some attorneys feel that the courts might not
urhold the taxation of caé)ital ains accrued to gift or death, in view
of the principle formulated by the Supreme Court in Eisner v. Macom-
ber  (that appreciation in the value of capital assets is not income
until realizedl;. Others feel that the Supreme Court has already in
some cases abandoned the requirement that only realized income is
“income” within the meaning of the sixteenth amendment.*!

Irrespective of the relative merits of such views, there is little doubt
as to the constitutionality of imposing an excise tax on such accruals,
since it has been held that gift and death are appropriate events for
an excise tax which need not be atpportioned among the States accord-
ing to population. Imposition of the excise only with respect to that
Kart of cach gift or bequest which represents appreciation in the

ands of the donor or decedent would seem to be a reasonable classi-
fication for the purpose of the tax. If 80, the mere fact that Congress
gives to the valid excise the title of an income tax should not render
1t void. Nor is the difficulty arising from the imposition of surtaxes
upon a combination of capital gains at gift or death and admittedly
taxable income an insurmountable one.¢

2. Transfer of basis

Because of what some consider the constitutional problem and also
the ability-to-make-payment problem involved in afplying the doc-
trine of constructive realization to capital gains and losses accrued at

ift or death, the proposal is sometimes made that bequests be treated
ﬁlke gifts and that beneficiaries be required to assume the original
basis of the decedent for determining gain or loss.® This proposal
would restore consistency between the income tax treatment of gift
and death transfers of capital assets and would prevent the removal
of accrued capital gains at death. However, it would be inferior to
constructive realization of gains at gift or death as a curb on tax post-
ponement. Moreover, this proposal would be an additional step
away from the basic concept of the individual income tax as a direct
personal tax. It would not provide the final income tax reconciliation
at death which some consider desirable.

In the event it should be regarded as impractical or undesirable to
revise the income tax provisions governing gift and death transfers
of capital assets 80 as to reduce postponement or avoidance of tax on
transferred ca]pital gains, strengthening the gift and estate tax struc-
ture might help to recover some of the potential tax revenue now lost
when appreciated capital assets are transferred. As already pointed

#252 U. 8, 1%, 40 Sup. Ct. mllﬂ?.
# Bee, for example, Capital Gains axatim, op. eit., pv. 41, 42. 179“-?1; Stanley 8. Surrey, The Supreme

Court an | the Fe“eral Incomre Tay, I, L. Rev., March 1941,
act, l:gwell, Btock Divilends, Direct Taxes and the Bineoll?th Ameniment, 2 Colcm, L, Rev. (1920),

Pp. 536, 539,
4 See {or example, Canital Gains Taxation, oo, p. 37, or Vickrev, on. cit., n. 141. In 1942, 8 Treasury
§on woul %e.r’eq&‘bed the leztu [ ) u“%dmw:m mt woull have "l“ll;l‘s'::ntlm basis
tobea justed upw y the amount of estate on assets w! appreciated. appears
s not v)xolly unreasonable formuls.
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out, where these transfer taxes ?ply, they provide an incomplete
tax adjustment for the unrealized gains and losses transferred. If
exemptions and exclusions under the gift and estate taxes were
reduced and the rate schedules revised upward, more inclusive and
substantial offsets would be realized.

As a partial measure special supplementary estate or gift taxes to

apply only to accrued capital gains contained in a transfer might be-

developed as an alternative to amending the income tax provisions.
Transferred capital losses under this scheme would presumably
require a supplementary gift or estate tax credit.

C. EFFECTS OF PROPOSALS FOR REVISED TAX TREATMENT OF GIFT AND
DEATH TRANSFERS OF CAPITAL ASSETS

1. Revenue effects,

Since it is probable under present law that larger aggregate amounts
of accrued gains than losses are normally involved in gift and death
transfers o? capital assets, treating these transfers as realizations
should produce a net increase in the income tax revenue attributable
to the capital gain and loss provisions. It would be difficult to est;-
mate the amount of this increase, however, in the absence of data
concerning egate capital asset transfers and the structure, by
income size classes, of the capital gains and losses included.

Some taxpayers, either after balancing other considerations against
the tax incentive to sell capital assets with accrued losses promptly,
or in ignorance of tax provisions, undoubtedly do transfer assets with
unrealized losses even under present law which allows them no income
tax concession for such losses.

If transfers were defined as realizations, not only would loss-taking
be delayed in some cases # but also some additional net revenue cost
would be involved in granting additional income tax deductions to
taxpagers who transfer properties on which there are accrued losses,
But the revenue increment obtained by reaching capital appreciation
which now either escapes income tax altogether (death transfers), or
by taxing more promptly that appreciation which becomes subject to
income tax now only after postponement (gift transfers), should be
substantially larger than the additional loss deductions, thus produc-
ing & net increase in income tax yield.
mgI‘his increase would derive not only from the probability that
relatively more capital gains than losses not now covered would be
included in the tax base under the broader definition of realization,
but also that the additional ﬁains would tend to be more concen-
trated among larger incomes than the additional losses.

Requiring the donor or the estate of a decedent to pay income tax
on capital appreciation contained in his transfer woulcf tend to reduce
the total volume of capital assets ’lPassed on through gift or death by
the amount of this income tax. Thus, in the absence of rate adjust-
ments, the additional income tax liability. would tend to reduce gift
and estate tax revenues by shrinking the bases of these transfer taxes.
The amount of this reduction would, however, be substantially

# Because taxpiyers would then have the ootion to take losses either by sale or by transfer. Any dela
in loss realization would tend temporarily to increase canital gains tax revenue. At the same time, if th

delay meant that fewer losses were wasied because of better tzgommitm to offset them aeainst gains,
revenue might be decreased in the final analysis by the redefini of realization on the loss side,



78 INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSBES

smaller than the gain in income tax yield since, as already noted, gift
and estate taxes provide only fractional offsets to the income tax not
collected when appreciated assets are transferred 4 The reduction in
Federal estate tax base would also imply somewhat lower yields for
State taxes on inheritances or estates,

The revenue effects of treating gift and death transfers of capital
- assets as realizations would naturally depend on whether this change
were coupled with existing tax provisions for preferential rates on
long-term Fains and limited loss offsets or linked with the heavier
taxation of capital gains and more liberal loss allowances implied
under income averaging. The additional revenue from reaching those
capital gains which now avoid tax will obviously be greater the higher
are the rates applied to them. Analogously, the cost of allowing
capital losses to Yu- constructively realized by transfer will increase
with the liberality of allowable loss offsets against ordinary income.

If capital gains accrued to gift or death were taxed but credit for
capital losses were limited largely to realized losses, as Professor
Simons has proposed, a slightly larger net iucrease in revenue yield
might be expected than from provisions for treating transfers of both
gain and loss as realizations. This would result from taxing gains not
now reached at all or from reaching gains earlier or more frequently
than they are now tapped while granting few, if any, additional deduc-
tions for capital losses. However, in many cases (if not in all) it
may be feasible for the taxpayer to realize the loss and obtain the tax
benefit by selling the asset and transferring the proceeds.

A smaller revenue gain might result from treating only death
transfers as realizations, while continuing the existing treatment of
gifts, compared with treating all transfers as realizations. This dual
system would encourage distributions of property by gift rather than
bequest in cases where holders of appreciated assets sought to postpone
capital §ains tax liability beyond death.

A still smaller revenue gain might be attained if death transfers of
capital assets were treated like g:fts and the heirs required to assume
the decedent’s basis for determining gain. In this case avoidance
of tax on capital appreciation is controlFed at the expense of additional
postponement; also the tax value of accrued gains will often be scaled
down when these gains are transferred, since transferees probably
have lower incomes, on the average, than transferors.

2. Equity effects

Treating gift and death transfers as realizations would limit the
possibility o%income tax postponement on capital appreciation to one
generation and would prevent the complete avoidance of capital gains
tax possible through death transfers. Accruals of gain or loss that
ended in transfer would be treated consistently with those that cul-
minated in sale or exchange. An income tax settlement would be
made with each taxpayer transferring property. This settlement
would take into accourt accruals of gain or loss on the transferred
property which had not previously affected income tax liability. No
such settlement takes place under existing law.

Because all capital gains and losses would eventually be reached
for tax adjustment if transfer were defined as realization, whereas

4 Likewise, the offset to tncome tax reduction in the form of higher gift or estate tax when accrued capital
are transferred will be only partial,
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now many are not, the tax system as a result of this change might be
considered more nearly equitable in effect, both between those tax-
payers who have no capital gain or loss and those who do, and be-
tween taxpayers who realize capital gains or losses and those who
transfer them unrealized. Estates of individuals dying unexpectedly
with investment portfolios containing accrued capital losses would
receive more favorable tax treatment than they do at present. Es-
tates of individus's dying with investment portfolios containing large
accumulations of capital gain would be taxed more heavily than under
present law.

Existing law in reality discriminates against individuals who build
up estates by saving from ordinary income (after payment of tax)
in favor of individuals who save by halding appreciating property until
death. The latter group can either amass more wealth over a series
of years relative to their income tax liabilities than the former or
spend more of their ordinary incomes on consumption and vet build
up a8 large estates as those whose savings were taxed. Constructive
realization of capital gains at gift or death would reduce the element
of tax discrimination now appgring to these two different methods of
saving.

If gifts of capital assets were treated as realizations of the accrued
gain or loss, certain problems having implications for tax equity would
arise from the intrafamily nature of many of these gifts. For example,
immediate income tax deductions could be established by the gift of
property on which capital losses were accrued, without actually trans-
ferring control of the property outside the family.*

In the case of transfers at death, it would appear desirable for e uity
reasons formally to allow deduction of the tax on accrued gains(}rom
the value of the taxable estate, since in fact the beneficiaries should
obtain bequests not reduced by double taxation. Similarly, the tax
benefit of accrued capital losses at death should logically be added to
the value of the taxable estate. 1t would seem less desirable, however
{)n ex‘t‘end the same treatment to accrued gains or losses transferred

ift.
yIfgldeal;h transfers were treated like gifts and the heirs required to
assume the decedent’s basis for determining gain, the net value after
tax of bequests would depend on the original cost or other basis of
capital assets in the hands of the decedent. Prolonged postponement
of tax liability on capital appreciation would continue to be possible,
especially in the case of transfers to family trusts.

3. Effects on markets for capital assets
If, when property was transferred, an eventual tax adjustment for

‘capital gain or loss were required, individuals might be more willing

to realize capital gains prior to transfer. More shifting out of invest-
ments that have appreciated might be expected despite the tax cost
involved in these shifts. Some capital in ventures that had once been
ris;k{l but had turned out to be safe might be freed for another chance
in the high-risk area. At the same time, some capital funds now
frozen in risky undertakings, due to the tax avoidance possibilities
inherent in contemplated transfers of these holdings, would be with-

# Unless the provisions of sec. 24 S:r)) which disallow losses from sale or exchange of property between
members of a family were extended to gifts In the event these were defined as realization and therefore

analogous to sale or exchange. This is what is implied in Professor Simons’ proposal to give tax credit only
to losses realized by sale to a third party prior to gift.
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drawn to safer havens. In general, invested capital funds that have
appreciated should become somewhat more fluid.

At the same time, allowin{ income tax credit for capital losses ac-
crued to transfer should reduce the incentive to realize losses by sale
or exchange prior to transfer since there would be less possibility of
wasting the tax value of the losses. By encoum;iing earlier realization
of c?nal gains and later realization of capita losses, treating gift
and d:ath transfers as realizations should help to increase the supply
of securities and other capital assets with increasing prices and to
reduce the suPply of assets with decreasing prices, thus contributing
to greater relative price stability in capital asset markets. This
contribution may be minor, however, since there will still remain a
substantial tax Incentive to realize losses by sale or transfer while
holding gains unrealized.

If death transfers of capital assets were treated like gifts, substan-
tialli' less tax incentive to realize capital gains by sale prior to death
would be present. The stabilizing effect of this revision in tax law
ugon prices of capital assets would therefore be weaker than the
effect of treating all transfers as realizations. However, some tax-
Enyers might be reluctant to pass on potential income tax liability to

eirs and thus encouraged to sell appreciated property before death,
in spite of the opportunity to postpone tax further by transferring the
appreciated property.

