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ABSTRACT 

Inflation, especially recently, has distorted the nominal 

historical-cost measurement of gains and losses from transactions in 

assets. This distortion has exacerbated the existing controversy over 

the federal taxation of such gains and losses realized by individuals. 

The main purpose of the study was to examine the equity of actual and 

proposed methods respecting such taxation in view of these inflation 

distortions. Particularly, the study investigated how the applicable 

law, as it was in the immediate past (1977 Law), as it is now (1979 

Law), and as many have proposed that it should be (the Reform Plan), 

compared under the traditional ability-to-pay theory of equity. 

The Reform Plan combines two current and popular tax reform 

proposals, the comprehensive income tax and indexing. As it was inter

preted and applied in this study, gains and losses from transactions in 

assets were fully included in income, after they were indexed for 

inflation. Indexing consists of multiplying the historical cost of an 

asset by the ratio of some price index (herein the CPI) at the time of 

disposition to the index at the time of acquisition. Subtracting the 

result from the disposition price gives a gain or loss measured in 

real, inflation-adjusted terms. 

The comparisons of the three taxing methods were based upon 

historical tax-return data of 224 individual taxpayers for 1970-1977. 

The non-random manner in which the taxpayers were selected precludes 

the results and conclusions of the study from being statistically 

xiv 
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extended to the population of U.S. taxpayers. Significantly, however, 

the tax characteristics of the selected taxpayers indicated that they 

were more sensitive to effects of inflation than their national counter

parts. 

Provisions of 1979 Law and the Reform Plan were simulated on 

the historical data, resulting in recomputed incomes and tax liabilities. 

The historical and recomputed incomes and taxes were then averaged by 

taxpayer over the eight years. These averages gave better approxima

tions of the normal financial status of the taxpayers than single-year 

data. 

Data generated in the Reform Plan simulation indicated that the 

selected taxpayers' historical gains and losses were substantially dis

torted by inflation. Moreover, the proportional effects of inflation 

decreased as taxpayers' incomes increased. These findings were fully 

consistent with two published studies. 

Various procedures measured and compared the horizontal equities 

and vertical equities (progressivities) of the three disparite taxing 

methods. None of them exhibited any clear, unambiguous superior ratings. 

The Reform Plan was only slightly more horizontally equitable and only 

slightly more progressive than 1977 Law; 1979 Law ranked last in both 

analyses, but by small margins. Importantly, under all three methods, 

progressivity was maintained at higher income levels, but only when 

income was defined in real terms. When income was defined in nominal 

terms, a marked decrease in progressivity was manifested. This finding 

suggests that the appearance at these levels of reduced progressivity, 

and hence of reduced vertical equity, may be an illusion. 



xvi 

Given the above findings, perhaps too much historical emphasis 

has been placed on the equity benchmark in evaluating the taxation of 

individuals' gains and losses from transactions in assets. If so, then 

other judgmental criteria would seem to take on relatively greater 

importance. 

Four such criteria deemed pertinent were neutrality, simplicity, 

mitigation of the "lock-in effect" and stimulation of capital formation. 

The Reform Plan appeared to be more neutral than either 1977 or 1979 

Law. Whether it is simpler is questionable. Probably less unrealized 

gains would be locked-in under the Reform Plan. However, with respect 

to capital formation, considerable theoretical disagreement precluded a 

conclusion as to which taxing method would be more stimulative. 



CHAPTER 1 

INTRODUCTION 

The evolution and evaluation of the federal income tax laws, in 

general, are ongoing activities frequently marked with controversy. 

Dissatisfaction with and disagreement over the content and effect of 

existing laws, as well as proposed changes thereto, result from the 

multi-dimensional nature of the input into the legislative and assess

ment processes. Each input dimension, in turn, is often characterized 

by internal conflict. Although the definition and classification of 

these dimensions are neither clear nor uniform, they may be categorized 

into four groups. 

In one such dimension lie the revenue needs of the federal gov

ernment. These needs have been substantial.^" For example, budget 

receipts for fiscal 1978, exclusive of employment-related and other 

2 special-use funds, amounted to $278.6 billion. Of this amount, $240.9 

billion was raised from the income tax, with $181.0 billion or 75.1% 

3 
thereof, representing collections from individual taxpayers. The con

cerns over the quantum and composition of the governmental expenditures 

which require such large amounts of revenue create much intra-dimensional 

1. Budget requirements for the foreseeable future can reason
ably be expected to be of a large magnitude also. 

2. See U.S. Treasury Department (1979, pp. 4-5). 

3. Ibid. 

1 
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controversy. Further disagreement exists over how income tax burdens 

should be allocated within the private sector. 

A second dimension for controversy consists of the other 

multiple-uses to which the federal income tax system is put. Many 

sections of the Internal Revenue Code provide tax incentives toward 

the achievement of a wide range of social and economic goals; dis

incentives are imposed by other sections to discourage activities 

deemed undesirable. These various objectives are often at cross-

purposes, change over time, and, in many instances, conflict with 

revenue requirements. 

The criteria, standards or benchmarks by which the laws are 

evaluated, and frequently on which proposals for change are based, may 

be placed in a third dimensional category. Judgments as to the desir

ability of a particular provision of the law or proposed law are often 

conflicting because of the broad scope and diversity of these bench

marks. Moreover, within and across the membership of the disparate 

groups evaluating, proposing changes to and enacting the tax laws, 

honest differences of opinion exist as to the relative ordering of im

portance of such criteria and in the conclusions to be drawn from the 

application of any given standard. 

A fourth dimension for conflict is the inherent political nature 

A 
of the tax legislative process. Herein can be observed the promotion 

4. The role of "politics" was presented dramatically in a series 
of papers delivered at the May, 1979 "Laurence N. Woodworth Memorial 
Symposium" sponsored by the National Tax Association - Tax Institute of 
America. The full text of the proceedings, which dealt with the tax 
legislative process itself and with issues of federal tax policy, was 
published in the National Tax Journal, 32 (September, 1979). 
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of self interest and the ever-changing climate in which different indi

viduals and groups exert influence on lawmakers. The character of 

amendments to the Internal Revenue Code is further influenced by the 

relative credibility of the persons advocating changes to the law and 

by the social and political popularity of the provisions being advo

cated. Frequently, changes in the laws reflect a compromise position. 

Statement of the Problem 

Within the general arena of contention over the federal income 

tax system, perhaps one of the most controversial subjects is the manner 

and extent of the taxation of gains and losses realized by individuals 

from transactions in assets (generally capital gains and losses). This 

controversy is evidenced by the many and widely-varying provisions 

which have been applied to the taxation of such gains and losses since 

1921; at that time, the differential treatment thereof was first intro

duced into the revenue laws. Criticisms of or justification for these 

historical and current provisions, as well as for proposed new provi

sions, have emanated from diverse vantage points and frequently have 

been in conflict. This lack of consensus strongly indicates that the 

desirability of the past and current ways of taxing gains and losses 

from transactions in assets has been and still is questionable. There

fore, a national problem appears to exist in the search for an improved 

system. 

Exacerbating the problem, especially in recent years, is the 

impact of inflation on th'e measurement of taxable income, and particu

larly on the amount of gains or losses from transactions in assets 
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included therein. With respect to such gains and losses, a mismeasure

ment exists as the monetary amounts of the acquisition and disposition 

prices used to determine an amount of gain or loss expressed in nominal 

(historical-cost) terms represent different units of purchasing power. 