4. Administrative and compliance effects -

Revised income tax treatment of gift and death transfers of capital
assets would raise problems of tax administration and compliance
that do not now exist. If these trapsfers were treated as realizations,
it would become necessary to determine the original cost or otlier
basis for capital assets contained in an estate. This might be difficult
where the assets had been owned for some time ans the original
records of the decedent were either incomplete or nonexistent, This
administrative problem already exists in connection with some gift
transfers, with the difference that the living donor may still be avail-
able as a source of information when it becomes necessary to recon-
struct the basis for determining gain or loss.

This problem of basis reeonstruction would also arise if the gift
rule concerning gain or loss, either as now written or modified to
allow transfer of accrued losses to beneficiaries, were applied to death
transfers. In particular cases, the problem of reconstructing the
decedent’s basis on capital assets in his estate might involve either
more or less difficult administrative and compliance problems than
the analogous problem now faced by the donee when he realizes gain
or loss on the sale or exchange of property acquired by gift. From the
administrative and compliance viewpoints, the realization rule would
seem (;,o be simpler than the gift rule insofar as the cost basis is con-
cerned.

Treating gift and death transfers of capital assets as realizations
of the accrued gain or loss would also raise substantial valuation
problems with administrative and compliance implications. Where
such transfers are large enough to come within the scope of the estate
and gift taxes, valuation at time of transfer is alread required and no
additional problems would arise in this respect. oreover, untaxed
transfers or readily evaluated dssets (such as listed securities) would
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create no particular difficulty, since fair market value at time of
transfer in such cases could be readily determined and audited. It is
the now untaxed transfers of such capital assets as real cstate, closely
held securitics, and other forms of personal property, where appraise!
i8 not now required for gift or estate tax purposes but would be for
income tax purposes if transfers were considered realizations, that
:mgd add most significantly to the administrative and compliance
urden.

Where an estate contains capital losses, as for example when an
individual dies during a depression, an administrative problem—how
to give income tax credit for the capital losses considered realized
by death—will arise. The magnitude of this problem might be
reduced somewhat by increasing the allowable offset of capital losses
against current income in case of death, thus diminishing the number
of cases in which settlement with the estate would involve carry-over
of unused losses to previous or later vears. This change alone, how-
ever, would not provide similar reliel for taxpayers dying at various
times within the income year, and would probably be inadequate in
some c& 3es,

An income tax credit at a flat rate for net capital losses accrued at
death, such credit either to apply against estate tax liability or to be
accompanied by a tax refund, would be an administrativel simple
method of providing for those capital losses which cannot be offset
against current income. Such a flat rate credit might not be con-
sidered equitable, however, in its treatment of different deceased
taxpayers having varying amounts of net capital loss in proportion to
ordinary income. It could also be considered to discriminate against
taxpayers who realized large capital losses which were disallowed a
few years prior to the dates of their deaths,

Estates might also be allowed the option either to carry unused
capital losses backward, say, for 5 years, or forward for a similar
period. The carry-back would be consistent with a final income tax
settlement with the deceased taxpayer and would increase estate
liquidity, but would be administratively inconvenient; it would
involve reopening closed returns and recom uting tax liability for
previous years. Such a carry-back is implied in proposals for aver-
aging either all income or merely capital gains and other components
of income peculiarly subject to fluctuation from year to year. In the
event that the estate chooses to carry unused capital losses forward
or is allowed only this method of loss recovery, it might be necessary
to provide for apportionment of unused losses among the beneficiaries
of the estate.

Where substantially appreciated assets are transferred by gift or
death, some problems of taxpayer liquidity and ability to meet current
tax liabilities might be raised by the fact that both capital gains tax
hitherto postponed and transfer tax would be due. In case of gifts
this would appear to present no special problem; the donor would
always have the option either to increase his liquidity by realizing
some of his gains through sale or exchange prior to transfer or to
postpone gifts until his liquid assets were adequate to cover both the
capital gains and transfer taxes due at time of transfer. In case of
death, the fpossible illiquidity of estates relative to tax liabilities would
be more of & problem than it is now. However, some provision for
handling this problem already exists in the installment, basis of settling:
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estate tax liability. This might conceivably be extended also to
income tax liability on account of capital gains,

VIII. REAL1zZATION VERSUS ACCRUAL

Under existix:F law, no tax is levied on capital gain and no tax
credit is allowed for capital loss until the capital asset is sold or ex-
changed and the gain or loss realized. As a consequence, increases
and decreases in tﬁ:lvalue of capital assets, even though attributable
to prior years, enter the tax base only in the year of realization.

A. DESCRIPTION OF ACCRUAL PROPOSALS

The principle that capital gain, like ordinary income, becomes
taxable only when realized is traditional in income tax procedure;
it is rooted 1n court decisions, tax statutes, and administrative rulings,
Despite these legal precedents, from time to time it has been suggested
that realization be ignored as the basis for timing tax liability on capital
gain or tax credit on capital loss.’ Under this proposal, taxpayers
would be required each year to include in or exclude from taxable
income the net accrued gain or loss on capital assets owned, regardless
of whether such gain or loss had been realized.*

In the past, this proposal contemplated taxation of an carital
gain accrued within a year at the full progressive rates appi‘i'cab e to
ordinay income. It also implied allowing full offset of currently
accrued capital losses against ordinary income. Under this type of
annual accrual proposal, all special provisions for handling capital

ins and losses at the time of realization, such as percentage exclusion

olding periods, maximum alternative rates, and loss limitations would
be eliminated.

In practice, the proposal for an annual tax accounting of capital
gain and loss on an accrual basis would require that each taxpayer
report, on his income tax return for a given year, the values—at both
beginning and end of the year—of all capital assets owned. Any net
chan‘i;e in value of his inventory of capital assets during the  year would
be added to or subtracted from ordinary taxable income.® Realiza-
tions of capital Eams or loss within a year would also be included in
the income tax base as a final settlement of the tentative tax adjust-
ments previously made on the accrual basis.

he annual accrual approach to capital gains taxation is intended

to achieve a degree of uniformity in tax treatment among recipients
of capital gain and loss and recipients of ordinary income and loss
which can never be achieved under the present type of capital gains
provisions. It would eliminate the tax benefits of the preferential
rates now applied to long-term capital gains and would also provide
more adequate offsets for losses. Also, bi virtue of the fact that
gains would be taxed in full as they accrue, the method would prevent
1'This would require an income accounting for tax purpoées at variance with accepted accounting prae-
tices. These tend to be conservative about showing value appreciation prior to realization although less
reluctant to anticipate losses. In general, the legal definition of taxable income has followed conventional
acﬁostml?:rpeggﬁé. the report of & committee of the National Tax Association in Proceedings, 1915, p.

303 et seq.; the recommendation of the Committee on Taxation of the Twentieth Century Fund, in Facing
g_ez'sl'hgxs Problem, 1937, p. 490; and the Tax Institute panel discussion of Capital Gains Taxation, 1948, pp.

“In sl'lbsbmca, capital assets would be treated like inventories with the proviso that valuation must be
on a current basis,
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not only complete avoidance of capital gains tax liability but also tax
postponement occurring under existing law because the tax settle-
ment with respect to capital gains is deferred until realization.

The view has been expressed that full taxation of capital gains under
the accrual plan or other proposals might lessen the need for a tax on
corporation profits.* The reasoning appears to be that with existing
tax provisions, individuals may accumulate wealth without being
subject to ordinary income tax rates simply by retaining income in
corporations they control. If capital (including those trans-
ferred by gift or at death) were made fully taxable, such accretions
in wealth would be subject to personal income tax rates whether or
not “realized” in the traditional accounting sense. In this connection,
it is sometimes pointed out that the accrual method is superior to
other methods of taxing gains in full at realization (or when trans-
ferred by gift or at death) because it eliminates the advantages of
tax postponement as well as those of tax avoidance.®

B. EFFECTS OF ACCRUAL METHOD ON ASSET PRICES

One possible advantage of the annual accrual method is that it
might eliminate some ofat.%xe effects on prices of capital assets and on the
distribution of investment risks attributable to a tax on capital gains
levied at time of realization. Some analysts consider these effects
undesz’irable. Others regard them as not strong enough to be signif-
cant,

Under the accrual method, no additional tax cost would be involved
in shifting from one investment to another. Tax would be due regard-
less of whether one held the same or different assets provided his port-
folio had appreciated. Moreover, investors ¢ould not claim to be frozen
into continued holding of appreciated assets.

Effects on market prices now attributable to the fact that certain
groups of investors hold appreciated assets until they become subject
to long-term rates would also be eliminated since these long-term
rates would no longer be p1>ferential. Thus, it is reasoned that under
annual accrual, capital assct prices would be less subject to disturbance
a8 a result of tax-motivat.d buying and selling and that capital funds
would be more fluid.

It might be noted at this point, however, that the annual accrual
- proposal would increase tax on the bulk of net capital gains of indi-
viduals from at least two to more than three times, at present tax rates.
Consequently, to the extent that individuals purchased the assets
they now hold because of the tax-saving possibilities of the preferential
rates on long-term gains, revaluations in portfolios and in relative
market prices might occur. Individuals, who had bought assets for
their appreciation prospects and also as a means of getting preferential
tax treatment, might tend to shift out of this type of investment into
assets with relatively low appreciation prospects and either more
stable or higher income yieldl;. A sufficient volume of such shifting
would narrow the yield spread among assets of different types.

# Bee, for example, Facing the Tax Problem, op. cit., p. 477 1., and Henry C, 8imons, Personal Income
Taxation, 1838, chs. VII and 1X.

8t For a discussion of various methods of integrating the corporation and individusl income taxes, see
;l‘shi)l’ootwar Corporation Tsax Btructure, Division of Tax Research, Tressury Department (December
L éapltal Qains Taxation, op. cit., p. 65,
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Some economists would contend that a shift of investment from
risky securities to those with relatively stable yields would discourage
initiative and innovation and would, mn the long run, retard economic
progress. Others would maintain that a moferate readjustment in
dispersion of yields would be indicative chiefly of a reduction in
speculative activity; they would not consider such s development to
bear any implication, favorable or unfavorable, for the total rate of
capital formation.

o extent of the change in composition of investment portfolios
would undoubtedly be less severe than might at first glance appear from
contemplating only the increase in tax lFitzmbility under this proposal.
The following reasons appear to be significant in this connection:

In the first place, full deduction of losses from ordinary income under
the annual accrual plan would compensate in some measure for tho
tax increase. This might tend to increase the attractiveness of risky
securities for some investors despite the high rates.

Second, evaluations of the income and appreciation prospects of a
given capital asset differ. Reductions in demand by one group of
taxpayers for what they consider to be assets with high-appreciation
prospects would tend to be offset by increases in demand by other
groups of taxpayers who consider the same assets good investments for
income purposes.

Third, the higher capital-gains tax under the accrual method would
tend to be capltalizedp fairly rapidly, especially for assets traded in
established markets. Although relafive asset prices may change, such
changes will tend to be limited to the transition rerio during which
the adjustment to the new capital-gains tax would take place.

balance, the accrual plan might result in a somewhat higher level
of prices for assets with normal income yields, such as bonds and
seasoned stocks, and a lower level for volatile stocks likely to be hlt'lghly
risky or speculative in character. To the extent such market effects
appeared, the tax provisions themselves would be a factor originating
capital gains and losses. '

t is not clear whether total investment would be affected by
adoption of the accrual method. Many who oppose the accrual
method or other proposals to tax capital gains as ordinary income are
concerned about the effects of a tax increase at high-income levels
on savings-and investment incentives. However, these effects could
presumably be offset by a general reduction of ordinary income-tax
rates. Proponents of full taxation of capital gains hold that it is
sounder tax policy to provide parity treatment for capital gains and
other income, and then to correct the rate structure, than to retain
preferential treatment of capital gains and force higher taxation of
income from investments received in the form of dividends, interest

proprietorship profits, or rents in order to obtain a given total
revenue.®

C. NEED FOR INCOME AVERAGING UNDER THE ACCRUAL METHOD

The annual accrual method would tend to avoid the bunchinﬁ of
-capital gains and losses in the year of realization but would not allow
for fluctuations in annual accruals. Because of the progressive rate
structure of the individual income tax, a series of tax liabilities and

# Bee Capital Uains T axation, op. cit., p. 18,
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credits on’ annual accruals of capital gain and loss might not cancel
over & J)eriod of years even though the accrued gains and losses
canceled out over the whole period a capital asset was held.