Gain or loss expressed in real terms is determined by restating the 

acquisition price so as to reflect the same purchasing power per mone

tary unit as the disposition price.^ The extent of the absolute amount 

of the mismeasurement, or the difference between the nominal and real 

gain or loss, is a direct function of the rate of inflation during the 

time period the asset was held.^ The relative or proportional extent 

of the mismeasurement (the ratio of the amount of inflation gain to the 

nominal gain) is a direct function of the ratio of the acquisition price 

5. This calculation yields the real gain or loss measured in 
monetary units at time of disposition. The reverse procedure may be 
used also: restating the disposition price so as to reflect the same 
purchasing power per monetary unit as the acquisition price yields the 
real gain or loss measured in monetary units at the time of acquisition. 

6. As a simple example, consider assets A and B, each acquired 
at the same time and at the same $100 cost. Assume that the assets were 
sold at different times and that their real values did not change during 
the respective periods held. Assume further that the rate of inflation, 
measured by some price index, during A's holding period was 50% while 
the inflation rate during the time B was held was 75%. The following 
results occur: 

Asset A Amounts Asset B Amounts 
Nominal Real Nominal Real 

Disposition price $150 $150 $175 $175 
Acquisition price 100 150 100 175 

Gain $ 50 0 $ 75 _§ 0 

Mismeasurement $ 50 $ 75 



to the disposition price.^ As is later demonstrated, historically, the 

absolute and relative amounts of this mismeasurement have been substan

tial. Moreover, many gains measured in nominal terms actually have 

been losses when the measurement procedure was corrected for the effects 

of inflation. Considering the large number of U.S. taxpayers who have 

had and continue to have transactions in assets, the mismeasurement of 

gains and losses has a material effect, individually and nationally, on 

O 
the determination of taxable income and tax liabilities. 

The controversialism of the subject of taxing gains and losses 

from transactions in assets was recently exemplified during the evolve-

ment, and by the passage in November, 1978, of the Revenue Act of 1978 

7. As a simple example, consider assets C and D, each acquired 
at the same time and at the same $100 cost. Assume that the assets were 
sold at the same time for $400 and $800, respectively. Assume further 
that the rate of inflation, measured by some price index, was 100% 
during the period the assets were held. The following results occur: 

Asset C Amounts Asset D Amounts 
Nominal Real Nominal Real 

Disposition price $400 $400 $800 $800 
Acquisition price 100 200 100 200 
Gain $300 $200 $700 $600 
Ratio of acquisition 
price to disposition 
price (in nominal 
terms) .250 .125 
Mismeasurement: 
Absolute amount of 
inflation gain $100 $100 
Ratio to nominal 
gain .333 .143 

8. See Table 4-5, at pp. 76-77 for certain statistical data on 
U.S. taxpayers' transactions in assets ana Chapters 8 and 9 for some 
empirical evidence of the effect of inflation in overstating taxable 
incomes and tax liabilities. 
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(P.L. 95-600). The provisions of the act reflected a far different 

attitude toward such taxation than that which prevailed at the beginning 

9 
of the year. Commencing in 1979, the effect of the Act was to reverse 

a trend toward the increased taxation of net long-term capital gains. 

This trend was set in motion by the Tax Reform Act of 1969 (P.L. 91-172) 

and was given additional impetus by the Tax Reform Act of 1976 

(P.L. 94-455). 

Over two decades ago, a dissatisfaction with many aspects of the 

existing federal tax system prompted a number of tax reformers to seek 

a solution in a "comprehensive income tax" (CIT). As this dissatisfac

tion has grown over time, so too has the popularity of the CIT. The 

basic approach of the CIT is to broaden the tax base (i.e., expand the 

legal definition of taxable income) by eliminating or restricting the 

many deductions and exclusions permitted under the law. The present 

differential treatment"^ of gains and losses from individual taxpayers' 

transactions in assets would be eliminated under the CIT, with the full 

amounts thereof included or deducted in arriving at taxable income. 

However, as has been noted earlier, inflation has caused a distortion 

in the measurement of such gains and losses. To eliminate this distor

tion, a further proposal would inflation-adjust, or index, these gains 

and losses prior to their inclusion in the CIT base. 

9. See Chapter 2, pp. 38-43. 

10. This differential treatment consists of the partial exclu
sion from income of net long-term capital gains and restrictions on the 
deductibility of short-term and long-term capital losses. See Chapter 2 
for details. 
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Thus, in recent years, three distinct approaches to or methods 

of taxing gains and losses from transactions in assets have appeared: 

the law as it existed in 1977, the much-reduced taxation of such gains 

and losses under present law, and the reform proposals to index these 

gains and losses and treat them as ordinary income and deductions. All 

three methods have their own constituencies of advocates and critics, 

and, as yet, no clear consensus has developed as to which method is 

preferable. In order to make such a judgment, a delineation of the 

standards by which the three methods are to be evaluated and compared 

is first required. 

The production of federal revenues, the primary purpose of the 

federal tax system, will be accepted herein as a "given." But, as has 

been set forth at the outset of this chapter, many other uses, goals 

and judgmental criteria exist also. While different searchers for a 

better tax system (tax reformers) may seek different goals, the achieve

ment of an equitable distribution of the burdens of tax payments appears 

to be a predominant one.^ The concern over the equitable taxation of 

individuals' gains and losses from transactions in assets is especially 

relevant because of the differential treatment and mismeasurement 

11. Writings on normative theories of a tax system and on tax 
reform are rare which, expressly or impliedly, do not recognize "equity" 
as an essential goal. Such universality is observed, for example, by 
Herber (1979b): 

Income tax reform normally seeks. . .to achieve greater distri
butional equity, allocational neutrality and administrative 
simplification. . . . While the traditional scholarly litera
ture and political discussion of tax reform have recognized the 
importance of these three tax reform goals, the goals have not 
always been considered of equal importance. Instead, there has 
been a dominant concern. . . [to] . . .attain greater equity in 
distributing tax burdens among the members of a society. 



problems mentioned previously. In addition to the goal of equity, four 

other goals or criteria appear to have special pertinence to the subject 

of taxing gains and losses from transactions in assets. These four are 

neutrality, simplicity, mitigation of the "lock-in effect," and capital 

formation. 

Purpose of and Justification for the Study 

The framework of the dissertation consists of the examination, 

in juxtaposition, of the three previously-mentioned methods of or ap

proaches to the taxation of individuals' gains and losses from trans

actions in assets: the law as it existed in 1977 (hereinafter "1977 

Law"), the law resulting from the Revenue Act of 1978 as effective for 

1979 (hereinafter "1979 Law"), and the tax reform proposals to index, or 

adjust for inflation, such gains and losses and treat them as items of 

ordinary income or loss. This indexing/ordinary-income approach, as 

interpreted and applied in this study, is hereinafter referred to as 

the "Reform Plan." 

The primary purpose of the research is to determine which of the 

three methods is more equitable in the distribution of individual tax 

burdens. In particular, the purpose is to determine under which treat

ment do taxpayers with "equal" incomes have more nearly equal tax 

burdens (the concept of horizontal equity), and under which one is the 

progressive nature of the tax system best served (the concept of verti

cal equity). Measures of horizontal equity and of the progressivity of 

the three taxing approaches are used in this study to respond to these 

questions. 



The dissertation also has several secondary but related ob

jectives. 

1. Published studies on inflation effects have indicated that the 

distortion in the nominal measurement of gains and losses from 

transactions in assets is of a large magnitude and is unevenly 

distributed among taxpayers in different classes of income. 

The dissertation makes a similar study and compares its results 

thereto. 

2. The CIT approach would broaden the tax base by eliminating the 

differential treatment of capital gains and losses. The ques

tion is addressed herein whether such purpose is served by the 

substitution of the full but inflation-adjusted gains and losses. 

3. Relatedly, the 50% long-term capital gain deduction of 1977 Law 

and the 60% deduction under 1979 Law sometimes have been justi

fied as an approximation of an inflation adjustment. An as

sessment of the accuracy of this approximation is sought in 

this research. 

4. The adoption of the Reform Plan, while acting to simplify the 

law in certain respects, would raise other complexities in its 

implementation and interaction with existing provisions. The 

dissertation explores the problems involved in such implementa

tion. 

5. Although the goal of equity may be a predominating objective, 

the four other particularly relevant goals and criteria previ

ously mentioned (neutrality, simplicity, mitigation of the 
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"lock-in effect," and capital formation) are subjects which 

should also be considered in the comparison of the three taxing 

methods. Their relevance in such comparison would appear to 

become more or less important as the conclusions to be drawn on 

the equitableness of the three methods are, respectively, un

certain or clear. The study briefly investigates these goals 

and criteria and considers the responses of the three methods 

thereto. 

The importance of the subject of the taxation of transactions 

in assets and in its effect on many taxpayers and the national revenue 

was mentioned previously. The subject is also very timely, as evidenced 

by the major changes resulting from 1978 legislation. Additionally, the 

manner of the taxation of gains and losses from transactions in assets 

is still a major concern of much current governmental and other tax 

reform efforts. Notwithstanding a view that Congress' current preoccu

pation over dealing with the economic problems of inflation, capital 

formation and energy sources has caused tax reform considerations to be 

placed in the background, others believe that efforts at tax reform have 

12 not ceased, but have been only hindered by these problems. 

As lawmakers and other interested persons evaluate existing and 

proposed new provisions for the taxation of gains and losses from trans

actions in assets, information is vital as to the effectiveness of such 

provisions in meeting desired goals. The researcher hopes that the 

12. For example, see McDaniel (1979, pp. 410-411). 
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information contained in this study will be of benefit in future delib

erations on the subject. 

Clarification of Terminology 

Terms used in this dissertation are to be given their everyday, 

ordinary usage or technical meaning, as the case may be. However, cer

tain words and phrases used throughout the text require some additional 

explanations at the outset. 

1. Capital gain or loss as versus ordinary income or loss. Tech

nically, a "capital" gain or loss, under the federal income tax 

laws, arises only from the sale or exchange of a "capital asset." 

A number of exceptions apply to this general rule. Furthermore, 

only long-term (as versus short-term) capital gains receive 

preferential treatment, while at the same time, the law dis

criminates against long-term (as versus short-term) capital 

losses. These provisions of the law are further clarified in 

Chapter 2. Any item of income or loss which is not a capital 

gain or loss is "ordinary." 

2. Holding period. The length of time an asset is owned or held 

is its holding period. The function of the length of the period 

is to distinguish between long-term and short-term capital gains 

and losses. 

3. Transactions in assets. The term "capital gain or loss" has a 

technical meaning, as has been noted above, does not differ

entiate between long-term and short-term transactions, the tax 

treatments of which substantially differ, and is too restrictive 



an expression to be used generally. "Transactions in assets" is 

used herein as an encompassing term to include all dispositions 

of assets, except cash and such current assets as inventories 

and trade receivables. It is meant to include both short-term 

and long-term capital gains and losses, situations wherein 

recognition of gain or loss is postponed and a group of trans-

13 
actions which are exceptions to the literal definition and 

tax effects of capital gains and losses. 

4. Realized gain or loss. The tax laws are based on the generally 

accepted accounting "pervasive measurement principle" of "reali

zation." This principle states that "revenue is generally recog

nized when both of the following conditions are met: (1) the 

earning process is complete or virtually complete, and (2) an 

14 
exchange has taken place." While the term is not defined in 

the Internal Revenue Code, a 1920 Supreme Court^ interpretation 

of the concept of realization is still applicable: 

. . . not a gain accruing to capital, not a growth or 
increment of value iji the investment; but a gain, a 
profit, something of exchangeable value proceeding from 
the property, severed from the capital however invested 
or employed, and coming in, being "derived." that is, 
received or drawn by the recipient (the taxpayer) for 
his separate use, benefit and disposal .... 

13. These exceptions are explained in Chapter 2. 

14. AICPA Professional Standard AC Sec. 1026.14 (American 
Institute of Certified Public Accountants, 1975). 

15. Eisner v. Macomber (Sup. Ct., 1920), 252 U.S. 189, 207, 
1 USTC 1F32. 
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Thus, with respect to assets, neither accounting principles nor 

the tax laws consider mere increases or decreases in value as 

affecting the computation of "income." Some other discernable 

event or transaction must have taken place in order for a gain 

or loss from the asset to have arisen. 

5. Recognized gain or loss. The tax concept of "recognition" has 

no counterpart in accounting theory. Under the accrual method 

of accounting,^ all realized gains and losses enter into the 

process of measuring "net income." Under the tax laws, however, 

other accounting methods may affect the timing of when realized 

gains or losses are considered, or "recognized," for tax pur

poses. Moreover, a number of provisions in the tax laws post

pone the timing of or permanently exclude the inclusion in or 

deduction from taxable income of certain realized gains or 

losses. Such gains and losses are "not recognized." Only when 

a realized gain or loss affects taxable income is it deemed 

recognized for tax purposes. 

6. Nominal as versus real amount (gain, loss). The expression of 

a monetary amount measured in one time period, without 

16. The accrual method of accounting, which, with some few 
exceptions, is the only generally accepted method, requires income and 
gains to be recorded in the period in which earned, and losses and ex
penses to be recorded in the period in which incurred. The timing of 
the receipt or payment of money is not a determining factor. Such re
ceipts and payments are considered as satisfactions, respectively, of 
receivable and payable obligations created at the time of the accrual 
event. Additionally, under a "matching principle" incurred expenses 
which are related to income to be earned in future time periods are 
treated as "prepaid," with their deduction from income deferred to such 
periods. 
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recognition of any change in price level from another time 

period, is a nominal amount. A gain or loss from the disposi

tion of an asset will be measured in nominal terms when its 

acquisition price (historical cost) is subtracted from its dis

position price, even though the prices may represent different 

units of purchasing power. A real amount, however, is the ex

pression of a monetary amount measured in one time period after 

adjustment for a change in price level from another time period. 

A gain or loss from the disposition of an asset will be measured 

in real terms, with reference to its time of disposition, when 

its acquisition price (historical cost) is adjusted to reflect 

a change in price level at its time of disposition, before it 

is subtracted from the disposition price. The reverse procedure 

applies to express a gain or loss in real terms with reference 

to its time of acquisition. 

7. Indexing. With changes in price levels (as reflected by some 

price index), the purchasing power of monetary units changes. 

The restatement of a monetary amount, originally measured in one 

time period, to an amount representing equivalent units of pur

chasing power in another time period, is the process of indexing. 