For example, consider a taxpayer with stable ordinary income
apart from capital gains and losses, who holds a capital asset several
years. During some years it appreciates while in others its value
declines, but over the total period of holding neither gain nor loss is
realized. If tax rates and exemptions remained the same throughout
the ulperiod, he might nevertheless incur some net tax liability as a
Tesult of his ownership of the capital asset. If his income did not
put him continuously in the alternative tax arca, the tax on the
accrued gains might exceed the tax credit for the accrued losses.
This follows because, under the assumptions of stable ordinary incomes
and stable tax rates, the accrued gains would be taxed at rates equal
to or higher than the rates at which the tax credit for accrued losses
would be figured (since gains would be added to, while losses would
be deducted from, ordinary income).

The foregoing illustration merely indicates that the annual accrual
approach to capital gains taxation would not automatically provide
ggrfectly symmetrical tax treatment of caFital gains and losses.

urthermore, this inxerfection of the annual accrual method would
in practice be magnified by the tendency of capital losses to accrue
in years of smaller than average ordinary incomes, whereas capital
gains would accrue mainly in better than average income years. The
accrual system, in other words, might tend to amplify already existing
fluctuations in taxable income.

Annual accrual accounting for capital assets, however, would tend
to reduce the “lumpiness” of gain and loss compared with inclusion
-of the full amount of this gain or loss only upon realization. Never-
theless, the application of higher marginal tax rates to gains accruing
in high-income years and lower marginal rates to capital losses accrui
in low-income years would probably increase the demand for individu
income tax averaging.

If the annual accrual plan were in effect, income averaging would
be desired both for the purpose of reducing the effective rate of tax
on gains accumulated over a period of years and also for the purpose
of according more nearly equitable treatment to losses. In the
absence of adequate income averaging provisions, liberal carry-overs
of unused capital losses might be considered a necessary adjunct of
annual accrual since, during periods of falling prices, many taxpayers
would have insufficient amounts of ordinary income annually to offset
accrued capital losses. Many losses might be wasted during a deep
depression.

D. ADMINISTRATIVE .AND COMPLIANCE CONSIDERATIONS

The requirement of the accrual plan that capital assets be inven-
toried and given a current value each year end would raise a difficult
valuation problem.

In the case of capital assets for which there are organized markets,
such as listed securities, it would be quite simple to establish or verify
year-end market values. In the case of other capital assets, such as
unlisted and inactive securities, real estate, and durable consumption
goods, valuation would be essentially a matter either of accepting
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current book values or of I)roviding for appraisals. These would
involve broad possibilities of controversy :mdp would entail consider-
able effort and expense for tax administration.

As a practical matter, considerable tolerance might be allowed so
far as the precision of the year-end values used to compute annual
accruals of gains or loss is concerned. . This tolerance could be per-
mitted because valuation errors on any given capital asset woulm
subject to final adjustment at time of sale or transfer.*

nder a relatively stable income tax structure with rates and
exemptions not varying greatly from year to year, the book values
of capital assets used in business might be an adequate basis for
annual accrual in the absence of acceptable market prices. On the
other hand, under an income tax with frequent changes in rates and
exemptions, the tax consequences of inadequate valuations might be
80 considerable as to make accurate independent appraisals a virtual
necessity. The extent of error or arbitrariness in valuation that would
be tolerable would also depend on whether the income tax remained
on an annual or were changed to an average income basis. In general,
the longer the length of the accounting period for tax purposes the
larger the permissible tolerance in errors of valuation without unduly
prejudicing the uniformity and equity of the individual income tax,
tax compliance problem, attributable to the accrual method of
accounting for capitnf gains and losses, would undoubtedly arise out
of the burdensome annual inventorying of capital assets. Each tax-
payer with one or more capital assets would be required to list on his
Income-tax return such information concerning capital assets as the
descriptions of those held at the beginning of the year, those acquired
during the year, those disposed of during the year, and those held at
the end of the year. The definition of capital assets under present
law is broad enough to include such items of personal wealth as furni-
ture, clothing, automobiles, etc. It would probably be desirable to
provide a specific exclusion for most of these items if the accrual
method were adopted.

For some individuals the taxation of accrued capital gains as ordi-
nary income would undoubtedly make the problem of meeting current
tax payments difficult. The owners of rapidly appreciating capital
assets would be required to meet the additional tax liability arising
from this appreciation out of other income and borrowing or to realize
some portion of their accrued gains in order to pay income tax. If
accrued capital gains were very large relative to ordinary incomes the
latter might not be adequate to cover living expenses as well as income
and capital-%nins tax liability.® Moreover, the appreciating capital
assets might be of a sort, such as real estate, which cannot convenientl
be liquidated in part to meet additional tax liability. During period%
of substantial appreciation in the value of residential real estate, some
owner-occupiers might be forced to refinance their housing or to sell
their residences to pay the tax on accrued gains.®* All of these diffie
culties may be said to exist in some degree already for ordinary income
reported for tax purposes on an accrual rather than a cash basis.

# Capital Gains Taxation, op. cit.. pp. 26-27.

® Under the present system of current tax payment, the accrual method would also raise problems in con-
nection with declarations of estimated income and tax. A more liberal margin for errors of estimate than is
allowed under present law would obviously be needed.

® Although gaine from the sale or exchanee of owner-occupied residences and other personal property are
taxable under present law, deductions for losscs on such property are not allowed. Under the accrual

gl:t!':od. gjte entire tax approach with respect to taxation of gains and losses on such property would bave to
changed,
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Under annual accrual corporations generally might be under some-
what more stockholder pressure to pay larger dividends so as to pro-
vide the necessary liquid funds for tax ayers subject to high rates on
accrued capital gains. If corporation dividend policy were sufficiently
liberalized, inflated money profits during periods of rising prices might
be distributed to a greater extent than warranted by the replacement
costs of inventories, plant, and equipment. Growing businesses might
be less able than at present to finance expansion by reinvesting earn-
ings. Some possibly could not expand as rapidly as under present law
if the owners of their stock eauld not postpone tax liability on the
stock’s appreciation.

In the past, securities have accounted for a large proportion of the
realized gains and losses reported by individuals under the capital-
gains tax. Accordingly, it has been suggested that it might be prac-
ticable to achieve most of the benefits of the accrual metho by limiting
its api)lica(ion to capital assets for which current market prices were
available.”

Under such a limited application of the plan, a tax premium would
be placed on removing resently listed securities from exchanges.®
This effect would tend to limit the usefulness of the market standard of
valuation and, of course, also to disorganize the exchanges. In addi-
tion, taxpayers would be encouraged to shift out of appreciated capital
assets for which there were current market prices into unlisted securi-
ties and capital assets for which there wouﬁl be no significant public

rice quotations. The amount of such shifting might be limited,
Kowever, by the fact that the full amount of gain accrued in port-
folios when annual accrual became effective would be taxed at full
progressive rates upon realization.

In view of the difficult problems of valuation involved and the like-
lihood of valuation errors, the suggestion that if the accrual method be
seriously considered, it be combined with averaging of individual
incomes, would appear to have some merit. In fact, under averaging,

~ accrued capital gains and losses would perhaps not need to be accounted
for annually but only at the end of each averaging period.* This
raises the question, which will be discussed in the following chapter
whether full inclusion of capital gains as ordinary income when realized
under a comprehensive income-averaging system might not be prefer-
able to either annual or periodic inclusion of accruals.

The accrual method would increase the length and the complexity
of both personal and corporate income tax returns and require more
facilities for checking and auditing in the Bureau of Internal Revenue.
A larger number of taxpayers might be involved than those presently
reporting realized capital gains and losses, unless the application of
the accrual plan were restricted to a relatively small proportion of all
capital assets.® The administrative and compliance difficulties might
be held to outweigh the advantages of the accrual plan in other
respects.

§1 Facing the Tax Problem, 1037, P. 482,

% It might be possible to nrovide some concession for listed securities to provent their removal from or-
ganized exchanges. For examplo, only 80 percent of the #8ins could be recognized for tax purposes. 8uch
doncessions would, however, raiee difficult cholce problems for taxpayers and would probably make com-
pliance more, rather than less, difficult.

# Unless the period were ve, long, in which case interest adjustments for the postponed taxes might be
preferable to the annual acerua approach. Bee Willlam Vickrey, Agenda for Progressive Taxation (1947),
P. 182, for a discussion of this interest adjustment, Whether or not acerual only at the end of an averaging
perlod could he substituted for annual accrual would alo depend on the method of averaging employed.

When only realized gains are taxed indfviduals do not need to file schedule D unlese they have partici

F
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E. TRANSITION PROBLEMS

Transition from the present basis of capital-gains taxation to the
annual accrual basis would raise the difficult problem of how to treat
unrealized gain or loss accrued prior to the starting date of the new
system. Several differcnt principles might be used for the change
over.

One method might be to ignore past accruals of gain or loss and to
ermit each owner of capital assets to take a new, current basis.
his would be simple but also inequitable in that it would distribute

windfall tax concessions to holders of substantially appreciated assets
while involving hardships to others who had failed for any reason to
realize accrued losses,

A second possible method would be to require the taxpayer in the
first income year after annual accrual became effective to include all
unrealized gain or loss measured from his original basis. This might
be considered hard on owners of capital assets containing more than
1 year’s appreciation.®’ For example, the first year’s tax on urban
real estate which had been in a family for several generations might
be very heavy.

A third method might be to tax current accruals at current rates and
to defer taxing gains which accrued prior to enactment of the accrual
system until realization. Antecedent accruals could be taxed either
at ordinary rates or under the preferential rates which existed before
the accrual system was adopted. This method would allow some
taxpayers to postpone sale and to balance the increased tax cost of
continued holding (assuming the antecedent accruals are taxed at
ordinary rates upon realization) against the possibility of accumulating
additional gain.

The second method implies, in effect, & retroactive change in tax
rates for investors who do not sell their capital assets prior to the date
for change to the accrual system. The third method would also
involve a retroactive tax increase, if antecedent accruals were taxed
at ordinary rates upon realization. Unless coupled with a system
of income averaging, neither method would allow for bunching of
antecedent gains and the resulting impact of progressive rates.

F. LEGAL ISSUES RESPECTING ACCRUAL METHOD

Income tax legislation under the sixteenth amendment has con-
sistently assumed that the arpgopnate' time to include the increase
in value of an asset in taxable income is generally when the asset is
sold or otherwise disposed of. Outstanding among the earlier decisions
of the Supreme Court beprlnﬁ on the concept of taxable income is
Eisner v. Macomber,* which held unconstitutional the treatment of
stock dividends a8 income. Under the ‘“‘realization” principle enunci-
ated by the ma]ont.{ of the Court in its reasoning in the Macomber
decision, the accrual method would be plainly unconstitutional. In
discussing the concept of income, the Court stated that “enrichment
"4 If feasible under the effective date of the proposal, many Investors might be ex to realize on their
investments prior to the change in order to make the gains taxable under the old preferential provisions.