8. Progressive, proportional and regressive. A progressive tax 

structure is one in which the effective tax rate increases as 

the tax base (herein "income") increases. If the effective rate 

is the same for all values of the tax base, the tax is "propor

tional." If the effective rate decreases with an increase in 

the base, the structure is "regressive." 
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9. Tax(ing) method. The term is used in this study to represent 

a set of related and interactive provisions of the tax laws 

which, theoretically at least, yield, or are designed to yield, 

a particular level of tax liability on a given set or class of 

financial transactions. The words "approach," "manner," "plan," 

"treatment," and "way" used herein connote the same concept. 

The word "system," when used herein, refers to the broad com

prehensive foundation of the tax laws. Thus, the present system 

taxes a relatively narrow definition of "income;" a different 

system could tax "consumption." 

10. Equity. The term generally conveys a concept of "fairness." 

When a tax is said to be "equitable," it signifies that it has 

satisfied the conditions of at least one of two traditional 

economic theories, the "benefit theory" or the "ability-to-pay 

theory." The latter is especially applicable when the tax is 

based on income. These theories are explained in Chapter 8. 

Brief Explanation of Methodology 

Details of the methodology of the dissertation study are given 

in Chapter 5. Brief explanations follow. 

Novelty of Data Base 

In a study of relative tax burdens, based on information from 

the Internal Revenue Service for 1966, Pechman and Okner (1974, pp. 18-

19) observe that 



Although income is generally regarded as an acceptable measure 
[of tax burdens], it should be noted that income for a single 
year (which may be unusually high or low) may be a poor indi
cator of "normal" financial status for many families. Current 
year income is used in this study. . .because income information 
for longer periods of time is not available. 

The inflation studies of Brinner (1976) and Feldstein and Slemrod 

(1978)^ were also restricted to single-year data obtained from the 

Internal Revenue Service (1962 and 1973, respectively). 

To gauge the "normal" financial status of a family, then, re

quires that the family income information be "available" for "longer 

18 
periods of time." The dissertation study takes advantage of the re

searcher's access to a limited amount of just such information. As a 

semi-retired partner (serving primarily as a consultant) in a local firm 

of Certified Public Accountants, the tax return files of the individual 

clients of the firm were available to the researcher without breaching 

the confidential nature of the information contained therein. The use 

of these files as a source of data thus presented an uncommon oppor

tunity to examine and analyze income tax information of taxpayers for 

periods longer than one year. By averaging annual historical and de

rived data, any distortions arising from a single year's activities 

tended to be moderated. Relatedly, the use of the averaging technique 

yielded figures which were more representative of "normal" financial 

17. These studies are summarized and discussed in Chapter 6. 

18. In a panel discussion of a group of papers presented at 
the Laurence N. Woodworth Memorial Symposium (see footnote 4 above), 
Benjamin Okner indicated (National Tax Journal, 32, September 1979, 
p. 428) that the Internal Revenue Service apparently has such a data 
base, a "7-Year Panel of Identical Taxpayers." Why this data base has 
not been prominent in published research is not known. 
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status. In addition, the information permitted the effects of inflation 

to be observed for a period longer than one year. 

Overview of Methodology 

Information from the firm's tax return files of 224 individual 

taxpaying units was gathered for the eight calendar years, 1970-1977. 

This information consisted of data on transactions in assets, other 

income, deductions and tax liabilities. Computer programs were written 

to calculate the effects of inflation on the reported gains and losses 

from transactions in assets and to restate them in indexed or real terms. 

Other programs, utilizing the historical data, were written to simulate 

the effects of selected provisions of 1979 Law and of the indexing/ 

ordinary-income Reform Plan. These programs, in addition, performed 

various analyses, summarizations and categorizations of the information 

so obtained. To isolate and identify only the effects of the different 

tax treatments of transactions in assets, all other provisions of the 

Internal Revenue Code extant during 1970-1977 were held constant and 

fully applicable to the simulations, in a ceteris paribus fashion, 

except as necessary to accommodate the operational rules of 1979 Law 

and of the Reform Plan. 

Review of the Literature 

A review was made of technical references and the scholarly 

literature with respect to the taxation of gains and losses from trans

actions in assets. The primary areas of interest consisted of the 

history of the federal taxation of gains and losses from transactions 
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in assets, applicable sections of the Internal Revenue Code which per

tain currently to such taxation, proposals for alternative ways or 

methods of imposing taxes thereon, reported studies on the effects of 

inflation, theories of equity, and other criteria or benchmarks by which 

taxing methods are evaluated. 

Exclusive of interpretations, cases and commentaries on the 

technical aspects of the law, the body of literature, both on tax re

form in general and specifically on the subject of taxation of gains 

and losses from transactions in assets, is quite extensive. The vast 

majority of this literature has been written by economists, with some 

contribution from lawyers but relatively little from accountants. The 

references listed in the Selected Bibliography herein are not exhaustive 

but are believed by the researcher to be representative of other works 

not reviewed. Most of the listings in the Selected Bibliography are 

discussed or referenced within the text of this study. 

Limitations in the Study 

The various limitations in the study are set forth below. Many 

of them are discussed and amplified further in ensuing chapters. 

Data Base 

The tax return information which was used as the data base for 

the dissertation was selected from the files of a particular accounting 

firm. As such, the study was not based on a random sample from the 

population of U.S. taxpayers. Accordingly, the results thereof and the 

conclusions drawn therefrom cannot be extended statistically to apply to 



such population. Additionally, the research was confined to individual 

taxpayers. While corporations and fiduciaries have been also affected 

by inflation distortions in the measurement of their gains and losses 

from transactions in assets, the nature of the various analyses and 

comparisons made in the study precluded the inclusion of these types 

of taxpayers. 

Use of Eight-Year Averages 

Simple eight-year averages of variously defined incomes and tax 

liabilities were constructed and used to represent the "normal" finan

cial status of the taxpayers selected for the dissertation research. 

Conceivably, the eight-year period was either too short or too long to 

gauge normality. Additionally, no recognition was given to an implied 

interest factor nor to an inflation factor applicable to timing differ

ences of annual tax liabilities computed under 1979 Law and the Reform 

Plan when compared to those liabilities computed and paid under 1977 

Law. Adjusting for these factors may have produced results and sug

gested conclusions different from those reached herein. 

Methodology for Comparisons of Horizontal 
Equity and Progressivity 

The classifications of taxpayers into two sets of average-income 

groups, for purposes of comparing the horizontal equities and progres-

sivities of the three taxing methods, were based upon a limited expan

sion of adjusted gross income expressed in nominal and real terms. 

Other studies and some of the literature have been more comprehensive 

in their concepts of expanded income. To the extent that expanded 
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incomes were defined differently than those definitions adopted herein, 

the taxpayer groupings could have been different with comparative re

sults different from those observed. In addition, the measures and 

procedures by which the comparisons were made and evaluated could have 

been different. Those that were used were chosen as they appeared par

ticularly appropriate in the circumstances. 

Unknown Data 

Some of the selected taxpayers' transactions in assets could 

not be indexed because certain information necessary to make the infla

tion adjustment was unavailable. Therefore, a bias of unknown amount, 

but of known direction (i.e., observed inflation effects were under

stated) was introduced into some of the results of the study. 

Operational Rules of the Reform Plan 

Existing literature on the Reform Plan method of taxing gains 

and losses from individuals' transactions in assets did not reveal ade

quately all of the interacting provisions necessary to implement such 

an approach, particularly when applied over a period of time. Accord

ingly, some of the rules adopted herein were the result of the exercise 

of the researcher's best judgment. To the extent that other persons 

would modify or change the provisions used in the study, results from 

the simulation of the Reform Plan could differ. Generally, these method

ological limitations can be classified as pertaining to (1) the sub

stantial modification of existing provisions of the Internal Revenue 

Code which are incompatible with the Reform Plan concept, (2) the con

formance of otherwise compatible provisions thereto, and (3) the adoption 
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of a set of rules setting forth the qualifications for and computational 

procedures of the indexing adjustment. 