4 There are, however, many l)reeedents for retroactive tax changes. A rccent example is the reduction
of Individual income taxes applicable to incomes received after January 1, 1948, under the Revenuo Act
of 1948. The act became law on April 1, 1948, Moreover, any increase in the caj ital-gains rate Is in 8 very

real sense retroactive to the extent that the gains realized after enactment of the change accrued before. .
61252 U, 8. 180, 40 Sup. Ct. 180 (1920).
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through increase in value of capital investment is not income in any

pr(éper meamnﬁ of the term.”

ubsequent decisions have, however, impaired the authority of the
Macomber case.* The definition which bulked so large in the reason-
ing of that case is oonspicuousx absent in the reasonin‘i of later cases,
which show an awareness of the need for choice by the Congress in
meeting the exigencies of a tax system.* The Court’s decision in at
least one of these later cases % apglies a concept of income plainly
outside the definition of the Macomber decision.  While past decisions
of the Supreme Court do not, of course, provide conelusive evidence
respecting the constitutionality of the accrual method which has never
been given the force of law in this country, the Court’s recent reason-
ing t:Bparently does not foreclose an affirmative answer to the question
whether the accrual method would be constitutional.

IX. INcoME AVERAGING

Three methods of averaging income for tax purposes are of interest
in the treatment of capital guins and losses. ese three methods
may be termed proration, periodic averaging, and cumulative averag-
ing.*” Proration is the method designed to average a limited froup
of highly variable or bunched incomes. Periodic and cumulative
averaging are broader systems, capable of covering all types of
incomes and losses.

Under all three averaging methods, it has generally been contem-
plated that realized capital gains would be fully included in taxable
income and taxed at ordinary income tax rates. For parallelism
realized capital losses would be deductible in full both from capital
gains and from ordinary income.

Like the accrual method, ave may be regarded as making
unnecessary such structural features of the current system for taxing
capital gains and losses as the holding period, percentage exclusion, .
the alternative rate, and loss limitations. In addition, most pro-
ponents of avemgi:ig would treat accrued capita:dgains and losses on
property transferred by gift or at death as realized.

A. DESCRIPTION OF AVERAGING METHODS

1, Proration

Under proration, the gain or loss realized from each sale of a capital
asset would be spread in equal-size annual increments over the years
the asset washeld.® As previously noted in the historical outline, this
method was considered by Congress as an alternative to the optional
flat rate or percentage-exclusion types of special treatment. It was
rejected in the belief that it would raise difficult administrative and
compliance problems. .

Another and perhaps administratively more practical form of t&ro-
ration would spread all realized capital gains and losses over a fixed

(‘;‘“ !S)ttschaeler, Present Taxable Status of 8tock Dividends in Federal Tax Law (28 Minn. L. Rev. 163
% Sce Burrey, Stanley 8., The Supreme Court and the Federal Income Tax (35 I11. L. Rev. 779, 784 (1041)),
® Helvering v. Rruun (309 U, B. 461 (1040)).

¢ This list excludes certain ave t‘gxrmpomls. such as carry-overs of unused exemptions and net operat-

lnslouea. which are not directly re| to the capital gains K;ohlem.

Proration is now incorporated in sec. 107 of the Internal Revenue Code, which provides a limited form
of averaging for 8 number of lump-sum items, such as inoome from personal services rendered ovg&nﬂod
of 36 months or more, Under sec. 107, such income may, at the election of the taxpayer, be pro

back
over the period during which It was earned, provided that more than 80 percent of the total is received in
one taxable year, -
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arbitrary period of time, such as 5 or 10 years, regardless of the length
of time over which the gains or losses had accrued. Under this form
of proration, the taxpayer would divide the net realized capital gain
or loss in the current year into 5 or 10 cqual parts (depending on the
length of the averaging period). He would then recompute the tax
in each of the preceding 5 or 10 years on the basis of his ordinary net
income plus the prorated amount of capital gain or loss at the rates
and exemptions applicable in each year. The tax attributable to the
capital gain or the tax credit attributable to the capital loss would be
determined by *the difference between the total taxes actually paid
and the new tax liability computed after inclusion of the prorated
ins and losses.

The proration technique is usually thought of as involving appor-
tionment of gain or loss backward over time for tax purposes. From
an administrative point of view, forward proration might be more
¥{ractical since it would not require opening prior year tax returns.

owever, it may be considered more desirable on equity grounds to
complete the tax sottlement on a given capita' gain or loss at the time
of realization, when the taxpayer is more likely to have the resources
for payment of tax.

An alternative which has been suggested to either forward or
backward proration is the following method: Divide the total realized
gain or loss by 5 or 10; compute tﬁo difference in the current vear's
tax resulting from the inclusion in taxable income of one-fifth or
one-tenth of the gain or loss; and multiply the result by 5 or 10 to
obtain the total tax or tax credit.

This method avoids both the .problems of opening prior year
returns under backward proration, and that of meeting current pay-
ments in connection with forward proration. However, it has t{e
disadvantage that the entire tax on gains or tax credit for losses of
geveral years’ accrual would be computed on the basis of rates pre-
vailing in the year of realization. This method would, in effect,
magnify the importance of current year rates and thus cncouraFe tax-
payers to time their realizations in years when the rates wou d give
them the greatest tax advantage.”

2. Periodic averaging

Periodic averaging is designed to equalize the taxes of individua's
with the same total income, including capital gains and losses, over
the a\;fraging period, usually taken arbitrarily to be either 5 or 10

cars,

In its most practical form, periodic averaging would retain the pre-
gent system of annual tax com utations and annual tax payment. At
the end of the averaging period, the taxpayer would compute the total
taxes he would have paid had he received his total income for that
period in e(iual annual installments rather than in fluctuating yearly
amounts. 1f the sum of the annual taxes actually paid exceeded the
total recomputed tax liability, the taxpayer would be entitled to a
refund or credit against current (or future) tax liability.

® For example, there would be an incentive to realize gains when tax rates are low and when ordinary
m'c'og‘:rsi:drfc‘%‘::e ing apparently was originall conceived by Henry C. Simons and subsequently
endorsed hyHnrorl? # Groves and a number of ot r tax experts and organizatious. See Henry C. 8imons.
Personal-Income Taxation (1938), pp. 154 and 212; Harold M. Groves, Postwar Taxitlon and Economic

Progress (1946), ch. VIIL; Committee for Economic Development, A Postwar Federal Tux Plan for High
Employment (1944), p. 30,
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To obviate the pavment of small tax refunds, most advocates of
periodic averaging suggest that refunds be limited to cases where the
total of the taxes paid exceeds the total tax recomputed on the basis
of average income by some stated percentage (ranging from 1 to 10
percent).” '

Periodic averaging may be cither compulsory or optional. Under
the compulsory form of periodic averaging, each taxpayer would be
required to recompute his total tax at the close of each averaging
period. If this exceeds the total amount actually paid, he would be
required to pay the difference.”?

Under optional periodic averaging, the taxpayer would be permitted
to average the income of any 5 or 10 successive vears provided the
income of any one year is used in only one averaging period.  Optional
periodic averaging would always operate to the advantage of the
taxpaver. He would be allowed to apply for a refund if one were due,
but would not bhe required to make additional payments when the
total tax on the average annual income exceeded the total tax paid
on the actual annual incomes.

8. Cumulatirve arcraging

Cumulative averaging differs from periodic averaging in that it
would provide an annual tax adjustment for income fluctuation
beginning with the second year instead of only one adjustment at
the end of each 5- or 10-year period.

The nature of the annual adjustment may be illustrated as follows:
In the first ycar of the 5- or 10-year averaging period, the taxpayer
would pay the tax on the income he actually received in that year.
In the second year, he would compute the total 2-year tax liability
on the basis of the average income for the 2 years and would pay, or
receive a refund for, the difference between this amount and the
amount paid the first year. This procedure would be repeated cach
{ear, the only additional feature being that the total tax liability would

e calculated each year on the basis of a new average income.® At
the end of the averaging period, the taxpayer's actual net tax payments
under cumulative averaging (after refunds) would equal the sum of
the annual tax liabilities computed on the assumption that the total
income had been received in equal annual installments. Thus, the
total tax liability for any given averaging period would be the same
under both cumulative and periodic averaging. However, cumnlative
averaging would, through the process of annual reconciliation, keep
the taxpayer current with respect to his tax liability, while periodic
averaging would not.

The cumulative plan has heen advanced as a compulsory form of
averaging, but it could also be operated on an optional basis. If it
were made optional, the taxpayer could choose his year of entry into
the averaging plan. Once having exercised this option, the taxpayer
would presumably not be entitled to revoke it for the duration of the
averaging period.

Cumulative averaging might be modified to take account of the
interest on the tax postponed by taxpayers who receive most of their

111t is also proposed to allow only the excess of the difference in tax over a fixed amount (810 to $20);
or over a fixed amount !l,‘lus 8 percentage (say, $20 plus 1 percent of the gross tax)., See William Vickrey,
Agenda for Progressive Taxation, p. 171.

12 In general, taxpayers would be entiticd to a refund under periodic averaging. Balances would be due

to the Government only {f tax rates tend to be low in high-income years and high in low-incomne years,
1 In the third year, the tax base woul! be averaze incoine for 2 years; in the fourth, for 4 years; and soon.

01040—51——7
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incomes in the later years of the averaging period. This modification
has been proposed for reducing the advantage inherent in postponii g
the receipt of income, especially where the averaging period 18 very

long.™
‘I}Fhe operation of the interest modification is illustrated by the fol-
lowing example. Suppose two taxpayers, A and B, start new busi-
nesses with the same initial capital investment and earn the same
rate of profit on their investments. Suppose further that A realizes
the profits from his business in equal annual instalilments and reinvests
the profits left after the payment of tax, while B manages to postpone
. realization of his profits until the last year of the averaging period..
Assuming their incomes from other sources are the same, B’s net
profit after tax from the investment at the end of the period will exceed
A’s net profit after tax by the compound interest on the tax which A
paid every year. Under the plan to modify cumulative averaging by
an interest adjustment, B would be required to pay the bor:fl taxes
paid by A plus the accumulated compound interest on these taxes.
In most cases, the income of an individual during one averagin‘ﬁ

period will neither be concentrated in one year nor spread in equ
annual installments. To correct for differences in the timing of re-
ceipt of income, the plan calls for an interest adjustment to be made
along with the cumulative averaging reconciliation at the end of each
year. The interest adjustment would be calculated by reference to a
pattern of taxes which would be paid annually by a texpayer who
received the same amount of income (including realized capital gains
_and losses) each year.”® Thus, at the end of each year of the averaging
period, all taxpayers with the same cumulated total income (including
compound interest on prior taxes paid) will have made a series of tax
payments which would be equivalent when accumulated at compound
mterest. In practice, the cumulative total tax liability, including
compound interest, would be read off a series of annual tax tables
which would be arranged in a form similar to that now used in the
present surtax table given in the instructions for Form 1040.”

B. LENGTH OF THE AVERAGING PERIOD AND TAX: LIABILITY

The tax effect that may be attributed to averaging of capital gains
and losses will depend on the patterns of individual income tax rates
and exemptions and on the size distribution of the ordinary incomes of
taxpayers. The nature of these differences may be illustrated by the
calculations presented in tables 8 and 9.

Table 8 shows, for various levels of ordinary net income before
personal exemptions, the present law effective rates of tax on long-
term capital gains received in a single year ranging in size from $5,000
to $50,000. These currently effective rates are compared with the
effective rates that would apply if the gain were averaged over 3-,
5-, 10-, or 20-year periods and were taxed as ordinary income. To
isolate the tax effect of averaging capital gains over various time

eriods, the rates and exemptions under the Revenue Act of 1950
for calendar year 1951, were assumed to be applicable throughout, and
over, i ey oo b aopd o oo erads” b 13 K Cerein, f Insto fo ‘T4 Eures; Toumal
of Political Economy, June 1939, p. 379, and Agenda for Progressive Taxation, pp. 172-195.

7 It might be noted. however, &at the stan pattern could be made to vary with per capita inoome,

cost of living, or uther significant variables. See William Vickrey, ibid., pp. 176-178. ...
. ¥ Ibid., pp. 172-176,
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gain or loss) was assumed to remain constant. *

TauLE 8.—Effeclive rate of laz on net long-term capital gains of specified sizes under
present law compared with the effective rate of taz on such gains if they were aperaged
- over $-, 6-, 10-, and £0-year periods and lazed in full at ordinary rafes !

MARRIED PERSON—-NO DEPENDENTS

the ayer’s ordinary annual net income (i. e., apart from capital

Tax (percent) if averaged over—
Ordinary net income before personal hl " ummt’
. exemptions (percent) | 3-year 5year 10-year | 20-year
- ) period period period period
$5,000 net long-term capital gain
21.8 21.6 21.2 2.4
2.0 28.0 2.0 2.0
2.0 30.0 30.0 30.0
42.4 42.0 41.0 39.0
50| *+ 590 5.0 5.0
72.8 72.0 72.0 72.0
91.0 91.0 91.0 91.0
$10,000 ey, long-term capital gain
2.9 21.8 1.6 2.3
28.2 0 26.0 2.0
) 3.4 0 30.0 30.0
2.7 42 420 41.0
5.1 5. 5.0 5.0
73.9 73 © 720 72.0
9 . \ 91.0 91.0
gain
21.8 21.7
25.0 28.0
30.5 2.0
426 42.2
5.0 5.0
73.6 7.1
91.0 91.0
ng-term ca) gain
226 21.8
2.4 2.0
32.2 0.5
4.4 426
60.1 5.0
.3 . 736
91.0 L0
1 Based on rates and ptions under the Revenue Act , for calendar 'ymr 1951, and assuming
that the taxpayers’ ual net incomes nal exemptions are the same throughout the

indicated 3
* Taking into account the 50-percent exclusion and the maximum effective rate limitation on long-term

The ﬁ%ures in table 8 indicate the liberality of present-law treat-
ment of long-term capital gains. The degree of preferential treat-
ment actually accorded long-term capital gains under present law
more than' compensates for the fact that gains may accrue .over
periods of time substantially longer than 1 year. The calculations
also indicate that, for all but the largest capital gains and at most
levels of ordinary income, the length of the time period over which
capital gains are averaged appears to make a relatively small difference
in the amount of tax on sucg gains.” ..

- .1 Although these conclusions are based on computations which assume that tax rates, exemptions, and
mmmw:mdmmmmmomggeymdwmuwhmmmmmodm




94 INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES

For example, under present law, a married person with no depend-
ents and ordinary annnal net income before personal exemptions of
$25,000 pays a 21.7 percent tax on a realized long-term capital gain
of $10,000 (only 50 percent or $5,000 of which is included in income).
If the realized gain were averaged over a period of 5 years and taxed
at ordinary rates, the tax would increase to 42.5 percent, or almost
double. The tax would be reduced only slightly to 42.0 percent if the
gain were averaged over 10 years, and to 41.0 percent if averaged
over a period as long as 20 years. In other words, averaging a gain
over 5 vears instead of 20 vears would increase the effective rate of
tax on that gain by only 1.5 percentage points, or less than 4 percent.

Lengthening the average period reduces the tax on a realized capital
gain only if part of the gain is taxed at higher surtax rates in the
shorter period than in the longer period. Averaging, in effect, mul-
tiplics the width of each surtax bracket by the number of years in the
averaging period. Consequently, with an averaging period of 5 years,
a capital gain must exceed five times the difference between the average
surtax net income, exclusive of the gain, and the lower limit of the
next higher surtax biacket before it is subject to the next higher
surtax rate. Since present law surtax brackets are narrowest and
rate graduation is stecpest in the lower part of the surtax net income
scale,® important tax differences attributable to relatively short
averaging periods would tend to occur at relatively low average
ordinary income levels when realized capital gains are large. In such
cases, short-period averaging would push the capital gain into higher
surtax brackets and the “bunching effect” could be significant.

For example, a married person with no dependents and constant
ordinary net income before personal exemption of $5,000 would pay a
tax of 21.8 percent on a capital gain of $50,000 if it were averaged
over 20 yvears. If this same gain were averaged over a period of only
5 vears, the tax would be increased to 25.0 percent, an increase of 3.2
percentage points, or 15 percent. Further shortening the averaging
period to 3 years would increase the tax rate to 28.2 percent or by
almost 30 percent.

In contrast, when capital gains are small in relation to ordinary
income or when such ordinary income is large, the bunching effect
which would occur under the shorter averaging period is less im-
portant. Thus, the potcntial differences in_effective rates due to
variation in the length of the averaging period may be small at higher
income levels, even though capital gains tend to increase as ordinary
incomes increase.

The calculations in table 8 indicate that an averaging period of
from 3 to 5 vears would, in gencral, be long enough to reduce to toler-
able proportions the tax increases which would ordinarily occur under
an annual tax from bunching long-term capital gain accruals into the
year of realization. Even in the illustrated cases of exceptionally
large capital gains, an averaging period of no more than 10 years
would be required for equitable results.

Calculations for capital losses somewhat similar to those in table 8
for capital gains are shown in table 9. This table compares the tax

i Under the Revenue Act of 1850, the surtax hrackets for single persons and married persons filing sep-
arate returns are $2,000 wide at the lower end of the surtax scale and increase to a width of $50,000 at the top.
For married persons filing joint returns, the surtax brackets are twice as wide hecause of the effect of income
splitting, or $4,000 at the lower end of the surtax scale and $100,000 at the top. Thus, under 5-year
averaeing, the surtax brackets for married persons filing joint returns would, in effect, begin with a width
of $20,000 and end with a width of $500,000. ~ Marginal rates rise by 2 to 3 percentage points in the lower part
of the surtax net income scale and by 3 percentage points or less in the upper part. Since the rates are sub-
stantially lower at the bottom, the rate of graduation is noticeably greater there than at the top.

-



N I E——————.

INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES 95

credits for long-term capital losses under present law with the tax
credit for the same losses if they were averaged over a 3-, 5-, 10-, or
20-year period and deducted in full from ordinary income. It was
assumed that the taxpayer has no capital gains which may be used to
offset the capital losses or that the indicated amounts of loss are net
after the offset against gains.”

TABLE 9.—Effective rate of tax credit for net long-term capital losses of specified
sizes under present law compared with the ;ﬁerlive rale of tax credit on sucg losses
tf they were averaged over 8-, 6-, 10-, and 20-year periods and deducled in full
Jrom ordinary income !

MARRIED PERSON—NO DEPENDENTS

Present Tax (percent) credit if averaged over—
Ordinary annuzlil net income before law :.l§
personal exemptions credit 3 . .
. year S-year 10-year 20-year
(eroent) | period | period | petied period
$5,000 net long-term capital loss—
10.0 20.0 20.0 20.0 20.0
12.7 2.9 25.2 26.0 26.0
15.0 30.0 30.0 30.0 30.0
19.0 38.0 38.0 38.0 38.0
2.5 5.0 5.0 59.0 5.0
36.0 72.0 720 72.0 2.0
45.5 91.0 81.0 910 91.0
$10,000 net long-term capital loss
85000, 10.0 20.0 20.0 20.0 2.0 -
$10000 . _ lTTITITTTTTTTen 12.6 2.0 2.6 25.2 26.0
$15000.. . T TTTTTITTTTTITene 15.0 28.2 20.6 30.0 30.0
$25,000..... . . [ lTTTTTmTn 19.0 38.0 38.0 38.0 38.0
$50,000 . CTTTTTITITTTTTTemn 2.5 59.0 5.0 5.0 59.0
$100,000. . TTTTTTTTTTTTTCC 36.0 2.0 720 72.0 72.0
VOO0 ... T 45.5 91.0 91.0 91.0 91.0
$25,000 net long-term capital loss
4.8 9.1 15,2 2.0 2.0
6.0 21.5 22.6 2.3 24.6
7.2 25.6 27.4 28.9 30.0
9.1 35.6 37.0 38.0 38.0
4.2 57.7 5.0 59.0 5.0
17.3 72.0 72.0 72.0 72.0
21.8 91.0 9810 9.0 9L0
$50,000 net long-term capital loss
$5.000.. . 2.4 4.6 7.6 15.2 I 20.
$10,000.... . [T 3.0 11.3 18.9 22.6 3.3
$15000.... _ _ __ _lITTTTTemmme 3.6 19.6 25.0 27.4 R9
$25000..... [ lTTTTTTTTTTTen 4.6 31.4 34.6 37.0 38.0
$50000..... T 7.1 54.8 57.1 58.9 5.
$100000_ . TTTTTTTTTTTTTTC 8.6 70.9 72.0 72.0 72.0
$500,000.._.. . TITTTTTTTen 10.9 91.0 91.0 9.0 91.0

! Based on rates and exemptions nnder ihe Revenue Act of 1950, for calendar year 1951, and assumi [
thg}dﬂtl‘e taxp«il(:;grs’ ordinary annual incomes before personal exemptions are the same throughout the indi-
ca ve periods, -

1 Taking into account the 30-percent exclusion, the maximum $1,000 offset of capital losses against ordinary
income and the 5-year carry-over of losses,

—————

" In Interpreting the calculations in table 9, it should be noted that the tax value of the deduction of
losses either under present law or under averaging would depend on the extent to which the taxpayer utflizes
the losses to offset short- and long-term capital gains. Under present law, the tax credit for a long-term ca
ital loss which offsets in full a long-term gain ranges from 10 percent (half the first bracket rate of 20 percent)
to 25 percent (the maximum effective rate on long-term eains). If a long-term loss is used to offset a short-
term gain, the value of the offset ranges from 10 to 45.5 percent (half the top bracket rate of 91 percent). The
calculations in table 9 tend to understate the present law tax creit for losses because they show only the
tax value of the deduction for capital losses against ordinary income. This understatement is more sig-
nificant under present law than under averaging, since the present law offset of capital losses agalnst ordinary
income is limited to a total of $6,000, after allowing for the 5-year carry-over.
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As might be expected, the present law exclusion of 50 percent of
long-term capital loss before it is deducted from ordinary income and
the $1,000 annual income limitation make a very significant reduction
in the tax credit for capital losses. For example, the tax value of the
deduction allowed for half of a $10,000 long-term capital loss under
present law for a married person filing a joint return with a constant
ordinary net income before personal exemptions of $10,000 amounts
to 12.6 percent of the loss, after taking account of the 5-year carry-
over. If the loss were averaged over a 5-year period and deducted
in full, the tax value of the credit for the same loss would be increased
to 23.6 percent, or almost doubled.®

Table 9 also indicates that the amount of tax credit for capital
losses under averaging depends on whether the period is long enough
to permit substantially full offset of the loss against ordinary income.
For example, a married person filing a joint return with constant
ordinary incomes before personal exemptions of $5,000 would receive
a tax credit of 20.0 percent for a loss amounting to $10,000, whether
it is averaged over & 3-, 5-, 10-, or 20-ycar period. This tax credit
is twice the credit under present law. If this same taxpayer realized
a loss of $50,000, the tax credit would be only 4.6 percent of the loss
for an averaging period of 3 years, as compared to 7.6 percent for a
5-year averaging period, 15.2 percent for a 10-year averaging period,
and 20 percent for a 20-year averaging period.

The very small tax credit for the $50,000 loss under the shorter
averaging periods in the foregoing illustration results from the fact
that a substantial portion of the %oss is wasted. During the 5-year
period, for example, the taxpayer received a total of only $19,000 of
taxable income (that is $25,000 of net income minus the $6,000
personal exemption allowance for the 5-year period) and, therefore,
wasted over 60 percent of the $50,000 loss. Even the 10-year period
does not provide full offset for the loss in this case because no tax
credit is received for that part of the loss ($12,000) which is wasted
because the taxpayer only has a total of $38,000 of taxable net income
after allowing for an aggregate of $12,000 of personal exemptions for
the 10-year period.

Thus, net capital losses which are large relative to ordinary income
provide a special problem that might require either a longer averaging
period than might be considered adequate for gains or a st:Fplementary
carry-over of unused losses to the next averaging period.