Behavioral and Price Changes 

The pattern and timing of asset acquisitions and dispositions, 

as well as other items of income and deductions, reported historically 

under the tax laws as they existed during 1970-1977, could be reasonably 

expected to have been different had the tax laws been different. Simu

lating the effects of other ways of taxing gains and losses from trans

actions in assets assumes that no behavioral changes would have taken 

place and, moreover, that historical equilibrium price levels would have 

prevailed. To the extent that taxpayer behavior and/or prices would 

have reacted to changes in the law, actual taxpayer results could have 

19 been different from those derived in the dissertation. 

Comprehensive Discussion of Goals Other than Equity 

The multiple uses to which the federal income tax system is put 

and the multiple criteria by which it is judged were noted at the begin

ning of this chapter. While the attainment of equity in the distribu

tion of tax burdens is but one of these goals, a comprehensive discussion 

of all the other uses and criteria is beyond the scope of this disserta

tion. However, the study does include a brief review of those four 

other goals and objectives which appear to be especially important when 

19. Bittker (1979) criticized those theorists who seek to apply 
equity as the standard for evaluating a tax system for ignoring, or 
treating as insignificant, changes in taxpayer behavior accompanying a 
change in the tax laws. He also criticized the group of theorists who 
seek to apply "efficiency" as a norm (see Chapter 8 for a further dis
cussion) for assuming that taxpayer behavior will fully adjust to a law 
change. 



the tax effects of individuals' transactions in assets are considered. 

Time limitations and the central emphasis of the dissertation also re

strict the depth and extent of the analyses contained in this review. 

Organization of the Remainder 
of the Dissertation 

Exclusive of this introductory chapter and the summary remarks 

of Chapter 11, this study is divided into five parts. They consist of 

(1) the historical and proposed provisions for taxing gains and losses 

from transactions in assets, (2) a description of the data base and 

methodology of the research, (3) empirical findings of the extent of 

inflation effects on gains and losses from transactions in assets, 

(4) concepts of and empirical findings on the equity of three different 

approaches to the taxation of such gains and losses, and (5) discussion 

of other relevant goals. 

Chapter 2 explores the many different ways in which transactions 

in assets have been taxed historically since 1913. Chapter 3 reviews 

additional methods which have been proposed. The plan for a Comprehen

sive Income Tax is discussed and, particularly, the related proposal 

dealing with the inflation adjustment, or indexing, of gains or losses 

from transactions in assets and their inclusion in the returns of indi

vidual taxpayers as ordinary income or loss (the Reform Plan). 

Chapter 4 gives an explanation of the data base used in the 

dissertation and its relationship to the population of U.S. taxpayers. 

Details are presented in Chapter 5 of the methodology in which selected 

provisions of 1979 Law and the provisions of the Reform Plan were 
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simulated, the operational rules thereof, and the manner in which vari

ous data were accumulated for comparative analyses. 

Chapter 6 summarizes the reports of two published studies of the 

effects of inflation on gains and losses from transactions in assets. 

Inflation effects observed in the dissertation study are reported and 

analyzed in Chapter 7, together with various comparisons to the pub

lished studies. 

The traditional theories of equity, along with a more recent 

view, are summarized in Chapter 8. Violations of the traditional 

ability-to-pay theory are discussed and some published empirical find

ings as to such violations then are reviewed. Chapter 9 presents the 

results of the dissertation research on the comparative horizontal 

equities and progressivities of 1977 Law, 1979 Law and the Reform Plan. 

Additional data resulting from the study are summarized also. 

Chapter 10 briefly explores four other goals or objectives pert

inent to the subject of the dissertation. Tentative observations are 

made as to the responses thereto of 1977 Law, 1979 Law and the Reform 

Plan. 



CHAPTER 2 

TAXATION OF GAINS AND LOSSES FROM 
TRANSACTIONS IN ASSETS: A REVIEW 
OF FEDERAL LAW, CURRENT AND PAST 

This chapter reviews the present state and evolution of federal 

law with respect to the taxation of individuals' gains and losses from 

transactions in assets. In this review can be seen the variety of ways 

in which the law has treated the subject over the years. Also discern-

able from the analysis are the many different rationale and criteria 

which have been expressed to justify the adoption of specific provi

sions. 

Current Law 

The manner in which individual (and, generally, fiduciary) tax

payers presently (Summer, 1980) are taxed on gains and losses from 

transactions in assets is summarized below. Section-number references 

are to the Internal Revenue Code of 1954. 

1. Following an accounting concept of income, the law reacts only 

to a realization of a gain or loss (Sec. 1001). Mere increases 

or decreases in value of an asset are not taxable events.^" A 

1. See the definition of "realized" in Chapter 1, pp. 12-13. 

24 
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realization occurs when an asset is disposed of, whether or not 

2 
anything is received in exchange. 

2. Not every realization is recognized for tax purposes. A number 

3 
of provisions in the law allow non-taxable exchanges of prop

erty, where the time of the taxing of the realized gain or loss 

is postponed until the property received in the exchange is 

disposed of in a taxable transaction. 

3. The amount of the gain or loss realized is the difference be

tween the amount realized (cash and fair market value^ of prop

erty received, less expenses of sale) and the adjusted basis of 

the property disposed of (Sec. 1001). Sec.'s 1011-1023 deal 

with adjusted basis. Adjusted basis, generally, is the original 

cost or carryover (substituted) basis to the taxpayer, plus and 

minus adjustments, such as capital improvements and depreciation. 

2. There are a number of transactions in which gain may be 
realized or loss may be suffered without the taxpayer receiving anything 
in exchange. For example, losses may be deductible under Sec. 165 for 
abandonment of property, demolition of buildings, casualty and theft and 
worthless securities and, under Sec. 166, for non-business bad debts. A 
gift (but not a transfer at death) of an obligation of a third person 
arising from an installment sale of property is a realization event 
under Sec. 453. 

3. For example, like-kind exchanges of property (Sec. 1031), 
involuntary conversions (Sec. 1033), certain sales or exchanges of resi
dences (Sec. 1034), certain exchanges of insurance policies (Sec. 1035) 
and common stocks in a corporation (Sec. 1036), reacquisitions of real 
estate (Sec. 1038) and several exchanges of shares of stock or corporate 
securities pursuant to certain corporate reorganizations defined in 
Sec. 368(a)(1). 

4. At times, the fair market value of the property received is 
unascertainable. In some situations, the valuation thereof is measured 
by the fair market value of the property given in the exchange. In 
other situations, a "cost-recovery" or "open transaction" approach is 
taken wherein no gain or loss is realized until the taxpayer has re
covered in cash the adjusted basis of the exchanged property. 
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4. In order to have a capital gain or loss, ordinarily, there must 

be a sale or exchange^ (Sec. 1222) of a capital asset. 

5. The definition of a "capital asset" appears in Sec. 1221. 

Briefly stated, capital assets are all assets, except (a) in

ventories or property held "primarily for sale to customers in 

the ordinary course of business," (b) real or depreciable prop

erty used in a trade or business ("Sec. 1231 assets"), (c) copy

rights, literary compositions, letters, etc. held by the creator, 

by the person for whom the item was prepared and certain other 

persons, (d) notes or accounts receivable acquired in the ordi

nary course of business, (e) certain governmental obligations 

issued at a discount with a maturity of one year or less, and 

(f) certain publications of the United States. 

6. If property is owned for one year or less, any gain or loss is 

short-term; if the holding period is more than one year, the 

gain or loss is long-term (Sec. 1222).^ 

7. While real or depreciable property used in a trade or business 

is not a capital asset, such property does receive favorable tax 

treatment: if held for more than one year,^ any net gain on the 

5. Sec. 1232(a) provides a major exception to this requirement. 
The retirement of certain corporate and governmental bonds and other 
evidences of indebtedness, which are capital assets in the hands of the 
taxpayer, is treated as an exchange transaction. 

6. The pre-1977 more-than six-month holding period still ap
plies to distinguish between short-term and long-term gains and losses 
from "futures transactions in any commodity subject to the rules of a 
board of trade or commodity exchange." 

7. In the case of cattle and horses, the holding period is 24 
months or more; for other livestock, it is 12 months or more. 
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disposition of such properties is considered as long-term capi

tal gain (Sec. 1231), while any resulting net loss is treated 

as an ordinary loss under Sec. 65. However, a number of excep

tions retain the ordinary-income character of the gains to the 

extent of certain depreciation (See's. 1245 and 1250) and other 

g 
deductions taken previously. 

8. Other provisions allow some non-capital assets to receive capi

tal gain treatment, such as certain sales of securities by 

dealers (Sec. 1236) and certain sales of subdivided land (Sec. 

1237). On the other hand, various exceptions to the normal 

treatment of capital assets mandate ordinary-income treatment 

for certain gains and allow certain losses to be treated as 

ordinary losses.^ 

9. Transactions are first categorized as long-term or short-term. 

The net gain or loss result of each category is then determined. 

Sixty percent of any excess of the net long-term gain over the 

net short-term loss is then excluded from income (Sec. 1202); 

8. For example, certain accumulated farm losses (Sec. 1251), 
expensed farm soil and water conservation and land clearing expenses 
(Sec. 1252), as well as expensed intangible drilling costs of oil and 
gas wells and geothermal properties (Sec. 1253), may be recaptured as 
ordinary income when the properties from which the deductions arose are 
disposed of at a gain. Further, gain from the sale of depreciable prop
erty between certain related taxpayers is treated as ordinary income 
(Sec. 1239). 

9. For example, gains from certain dispositions of patent 
rights (Sec. 1235), stock in foreign corporations (See's. 1246-1248), 
and franchises, trademarks and trade names (Sec. 1253) are taxed as 
ordinary income. Certain losses on stock owned in small business in
vestment companies (See's. 1242-1243) and in small business corporations 
(Sec. 1244) are allowed as ordinary loss deductions. 
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any net short-term gain in excess of a net long-term loss is 

fully included. 

10. If there is an excess of a net long-term loss over a short-term 

gain, such excess is reduced by 50% before it can be deducted 

against ordinary income (Sec. 1211(b)(1)(C)(ii)). 

11. The maximum amount of capital losses which can be deducted 

against ordinary income is $3,000 (Sec. 1211(b)(2)). First 

applied is 100% of the excess of a net short-term loss over a 

net long-term gain, then 50% of the excess of a net long-term 

loss over a net short-term gain. Any remaining amounts can be 

carried over indefinitely to offset capital gains and ordinary 

income of future years, until used up. Such carryover losses 

retain their character as short-term or long-term (Sec. 1212(b)). 

12. Under certain circumstances, the first $100,000 of gain is not 

recognized on the sale of a residence by a taxpayer who has 

attained the age of 55 (Sec. 121). 

13. Gains and losses, recognized under the rules set forth above, 

are then included with the taxpayer's other items of income and 

deductions to determine "taxable income" (Sec. 63). Depending 

upon the filing status of the individual taxpayer, different 

schedules of progressive tax rates (Sec. 1), ranging from 14% 

to 70%, are applied to taxable income to compute the income tax. 

In the event the taxpayer has substantial amounts of "personal 

service income" or has a larger amount of current taxable income 

when compared to 120% of the average of four previous years, 

the 50% maximum tax computation of Sec. 1348 or the income 
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averaging computation of Sec.'s 1301-1304, respectively, may be 

used to reduce the amount of income tax for the year. Various 

credits or additional taxes then may apply to reduce or increase 

the computed tax liability. 

14. Under the foregoing provisions, the highest effective marginal 

rate at which a net long-term capital gain may be taxed is 28%. 

This effective tax rate results from the 70% highest tax rate 

being applied to the 40% of the net long-term capital gain 

remaining after the 60% deduction. 

15. In lieu of the income tax computed above, an "alternative mini

mum tax" computation (Sec. 55) may be applicable, if greater. 

The 60% capital gain deduction is defined as an item of "tax 

preference" under Sec. 57(a)(9), as is the "adjusted itemized 

deductions," defined in Sec. 57(a)(1). These two tax prefer

ences are then added to taxable income, otherwise computed (but 

12 
reduced by the "zero bracket amount" ), to arrive at "minimum 

10. Generally, the calculated regular income tax is increased 
by the minimum tax and reduced by credits (most frequently the invest
ment credit, but, with some exceptions, generally not the foreign tax 
credit) before comparison to the alternative minimum tax. To the extent 
such credits prove of no tax benefit because of the computational pro
cedure, certain carrybacks and carryovers are permitted. 

11. The amount of medical expenses, state and local taxes, 
federal estate taxes attributable to income in respect of a decedent, 
and casualty losses included in itemized deductions are subtracted from 
both the itemized deductions and adjusted gross income. The "adjusted 
itemized deductions" preference is the excess of the reduced itemized 
deductions over 60% of the reduced adjusted gross income. 

12. As clarified by the Technical Corrections Act of 1979 
(P.L. 96-222), act Sec. 104(a)(4)(d). 
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taxable income" (MTI). After a $20,000 exemption, an alterna

tive minimum tax is computed on the first $40,000 of MTI at a 

tax rate of 10%, the next $40,000 at 20%, and any excess at 25%. 

For any net long-term capital gain thus fully included in MTI, 

the maximum marginal effective rate applicable thereto is only 

25%. 

A Brief History of Prior Law 

1913-196413 

14 When the first constitutional income tax law was passed in 

1913, with a relatively low marginal tax-rate structure, there was no 

distinction between realized profits on capital assets and other income. 

By 1921, however, marginal rates on personal income tax returns had 

increased to 70% and Congress had become concerned over the retarding 

effect of these high rates on the sales of capital assets. To encourage 

such sales and thereby increase tax revenues (overcome this "lock-in" 

13. The early history of the law respecting the taxation of 
gains and losses from transactions in assets stems from many sources and 
has been reviewed and summarized by many authors. One excellent digest 
of the history from 1913 to 1954 is contained in Mertens (1973, Sections 
22.02-22.03). A tabular summary of the history through 1973 may be 
found in American Institute of Certified Public Accountants, Division of 
Federal Taxation (1974, pp. 16-20). The following part of this section 
is drawn from the Mertens and AICPA material, as well as from other 
authorities. 