Finally, comparison of tables 8 and 9 indicates that the tax on a
given amount of net capital gain under averaging will tend to exceed
the tax value of the credit for the same amount of net capital loss.
For example, at the $25,000 ordinary net income level, & married
person with no dependents would pay a tax of 45.8 percent on & net
capital gain of $50,000 under 5-year averaging. But, because of
the effect of the graduated rate structure, he would receive a tax
credit of only 34.6 percent on a $50,000 net capital loss. As a con-
sequence, if a taxpayer realized a $50,000 net capital gain in one
averaging period and a $50,000 net capital loss in the succeeding

® It might be noted that permitting or requiring the taxpayer to average 8 capital loss over a period of
years maximizes bis tax it. 1f he were required to deduct the loss in full against ordinary income in
the year of realization before carrying the unused portion back (as under the present sgstem of carry-back
for business loases), the capital loss would be offset against income taxable at lower bracket rates. For
example, in the above illustration, if the $10,000 capital loss were deducted in full against the taxpayer’s

$10,000 ordinary income, the tax credit for the loss would amount to only 189 percent as against the 23.6
percent computed above under averaging.
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period, he would actually pay a net tax of almost 10 percent even
- though over the 10-year period the capital loss exactly canceled the
capital gain.
he assumption of constant rates, exemptions, and ordinary in-
comes results in an understatement of the difference between the tax
on a capital gain and the tax credit for an equal amount of capital
loss. Capital gains are generally high when ordinary incomes are
high, and capital losses increase both in number and size when ordinary
incomes are low. Moreover, if the effective level of individual income
tax rates were to increase and decrease along with increases and de-
creases in the national income, short-period averaging would tend to
concentrate net capital gains in high-income, high-rate periods while
net capital losses would tend to be concentrated in low-income, low-
rate periods. Thus, the basic problems of reducing the cffect of
rogressive rates on capital gains and of preventing the wastage of
osses under an annual income tax (whether gnins and losses are
included on an accrual or realized basis) would not be completely
eliminated by averaging. However, these troublesome problems
under an annual income tax would be greatly reduced by averaging.
They would also tend to become progressively less important as the
averaging period is lengthened.

C. EFFECTS OF TAXING REALIZATIONS IN FULL UNDER AVERAGING

Proposals for income averaging require full inclusion of capital
ains and losses when realized and the proration of these gains and
osses over the averaging period. The realization principle avoids the

difficult problems of compliance and administration that are involved
in arnual valuations of assets. However, the inherent lumpiness of
gains and losses would be reduced or eliminated for tax purposes since
they would, in effect, be spread evenly over the averaging period.

Proponents of averaging generally recognize that, because of the
higher rates effective under their plan, taxpayers might have cven
greater incentive under averaging than now to realize capital losses
and to postpone the realization of capital gains or completely to avoid
the capital-gains tax by transferring the gain by gift or at death.
For this reason, they recommend that accrued capital gaius and losses
transferred by gift or at death be treated as realized. This partial
accrual accounting of gains and losses would prevent both postpone-
ment over more than one life aud complete avoidance of the capital-
gains tax. This change would, they believe, remove a major induce-
ment for taxpayers to hold capital assets with accrued gains.

Prompt realization of losses and delayed realization of gains during
the taxpayer's lifetime would continue to remain profitable under
averaging, even if accrued gains and losses transferred by gift or at
death were treated as realized. Taxpayers could benefit both by the
interest they might earn 6n the tax credit received for realized losses
and by the interest on the postponed tax on unrealized gains. More-
over, realizations would tend to be timed by taxpayers to take greatest
advantage of changes in the level or structure of individual income-~
tax rates.

Proponents of averaging generally believe that these imperfections
are not serious enough to warrant abandonment of the realization
rule, so long as the possibilities for very long postponement and
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complete avoidance of the capital-gains tax are removed.  Further
reduction in the profitability of realizing losses carly and postponing
the realization of gains woui(l require adjustment of tax liabilities by
an interest factor along the lines already described above,  That is,
taxpayers who received most of their incomes during the early part
of an averaging period and who, therefore, paid taxes with funds which
might otherwise have been invested would receive a credit for interest
on taxes prepaid.  Conversely, taxpayers who received most of their
income late in the averaging period would be required to pay interest
on the tax postponed. 'Fhis type of interest adjustment would
introduce diflicult problems of choice for taxpayers and would compli-
cate tax-computation methods, although these complications could be
lessened by appropriate tax tables.

The major issue regarding the effects of averaging realized capital
gains and losses is whether the substantial inerease in the capital-
gains tax would “frecze” investors into holding assets with acerued
gains.

In the long rum, the increased tax on eapital appreciation may tend
to remove the premium on securities with high-appreciation prospects
and to increase the attractiveness of securities with high, stable incomes
and low-appreciation prospeets. In the short run, the high rates at
which capital gains would be taxed under income averaging might
deter some portfolio switching on a rising market. At the same time,
the fuller offset for realized capital losses against ordinary income
under averaging would provide an additional inducement for tax-
payers to realize losses quickly, thus making switching on a falling
market even more attractive than under present law.

It is sometimes stated that, to the extent tax considerations affect
investment decisions, full taxation of capital gains as ordinary income
under averaging might raise the highs and reduce the lows of stock
market price fluctuations. Tlowever, an important consideratien to
note in this connection is that the smaller turnover of securities on
the upswing and the larger turnover on the downswing would affect
both the demand and supply sides of the securities markets.  If securi-
ties were withheld when prices rise, some investment funds would be
immobilized and demand might be reduced. If sales ot securities were
to increase when prices fall, demand might be increased because the
liquidity position of sellers would be improved both by the sales

roceeds and by the higher and more immo(Eato tax credits for realized
osses. The effects already noted of the eapital gains tax under averag-
ing on the upswing and on the downswing due to changes in the
turn-over of sceurities would thus tend to be at least partly counter-
acted in the aggregate by offsetting influences on the demand side. -

Even if average prices of securities during cyclical expansicns and
contractions are not affected, relative prices might be altered.  Secur-
ities with the highest rates of appreciation will tend to be withheld
more than those with little or no appreciation, since the tax cost of
switching will increase as the amount of appreciation increases. As a
consequence, as average prices increase, securities with high rates of
appreciation would tend to become relatively scarcer and their prices
higher in relation to others. Similarly, as security prices decrease the
supply of securities with the higher rates of depreciation would increase
and their prices would tend to fall more than others. Thus, the
effects of averaging realized capital gains and losses may be reflected
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more by a greater dispersion of security prices than by greater over-
all cyelical instability in the market.

D. REVENUE CONSIDERATIONS

While avernging may have a significant effect on total reven ues, the
direet revenue effect attributable to the changes in treatment of cap-
ital gains and losses under a broad-based individual income tax will
necessarily be small by comparison with that attributable to the
averaging of ordinary incomes.®

The revenue eonsequences of avernging ordinary incomes would
depend upon the amplitude of fluctuations in income and also on the
coverage of the averaging system.  If the level of cemployment and
income remained fairly stable and avernging were limited to a rela-
tively few bunched incomes (under proration), the revenue loss would
be kept at a minimum.  With a general avernging system covering
all types and sizes of incomes (under periodic or cumulative averag-
ing), total revenues would he more substantially affected.

Full inclusion of realized capital gains and losses under any of the
averaging proposals would tend to increase the vield of the individual
income tax during periods of rising prices and to decrease it during
periods of falling prices. The net effect on the revenues in the lor
run would dopmul on sceurity prices and growth of wealth. With
an upward secular trend, revenues would tend to inerease provided,
however, that eapital gains transferred by gift and at death were
treated as runlizm‘ by donors and decedents,

‘e COMPLIANCE AND ADMINISTRATION

One of the most important obstacles to the adoption of a general or
even a limited form of income averaging is that it would raise difficult
problems of compliance and administration.? 7The complications of
income averaging result from the fact that tax liabilities in any one
year would no longer depend upon incomes, deductions and exemp-
tions of that year. If the averaging adjustment were made periodi-
cally every 5 or 10 years, tax computations would involve use of
information from five or ten different annual income tax returns and
would probably involve several sets of rates and exemptions, Under
cumulative averaging, additional computations would be required
cach year beginning with the second year of the averaging period.
However, cumulative averaging would require less extensive record
keening on the part of the taxpayer, since the cumulated amounts of
income and taxes paid in prior years of the averaging period could be
obtained direetly from the last return filed.

Even if averaging were limited to realized capital gains and losses
only (that is, under proration), similar problems of compliance would

8 More important than the direet revenue consequences of income averaging are its effects on the cyelical
sensitivity of the individual income tax. A veraging would, in effect, inerease the amount of income subject
to tax in the current year during periods of falling income and would reduce it during periods of rising income,
Without nnﬁ changes in rates and exemptions, the yield of the individual income tax under averaging would
fall below the present law yicld when national income foll and would not rise us high as the present law
yield when national income rose.  Thus, averaging would tend to improve the counterdeflationary effect
and to weaken the counterinflationary effect of the individual income tax. See Richard E. Rlitor, The Flexi-
blllt‘y; of Income Tax Yield Under Averaging, Journal of Political Economy, June 1948, ‘r 20,

® Past experience indicates that the sucevss of a general sveraging system depends in large part on such
practical considerntions. These were amone the mujor considerations which led 10 the abandonment of
fgeneral averaging cxperiments attempted briefly in Wisconsin and Australia, Sce Report of the Wisconsin
Tax Commission, 1934, and Third Report of the Royal Commission on Taxation, 1934, sec. XXXIV.
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arise in conncet:m with the computation of tax liabilities of the
severa]l million taxpayers, the majority of them with adjusted gross
incomes under $5,000,2 who aroe likely to realize gains and losses in a
5- or 10-year averaging period.

Although income averaging would inerense complinnee problems of
most taxpayers and the cost of individual income tax administration,
it would simplify the computation of tax habilities with rvsrvct to
realized capital gnins and losses. A major portion of the relatively
complicated schedule now required for reporting of eapital gains and
losses and for the computation of alternative tax would be unnecessary,
since the holding period, percentage exelusion, maximum effective
rate limitation, and limited income offsets for capital losses would all
be climinated.

Perhiaps the most important advantage of income averaging from
an administrative and complinnce standpoint is that it would sub-
stuntinlly reduce the incentive to convert ordinary incomes into
capital gains. The rcmtimlmn of acerued guins as taxable when
transferred by gift or at death woukl be especially important in this
connection, since indefinite postponement and complete avoidance of
capital gins tax would no longer be possible.*

¥ 10 1947, et capital gains or Lsses were repwetedd on 2.5 million fndividual incane tax returis,  Almost
two-thinds «f these, or about 1.6 mitlion, reported adjusted gras incotnes of bess than $5.000.  (~tatistics of
Income for 1047, 1. 1. Preliminary leport, p. 35.)  The nutnber of returns with net gains or losses would
undoubledly be sutstantially Larger over a 8- or 10-yoar peril.

% 1t has been argue ! that a ocombination of Inc)me averazing with “constructive realization” of gains at
gift o death woul d permit outright repweal of 8 number of troublesome sections of the Internal itevenue Code
which are designed to prevent tax pstponement of asollanee, such as the provisions with resixet to per-
sonal hol ling companbes (secs. M0 through 511 an-l secs. 331 throngh 340) and the impmper accumulation of
surplus (see. 102). Ree Hengy Simons, Federal Cax Refort. Planning aned Payving for Full Employment
(elited by A, P. Lerner and F. 1), Graham), Princeton, 1946, p. 125, However, outright rejpwal of such

ot sions woull permit, and even encoitrage, Lx postpmaeinent during the life of 3 taxiaser. “The gain
romn tax pustponement coull be climinated un ler inconu- averaging by the tyie of interest aljustinent

describedd atene,  However, It Is doubtful whether the atvantace to be pained by adjusting for interest
woull outweigh the oomplianc: and odioinistrative Jiliculties invoelveld.
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APPENDIXES

AvrEsmx A

Provosais yor Reviskn lsmm:-'{.\x TrEATHMENT oF Capital GGAINS AND
A35hLY

This appendix provides an outline of the major proposals that have been
advanced during the last few years for madifying the capital gain and loss pro-
visions.t

Some of the jirejresais nre inciuded in the comprehensive tax plans sponsored
by groups of businessmen during the early jostwar peric.? Others have been
oifensd in the conrse of recent congressional hearings on revensie revision by repre-
sentatives of various business groups and trade associations? as well as labor,!
and professional group<t  Also included are recommendations of a special tax
advisory committee appointed by the Ways and Means Committee in 19476
The published opinions of a number of individual tax experts are also presented.?