14. An income tax imposed to finance the Civil War was upheld 
in Springer v. United States (Sup. Ct., 1880) 102 U.S. 602, as it was 
deemed not to be a "direct tax" prohibited by Article I, Section 9, 
Clause 4 of the Constitution. With the war tax expired, Congress passed 
a new income tax law in 1894. In a test of the new law, the Supreme 
Court reversed its holding in Springer and declared the law unconstitu
tional. Pollack v. Farmers' Loan and Trust (Sup. Ct., 1895) 157 U.S. 
429. The Sixteenth Amendment to the Constitution paved the way for the 
federal income tax system now in existence. 



effect), the 1921 Revenue Act provided an alternative tax rate of not 

more than 12-1/2% for net gains from capital assets (then broadly de

fined as assets held for profit or investment for more than two years). 

The 1921 provision was deemed to be a compromise position between the 

then American view of taxing such gains as ordinary income and the 

British view of completely exempting from tax realized gains on capital 

assets. Commencing with the 1924 Revenue Act, a credit of up to 12-1/2% 

of a net capital loss was allowed against the tax in lieu of prior 

limited deductions. 

The 1934 Revenue Act introduced the concept of excluding a por

tion of the realized gains and losses from income subject to regular 

rates. The exclusions ranged from 0% for assets held for less than one 

year to 70% for property held for more than 10 years. The 1934 changes 

responded to a concern that existing laws imposed taxes on inflation 

gains, contributed to an instability in revenue, exerted non-neutral 

effects on taxpayer behavior, benefited only taxpayers with large in

comes, and still exerted a retarding effect on transactions in capital 

assets. The definition of capital assets then had the now-familiar 

formula of "all property, except . . . ." 

In 1938, Congress was still concerned over the lock-in effect. 

It reintroduced the 1921 concept of an alternative tax, setting the rate 

at 30% for gains on property held over 18 months. It also changed the 

percentages of gain recognized, to 66-2/3% for assets held for 18-24 

months and to 50% for assets held for more than two years. Thus, the 

effective maximum marginal rates on such gains were 20% and 15%, respec

tively. Net short-term losses (holding period of 18 months or less) 



were not deductible at all against ordinary income and could be carried 

over for only one year against short-term gains of the succeeding year. 

A credit for long-term losses, computed in the same manner as the alter

native tax on long-term gains, was available to apply against the tax 

computed on ordinary income. These provisions were incorporated into 

the 1939 codification of the law resulting from all the prior Revenue 

Acts. 

The 1942 Act, in keeping with a wartime-induced general increase 

in tax rates, set a six-month holding period as the short-term/long-term 

demarcation, with both long-term gains and long-term losses being re

duced by 50%. The alternative tax rate was raised to 50%, resulting in 

a maximum marginal effective rate of 25% applicable to long-term capital 

gains. Only $1,000 of net capital losses (100% of short-term losses and 

50% of long-term losses) could be offset against ordinary income in any 

year, the excess being available as a carryover to the succeeding five 

years. The 1942 Act also introduced the favorable treatment afforded 

real and depreciable property used in a trade or business (now Sec. 

1231). 

In 1951, to eliminate the effect of $2 of long-term gain being 

offset by $1 of short-term loss, the 50% deduction was made applicable 

only to a net long-term gain reduced by any short-term loss. When the 

law was recodified in 1954, it incorporated the existing provisions with 

respect to transactions in assets. However, the new Internal Revenue 

Code did add some new exclusions to the definition of capital assets 

and introduced the limited capital gain feature of Sec. 1237 for sub

divided real estate. 



For the purpose of limiting the common practice of converting 

ordinary depreciation deductions into eventual long-term capital gains 

via Sec. 1231, the depreciation recapture provisions were introduced in 

1962 (personal property, Sec. 1245) and in 1964 (real property, Sec. 

1250). The 1964 legislation also permitted long-term capital losses to 

be fully used against ordinary income (not reduced by 50%, but still 

subject to a $1,000 maximum annual amount), and replaced the five-year 

carryover of unused losses with an unlimited period. 

1969-1976 

The Tax Reform Act of 1969 (P.L. 91-172) apparently responded 

to long-voiced criticism that the tax laws favored the rich and that 

many taxpayers escaped taxation on portions of their economic income. 

The provisions of the Act applicable to transactions in assets became 

effective for 1970. The results of the change in this set of laws were 

dramatic. The ordinary-income offset of net long-term capital losses 

was halved, thereby returning to the rules in force from 1942 through 

1963. (However, 100% of long-term capital losses were still available 

to offset short-term or long-term gains of the current or future years.) 

The alternative tax computation, which previously limited the tax on 

all net long-term gains to no more than 25% (50% of the included 50% of 

the gain), was made applicable only to the first $50,000 of such gains, 

the excess being subject to higher marginal rates. 

In addition, the "minimum tax on tax preferences" (Sec.'s 56-58) 

was introduced by the 1969 Act. The single item of tax preference that 
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affected most taxpayers was the long-term capital gain deduction."'""' The 

tax was computed by adding together all items of tax preference, sub

tracting a $30,000 exemption plus offsets for income taxes (including 

carryovers of unused taxes from prior years) and multiplying the remain-

16 
ing balance by 10%. The calculated minimum tax was then added to the 

taxpayer's income tax liability for the year. However, because of the 

liberal exemptions and low rate, the tax had relatively little impact on 

taxpayers except those with substantial amounts of preference items.^ 

The 1969 Act also introduced the "50% maximum tax on earned 

18 
income," the qualifying amounts for which were reduced by items of 

tax preference in excess of $30,000. As a result, post-1969 long-term 

15. Internal Revenue Service, Statistics of Income-1970, Indi
vidual Income Tax Returns. Table 62 (pp. 185-187) reveals that of the 
75,311 returns in 1970 reporting tax preferences totaling $4.47 billion, 
63,701 returns had $3.65 billion of the capital gain preference included 
therein. (The number of taxpayers with and the amounts of tax prefer
ences were greater than indicated, however, as tax preferences had to be 
reported only if they exceeded $30,000.) Other items of tax preference 
affecting individuals then consisted of depreciation in excess of that 
computed under the straight-line method for certain realty and personal 
property subject to a "net lease," certain "rapid" amortizations, cer
tain stock options, the excess of percentage depletion over basis of the 
mineral property, and "excess investment interest" (in 1971, this became 
a non-deductible item). 

16. This tax is now commonly referred to as the "add-on minimum 
tax" to distinguish it from the "alternative minimum tax" added to the 
law by the Revenue Act of 1978, effective for 1979. 

17. As indicated in footnote 15 above, the returns of 75,311 
taxpayers reported tax preferences in 1970. However, only 18,330 of 
these taxpayers had ultimate minimum tax liabilities, which liabilities 
aggregated $120 million. 

18. Effective in 1971; for 1970, the maximum rate was 60%. 
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19 gains were subject to a theoretical maximum marginal rate of 45.5% 

instead of the maximum 25% for pre-1970 gains. 

By 1973, a concern over the adverse effects of the capital gains 

20 tax on capital formation began to manifest itself. But, the Nixon 

Administration's 1973 tax reform proposal (U.S. Congress, House, 1973) 

which would have replaced the minimum tax with a new concept of "minimum 

taxable income," in the final analysis, would have only slightly reduced 

21 
the tax impact on capital gains. The administration's proposal was 

not passed by Congress. 