In current di<eussions of basie capital-gains tax revision, the provisions most
frequently discussedd are the mate of tax, the holding period. the treatment of
capital losses, and the treatment of the gain or loss involvid in the transfer of
capital nssets by ift and at death.  Propoxals regarding the first three of these
are presented in this appendix: those reganding transfers by gift and at death are
discussed in chapter \'H.

A Rare

Proposals for revision of the rates of capital-gains tax range from complete exclu-
sion of capital gains and losses from the income-tax base tzero mte) to treatment
of such gains and losses as ordinary income.  Those who recommend eventual
climination of the capital-gains tax gencrally indicate that they do not expeet
such a radical change to be made at this time and offer interim recommendations
for immediate revision of the tax treatment of capital gains and losses.*

1t is often conceded that under a progressive tax syastem, and particularly with
the present high level of surtax rates, the treatment of capital gains as ordinary
income would be justificd ouly if there were an offective averaging device whereby
gains or losses might be spread over several years,  Such propusals as have been

11t I impructical 1o cover hiere all of the nuiterous jasiwar (ax proposals which have been reviewed in
;on‘m«km with this study. Only the published proposals which apgxar to be more widdly known are

neluded.

1 For evatnple, the Committee for Economie Development, the Twin Cities Group, and the usiness
commitice of the Natjonal Flanning Aswociation.

3 For exampie, the Aswociation of Atnerican Railroculs, the American Mining Congrexs, the Chamber of
Commerer of the Unlied Ktates, Investinent Bankers Ansociation. Machinery and Allied Products Insti-
tute, the National Association of Manufacturers, the Nutional Assaciation of State Chiatnlers of Commerce,
the New York Board of Trade. and the New York Stock Exchange. )

1 For examnpide, the American Federation of Labor and the Congress of Industrial Organizations.

8 For example, the American lnstitute of Accountants, and the Controliers Institute of America.

¢ See Hevenue Revision, 181748, reports of the Special Tax Study Committce to the Cominittee on
&\;x;')':‘uui Mac;.ms. Touse of Represcntatives, Novemnber §, 1947 (Roswell Magill, chairman), . 1oc. 823,

‘ong., 24 sess.
\" 1;!-; 9‘;2“‘ sourve for these opinioas is Capital Gains Tazation, Tax Institute panel discussion, New

otk, X

¢ In recommending the eventual elimination of the tax, the chamber of commerer states that such action,
aloag with lower rates of incoine lax, would tnean tnore trangactions aid tnore tasable income and, colise-
aueml)' in the long run, more revenue for the Government and impwovenent in the general cconomy

tatement of Lawrence A. Tanzer, on behalf of the cotnmittee on Federal finance, Chatnber of Commerce
of the United States, in revenue revision, 194748, hearings before the Commitice on \\;&{’ and Means on
proposed revision of the Internal Kevenue Code, 80th Cong., 15t sess., pl. 3, pp. 15651360\,

The New York Board of Trade takes the position that there is n serious question whether from the loug-
rauge viewpoint capital galns should be tazed at all or capital losses allowed. but it is felt that this would
hardly he the time to make such a radical change if it s ed to 1nake {1 (statement of M. L. Sellman,
l':'n'tkm ;;;mmlme. New York Board of Trade, Ways and Means Committee hearings, 194748, op. cil.,

LhLp . -

The Assoclation of American Railroads also recommends eliminstion of the tax (postwar tax plan of the
Association of American Railronds, prejared by the submmmitice on taxation of 1he milroad commitice
for the study of transportation, April 1944).

101




102 INCOME TAX TREATMENT OF CAPITAL GAINS AND LOSSES

madde for treating capital gains as ordinary incnne generally make such treatiment
contingent apon adoption of an averaging svstem, and in some eases apon redie-
tion of surtax rates a« well.?

N reduction of the present level of capital gains tax mtes i commonly peenty.
mended. Business groups which weigh heavily the allege | deterrent oot of the
capital pains 1ax on transactions in capital aswi< favor such a reduction,

Little disetssion is found in the varons posinar tax plans cither pro or con the
prosent law combination of percentage inelusion aml jow tlat rate,  However
none of the plans proposes going back to complete relianes Upon perecentage in-
clusion for preferential treatment as was the practic: duging the vears 1931 1o 1938,

A number of the proposals indicate nore conecen over the absolute level of the
capital gains tax than over the relationship between eapital gains mtes and rates
on opdinary income, I some instances, however, it is siggeted that the capital
gaine 1ax ought to be reduced preportionately as top <urtax rates are pediced 0
T is alws suggested that the masimonm effective mte o capital wains be Kept in
line with the starting mte o individual amd corporate inconge M

Ore nuthority expressed the opinion that the presant maximum eflfective mie
onenpital gaing i< too low in eelation to the ordinary income tax; he wouid favor
chunging the relationship of the rates. Howeyer, he thought the tax on opdinary
income wis too hizh, and he therefore favored leaving the capital gaio rate at 25
or pethaps 30 pereent, and reducing the rates on ordinary income.?

he most frequentiy propossd rate is 124 pereent - the maximnm ellective
rate in effcet from 1922 t,xruuuh 1933 Tt will be reenblod that during those vears
preferential treatment was estended to long-term capital gains < leiy by weans of
the alicenative flat mte tax withou any provision for pereentage inclusion, It is
pot clear in some of the eurrent proposals whether it is intended to retarn to the
flat rate of 12'; percent and abandon perceutage inclision or whether it is merely
intended 1o neduee the present top effeetive mte of 25 percent to 12! pereent
while retaining pereentage inchusion.®  Fhe latter appears mwore Jikely,

Some recotmend <imply that the present top effective rate of 25 percent on
long-term gaine b substantinliy n-«Lu-ml without imlicating the spnecific mte
favore ' Others recommend a'speciiie low rate, for example, 10 pereent,’

f The Conontios on Feonomice ey cloptnent i 18 1948 fedi ) statezient on Dasation recommeided that
whet fnedd v ldual and eorterate ineome tax raes hard been subtstantially reduced and averacing intrduensd,
Capital Cans should be fully tanalde fike otder ineone., (0, F. P op et oo 30 T fie 1965 program,

ever, the Committee X the tenition that sinee theee con-ditbms had sl been meg and their achieve.
ment e wene seyredistane, it fe desdrsble to rot dn the present pelereatis) freatinent o c3;alal gains,
(C. E. D Rewearch and Poliey Committes, Tanes o the Budgel: A Program for Prosperity in g Free
Eeonamy, Ninvember 1945, p. "9

ll:m»lo‘ Mo tiroves, in his 1938 study, recomenended that capital 2 atne amd Lisses e treaiend as other income
if there fe adequate averacing for the peromal finvwine 1, §f bl eredit io allaw el for Eaves on andicributed
?nr-m:r w'ums. and I personal surtax rales are reduced 1o reasenable evels, (I'roduction, Johs and

ares, 1941

The Nitierican Foderation of Labor reconmends that capital gaine be fully tavable ac cther inonme amd
capital b fully dedurtible provided aver iwing of ineome over 3 % or G-year perind is vlopted (satement
of Arthur A, Elder, consultant, ostiomittee on §ikatton, \merdcan Federition of Latur, Ways aned Means
Comaitiee hegrings, 1917 4w, ofr cft., pto 3, . 113N,

The munarity report of the vl 14y study comtuitten to the War e and Means Comtitter, sulanitted
by Matthew Wall, November 4, 1942, recommen 5 the teatment of cabilal zains as atber ficone and the
allow anew of 2l desduction of e apitd Lases, TCoiphed with this proposil is 3 recotmmeadation that 2 system
o averasing be adopled (op, cit., pir. o8 6f),

See, b, sivons, Foteral Tax Heform: and Miller, Capital Aswt Coneept: Critique of Capital Galns
Tawation, ¥ Yle Law Snyresal, al2, J057

" Stagement of M. L Seldinag, chairinan, Fasation Committee, New York Boand of Tr.de, Ways ool
Menne Committ « hearinze, 1945-48, opcit, pt ), p L,

HRatement of Sanaes B Stiles, 37, Festera? Finuie- Committes, National A<ueciation of 3 1 ie Cluabers
of Cotmneree, Waye anl Me s Co-tnition e wing s, 490748, op, €it, b, 3, . bl

FEgete Sebeman, Vo Inatitngte el Diectesion, op, efl., 5 W4,

T The Fwin Citles Pl recthically eovimmende that Shkawreent inclision be retidiod and incliedod
RS be Lived at 25 pereent (etleetiye r4te of 1235 perent) or s oolinary iione, at U option of the 1ay.

viyer. CTwin Citiee Beereh Breag, Poca e Toves, A Readistic Avpracn to e Probilem of Fejeral
Balien, June 1010, Others propecioi 3 124 prreent sale are: the United SGtes 0 e of Comneren
(stateinent of Lawrenes A, Vanger, W 3¢l Meane Cotnmittee hearinge, 196 48, o, of° i, e Ve,
the lis estawnt Bankere Aswetation (et of the Fodesil Tauthon Commiiie - Wascand Mo Come
mitte hewvinge, 1907 48, op. e, pl. T, p, 1N00; ane? the A lean MInE Conges o s decnent of 1118,
Feruall, ehiirman, Tay Comenittes, Wayeand NeancConpmitio: hearfings, 1985 s, op. cit, e bl

W Far exvinple, the Natkmal Asewbation of Mannfaetines e 2ran for Fedgersl "l‘“ Revision, Ways
and Mears Committes hearinge, 1948, op. vit., Pl Top HSY Al the Machinery amd Altled Prisfucts
Tustitute soitement of George Torlorgh, rewarel dlreetas, Waysand Means Committer iwearings, 1943«
S op e, pt. S, p, 3W%s,

Mr. Tertuweh, in tecvmmending 3 rate oomchlerably below the present 20 gereent rate,” stated that
theee te uurs (R e uaal tevaon at present for a low mie beeasie of reeent frice increias wind the (et
that long-term padne today are in considerable purt wirely noninal.  This stecial reawon, he aid, is in
wldition te the warid reawns, natmely that tasation of gains temds 1o restrict salecof asertand to intetfere
with the normal proeess of redistributbon among hoklers,

WNew York Stock Exchonge Report, Economie Progres: Tay Reviston and the Capital Markets,
Octobes 1947 (preyared by Emil Schram and Franklin I°. Cole), p. 25,
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M few proposals are found for an increase in the capital gains rate.  One group
suggests that the 25-perevat mite be inencased 10 at beast 0 perevnt.® Another
report which favors the tuxation of eapital gains u< ondinary income necommends
that il that is not dane, the capital gains tax rate should e subistantially jn-
crepsed B

Some favor retention of the present rate. The Ruml-Sonne postwar tax plan,
for example, pecomiended no chatige it the rste on the wround that with the
sresent Hmitation of 25 percent the tax webably does not hiave an important
lnhihitin- etfeer an high preduction and Iiiuh cmployiment.’*  The Special Tax
Study Committee peport 1o the Ways and Means Committes also pecnpmnended
that the carrent maximu 25-pereent rate be contine )0

o HOLBING FEIOD

Becommendetions regarding e hodisvg-pueriond peguinenents for prefercutinl
freatinert of capitel guins range 2l the way from coaplets elivmitation” of the
Boldine ueriod tequinement 2 thean gy retention of i le present Gemonth reqguines
ment S gueress s in e dmsiod 1o L vear S op eyven 9 Vears d

I sonme of the discussions the spzoesjon has been made that several hobling
periods b provided and e mtes Ine eraduated downward according 1o the
lewath of tioue the aesed Bad beep beld. For exataple, retain the Gemonth 25,
pereent sete provision, bt reduee the rate 1o 20 poreeni 20 9 montl, 15 pereent
at 32 month, 10§ ereent o1 N months, gl <o on Lo no ey ofter 5 searsst Pro.
ponents of this plan believe that cnpited ceins arising over lorg pueriond of tine
are of & Citferent ebaraeier than geins atising in @ short teriod and therefore
deserve different trestinent., Ao, thev beliove gredusd step=downs of rates
woultd resait in bess interferenes with fropsasclions sinee there woudd be e abraga
cut-oil perids. Crities of e plan poing out, hosover, that it is stmiler to the
stepesecle plna of pereentace inclision which was in efieet from TRLKE BTN XS
The Latter wos criticioed on the groweed that it produced selling rosistanee which
resulted oo tesiable security price thictuatjons,

C.THEATUANT OF 0 APITAL LOssESs

Mo dibersl Lhiowanee of capital losees szt ordinaey ineane is comnonly
recommended.  Sotee sl progosais ane plrased in general lununaze 1o the
effeer thiaat ddedaciion of capital fosses shaoabl e alowed on the sgme hasis tha
apitae gains are tved without indicating exactly how this should he aceon-
phishedd 3 Nost proposals, however, relate specifically 1o more lilweral tresoent
of Jupaatera Jossos and recam oend soecailed parellel treatment,  Under this
principle, e nesiminm tan benefit frorn oot of net lotz-tera capital losses
st other income would be limit-] 1o the mesinnn rate applicable to net
lovg-terin eains

I st coses these propusals meke no s evific {otenee ta shortterm Joss,es
st is ot cloar swhether paradiel treataent is alo recoaunended for thew,  An
eveeption is the Twin Cities Plan which recomends that short-tepm I Y
dossen b trented s ordinaey ineane and bosses,  The proposals cenerally make
no peference to Joss eaery-overs ad it is vot clear whether the inceeased atlowance

ERLeent ol bt R nbers, Vit ant Dhigertae of Roarsech, €10, Way st Moans Comga't
ey e e 18 A4S, ape et 3, . TES,

FOMume iy rep bttt 1y Matthen Woli 0 e Speenl Tay Stpdy Compmition te the Comput.
tee ot Wanve gl Neane g, o1 NORE A

CRoandades Lgent ot i Che, Sorne, Fieeal and Mopet gy Poliey, Notwn:d Planae Avwctation,
Panphiet Noo 35, July 1948, 10, 19,

O Revenge Hesison, 1985 s, o, cil, o0

ML Seilman, New Yors Boand of Tea e, of it S Mr, Sedbnan states 23t fromn (- ant
o view of pesenns i wanlt w0 b ddestiahde g0 presvie S e terio ! b itiae the feononth pee
AN et deters owness of g eoperty fom seflin,

1 nite! States Chamber of Cogunetor, o, of, . 1un,

Etanbeys I Ruttenlsere, C10, apeit., . 115,

7 Minority Hew 1t 1o the Sjacial Tax Stpdy Committes, on_cit, o 64,

W Now the Tax Bastivate Fan- iyt m, o0 e, 0o 9g 99, 99,

! For example, the ecmendath o of the Nathnal A wiatig of State Chambers of Cotmeroe, Ways
and Means Committee hesein.s, 147 48, cpoelt, . 3, J),

® The Special Tav Sopdy Committes £ the W avs and Means t mittee, for camibe, whieh peeoin.
1eids contites e of the earnent Zeper vnb it tate on catatg) e Fowvottaneti 43 Uy baees in
exeess of pains be gliwe b aca deduction from ordinary (- ane Provh e d b the tan shall ot tae e fipes §
bt pe than 25 jereent of such bmses ‘e minitiee resrtl op eft . The Unite § St < Clinbeg of Cogg.
fer and the Twin Cities vieonup which te suetnen ) re Sgetion of (e Rt 0 itk e paie g J30y
Peroent projams: (hat the re Lction in tan resalsing from bas de Jucti ms be litdte 0128, perovnt, Others
reeomending garllel treatmeat of bugz-ters § s are: T Controlbre Inetitute of \omerizy 84 FUR
(\lmgt ;'-nmu.mw bearings, op. cit., plo 4, . 130 an b the Mazhinery and ARie | Pro lusts Faeiiute
op cit.).
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|

!

| caninst opdinary income is intended to replace or to supplement the prescat
CArTY -over,

Little discussion is found with reapect to the merits of carey-overs as agninst
more geuerous allowances agaiust current oplinary income,  Oue authority takes
the pusition that paralicl treatinent of capital losses has merit from the standpoint
of incentives but also has two major weaknesses: (1) gains are bound to be taxed,
but losses will not be deductible if the investor has na taxable income, and (2)
sinee the same people do not experience the gains and keses the result of pamliel
treatment is 10 accentuate the gains of thos who inake gains and 1o aceentuate
the lusses of thuse who suffer loxses.  He, therefore, concludes that “long carey -
forwanis and even long carry-backs of losses are indicaled to meet these
objections. 3

Anuther recommendation (or more liberal treatment of long-term capital loases
would not limit the 1ax credit from loss offsete 1o the mte of tax on gains bat
would permit such loases to be charged against ordinary income up to the point
of reducing income tax liability for the year by onesthind of one-half.®  This sug-
gestion, It may be noted, was inclided in a list of changes in the tax system which
would provide positive inducements to investment,

Others recommend that more liberal treatusnt of capital lusses take the form
of an fncrease in the present 81,000 annual lismit of loss that may be offset against
ordinary incowe. The New York Stock Exchange Study, for example, fecome.
mends that individuals be ‘wrmilml to offset their homses against ordinary income
to the extent of 83,000 cach year.® [t is said that the present $1,000 limitation,
even though combined with a 5-year carey-over, is inadequate in many cases to
sectre full 1ax benefit for loxses, especially in the case of sl taxpay ers whose
transactions in capital asscis are infrequent,

Another variation of the projusals for ineressing the allowable capital loss
offset against ordinary income is the suggestion that the investor be permitted to
offset loxses against both capital gains and dividends on concnon stocks,  The
basis for this suggestion is that investors in conmen stock presuinably regard both
dividends recvived and appreciation in value as offsets ngainst lasses,®

Only a few recommendations are found with respect to the treatiment of capital
losses of corporations.  One plan which proposed parallel treatinent of loug-tern
capital losses both for corporations and fndividuals specifically recommended a
1ax credit limited to 12 percent which was the maximum rate proposed for eapital
gains.?  Another proposal which recommended parallel long-terin loss treatinent
for all taxpayers particularly urged such allowances for corporations and, in adidie
tion, recommended that the present carey-over provisions be continued for
corpurations witk respect to the excess of net short-term capital losses over net
long-term capital gains.®

Arrexoix BB

TreaTMEXT oF Caritat Gagns ““l" Lossks Usoen Tie Brivisi Incoue
AX

Under the British income tax, pmfits which are consklered capital gains and
which are calicd casual profits, sre-not taxed.  No deduction is allowed for capital
losses.  However, the !mplicalium of the statement that the British do not 1ax
capital gains or casual profits are somewhiat misleading due 1o ditfercnces et ween
British and American concepts of taxable income in general and capital kain in
particular. In general, the British concept of casusl profits is nnrrower than the
American concept of capital gains.  Therefore, from the American viewpoint
the British actually tax as ordinary income some profits which we would consider
eapital gains.  Other profits, which in this country would be taxcd as capital
gains, are exempt from income tax.

The British concept of taxable income cimphasiss its annual or recurrent nature.
Profits from occasional trading in securitics, from the sale of one’s personal
residence, or from the sale of an occasional book or article by an author for a
lump sum are considered casual rather than recurrent and are not taxed.  On the
other hand, 8 frequent teader in securities or nal estate might be considercd a
dealer and nis gains taxed as ordinary income.  Number or volume of transac-
E—

7 Lawrenee 1. deltzer, ‘Tay Institute Panci Driscussbon, op. cit., p. 11,
® Prof. Sunner Slichter (then clalrman of the Keseateh Adviuny Comuatter for Economie Develope
m;n;‘\' ::rl'ul \:;n‘ Should Know About Tates, Saturday Evening Post, December 23, 1948, p. 20
, op. oft,
» lr&'h it. Kimenel, Postwar Tax Policy 2ad Business Eagansion, firookings Institution, 1943, p. 37,
n Twin Cltics $*lan, op. clt, )
8 The Controllers [nstitute of America, Ways and Means Commitice Heasings, op. cit., pt. 3, p. 140
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tions is not, however, an accurate guide.  In many cascs gains {rom isulated trans-
actions have been taxed on the ground that they wero related 1o the trade or
business of tho taxpayer. An author who reocives royally paymonts rather than
& lump sum would be liable for income tax on these payments even though not a
profceasional writer.

British taxpayers report amounts of income derived frum different sources
under five scparato schedules.  Thus, rental inoome s nmnod on one schedule,
wages and salaries on anothor, and interest on a thind. urce payinent ar ics
to other types of income than wages, salaries, and dividends under the Brit

system; in other words, their with ldiuﬁ system is nmwre complete than ours.

’ o British income tax schedules are roughly as follows:
Type of incvme: Scheduls
! 1 e A
‘ Farm incowme. . ... e e e et e ieeesieseaeeneaaa. B
Interest un Government securities. ... ..ot ciiieiiiaaeiiaea.. ¢
; Profit from tmade or business, other interest, dividends. . ........... D
| Wages and salaries. ........ _.... e eteeeieeeanaaaas . E
: The separate schedules covering different types of income are combined and all
| computations of tax lisbility are made by inland revenue representatives rathee

than by the taxpayer.  Asseasable or taxable gains, some of which under American
practice would bo capital gains, are reported under schedule 1.

Although tho British concept of taxable schodule I income still charges only
“annual” or recurrent ftems, the current interpretation is that gains are taxable
regardless of whether or not recurrent provided they are realized (0 the course of
the taxpayer’'s bhusiness or vocation. e casual gains which are exempt from
tax are so exempt less because they are nonrecurrent than beeause they are un-
relatedd to the teade or busitz2: =¢ she taxpayer.

I practice the dividing line botween taxable and nontaxable schiedule 1) gains
or Income is an extremely tenuous one. It does not rest on statutory law but has
been developed from customary practice over 8 century and from a large number
of court decisions dealing with specific transactions.  The doctrine which has
emenied -from these decirions is that mere intention to make profits from trans-
actions does not necessarily render these profits taxable provided they are outside
the scope of the taxpayer's normal husiness or occupation. At the same timo
many fwiated transactions, which by American practice would not be considered
related to the taxpayer’s usual trade or business, have been ruled taxable.

The distinction between taxable or annual snd nontaxable or casual profits has
been a freguent source of litigation under the British income tax. t cven
more cases have not arisen is due chiolly to the fact that, under the British system,
the findings of the tax commissioners on guestions of fact are, in gencral, fnal.
The British system allows local tax admi’nmnturs (inspectors) 8 considerable
degroe of discretion in ruling whetlier particular transactions (which under Amer-
fcan practice would give rise 1o capital gain or loss) are or are not taxable.

In defending tax exemption of casial prufits the Britiah reason (a) that sceurity
speculation is less common in theie countey than in the United States, (b) that
their treatment of wasting assets for incotne tax purposes is stricter than ours and
in a sense offsets their leniency toward casual gains, and (c) that with their rela-
tively hieavier death duties somoewhat more of untaxed capital accretion is even-
tually recovered under their system.

Although the British have mmislcmlf adhored to their system of exempting
casual profits from income tax, they are by no means satisfied with it, and recog-
nixe that it allows a cousiderable measure of undesirable income tax avoidance.
The Royval Conmunission on the Income Tax, sitting in 1920, condemned the
existing distinction bhetween taxable and noutaxable schedule I income and recon-
mended that gaina arising from all transactions catered into for profit be made
taxable. This recommendation was not followed, however, bocause it would be
administratively impractical to inquire into the intention behind every borderline
transaction.