19. Maximum marginal tax rate on long-term capital gains, 
1970-1975. 

Tax Rate 

Basic tax: 70% of includable 50% 
of long-term gain 35.0% 

Effect of reduction in income qual
ifying for the maximum tax 
Tax preference 50.0% 
Times rate differential (70%-50%) 20.0 
Net additional tax rate 10.0 

Total regular tax 45.0 
Minimum tax 
Tax preference 50.0 
Less: regular tax 45.0 
Net taxable preference 5.0 
Times minimum tax rate 10.0 
Minimum tax .5 

Total effective tax rate 45.5% 

20. See, for example, the statement on tax reform presented on 
March 12, 1973 to the House Ways and Means Committee by the American 
Institute of Certified Public Accountants (1973, pp. 31-32). 

21. The ultimate effect of the "minimum taxable income" concept 
of the proposal was to subject the first $50,000 of long-term capital 
gains taxed at a maximum 25% under the alternative tax to possibly higher 
rate brackets. With the elimination of the "add-on minimum tax," then, 
any amount of long-term capital gain could be taxed at no more than 35%, 
as compared to 45.5%. 
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The Tax Reform Act of 1976 (P.L. 94-455) appeared to respond 

further to criticism of the inequity of ''tax benefits for the rich." 

While liberalizing the deduction of net capital losses against ordinary 

income (raising the previous limitation of $1,000 to $2,000 in 1977 and 

to $3,000 for 1978 and succeeding years), the Act added additional in

creases to the tax on capital gains. The holding period to determine a 

long-term gain or loss was increased from more than six months to more 

than nine months in 1977 and to more than 12 months in 1978 and there

after. Importantly, although the minimum-tax rate was increased only 

five percentage points, other changes made the minimum tax provisions 

22 applicable to a wider range of taxpayers. These changes consisted of 

the introduction of two new preferences, the "adjusted (excess) itemized 

deductions" and the expensed "intangible drilling costs," and the re

placement of the prior liberal exemptions with an exemption of the 

23 greater of $10,000 or one-half the income tax for the year. The 

interaction of tax preferences with the maximum tax computation was 

22. While Internal Revenue Service Preliminary Report, Statis
tics of Income-1976. Individual Income Tax Returns gives no data on the 
components or totals of items of tax preference, it does estimate that 
185,273 returns paid a minimum tax of $851 million for 1976. Compared' 
to 1970 (see note 15 above), over 10 times the number of taxpayers were 
subject to the tax which, in the aggregate, was over seven times greater. 

23. Under Sec. 56(c), the basic individual income tax liability 
(computed by one of several methods) is not increased by penalty taxes 
for certain premature distributions from qualified retirement plans nor 
by the separate, "10-year forward-averaging" tax computed on certain 
lump-sum distributions from such plans. The income tax is, however, 
first reduced by a number of credits, most predominantly the investment 
credit, before one-half of it qualifies for the minimum tax exemption. 
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24 
increased by completely removing the $30,000 floor over which items 

of tax preference would reduce the income qualifying for the special 

computation. As a result, the theoretical maximum marginal rate at 

25 which long-term capital gains could be taxed was increased to 49.125%. 

The effect of another provision of the 1976 Act was to increase 

the tax on realized gains from dispositions of iriherited property. 

Prior law allowed property which had appreciated in value to the date 

of death of a decedent to take on a stepped-up basis in the hands of 

the estate or heirs equal to the value used for federal Estate Tax pur

poses (Sec. 1014). Thus, the appreciation in value never was subject to 

tax. If an appreciated asset was acquired by lifetime gift, however, 

the basis of the property in the hands of the donee, generally, reflected 

a carryover basis of that of the donor (Sec. 1015). The 1976 Act, as 

24. The 1976 Act, however, somewhat liberalized the type of 
income qualifying for the computation, the expanded class thereof now 
termed "personal service income." 

25. Maximum marginal tax rate on long-term capital gains, 
1976-October 31, 1978. 

Tax Rate 

Basic tax: 70% of includable 50% 
of long-term gain 35.000% 

Effect of reduction in income quali
fying for the maximum tax 
Tax preference 50.0% 
Times: rate differential (70%-50%) 20.0 
Net additional tax rate 10.000 

Total regular tax 45.000 
Minimum tax 
Tax preference 50.0 
Less: 1/2 regular tax 22.5 
Taxable preference 27.5 
Times minimum tax rate 15.0 
Minimum tax 4.125 

Total effective tax rate 49.125% 
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part of its unification of the then separate federal Estate Tax and Gift 

Tax laws, replaced the rule of Sec. 1014 with new Sec. 1023. This new 

section provided for a carryover of the decedent's basis into the hands 

26 
of the estate or heirs, thus resulting in the pre-death appreciation 

being taxed at the time of the later disposition of the property. The 

subsequent history of Sec. 1023, however, was a short one. Recent 

27 
legislation has repealed the carryover approach to property trans

mitted at death, thus reinstating the applicability of Sec. 1014. 

1978 

The Carter Administration's January, 1978 tax message to Con

gress was consistent with the existing trend of tax reform measures 

seeking more equity. In his opening remarks, the President (U.S. Presi

dent, 1978, p. 1) said 

Fundamental reform of our tax laws is essential and should 
begin now. Tax relief and the maintenance of a strong economy 
are essential as well. The enactment of these proposals will 
continue a major step towards sustaining our economic recovery 
and making our tax system fairer and simpler. 

The only recommended change in the taxation of capital gains and losses 

was the elimination of the alternative tax computation for individual 

26. With the new law taking effect for decedents dying after 
December 31, 1976, Sec. 1023 permitted any appreciation in value prior 
thereto to be added to the decedent's basis and hence to escape taxation 
on later disposition. 

27. The Revenue Act of 1978 (P.L. 95-600) retroactively post
poned the effective date of Sec. 1023 from January 1, 1977 to apply only 
to estates of decedents dying after December 31, 1979. The Crude Oil 
Windfall Profit Tax Act of 1980 (P.L. 96-223) permanently and retro
actively repealed Sec. 1023. However, under certain conditions, for 
estates of decedents dying after 1976 and before November 7, 1978, the 
carryover basis rules of Sec. 1023 may have been elected. 
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taxpayers. The effect of the repeal would have been to increase the 

effective tax rate of the first $50,000 of long-term capital gains 

realized by individuals already in the 50% or greater tax brackets. 

Other recommendations included overall decreases in tax rates and the 

28 
further closing of loopholes. 

Meanwhile, a belief had become more popular that the existing 

29 high level of capital gains taxation was retarding capital formation. 

In response to this opinion, several measures were introduced into Con

gress during the early months of 1978. (All the bills were referred 

30 
to Committee, but never reported out.) The "Steiger Amendment" would 

have reverted the taxation of long-term capital gains to pre-1970 rules 

31 (i.e., a maximum tax rate of 25%). Another proposal would have treated 

the reinvestments of proceeds ("rollovers") from the sales of small 

32 
businesses as non-taxable exchanges. Still another would have insti

tuted a series of gradually increasing long-term capital gain deductions 

28. See Chapter 10, pp. 212-214, for additional discussion of 
loopholes. 

29. See Chapter 10, pp. 220-222, for additional discussion of 
capital formation. 

30. H.R. 12111 (Public Bill, 1978c) and S. 3065 (Public Bill, 
1978d). 

31. S. 2428 (Public Bill, 1978a). 

32. S. 2608 (Public Bill, 1978b). 
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33 as the length of the holding period increased, much in the fashion of 

the 1934 law. 

On August 4, 1978, the "Revenue Act of 1978," H.R. 13511 (U.S. 

Congress, House, 1978a), hereinafter referred to as the "1978 House 

Bill," was reported to the House by the Ways and Means Committee. The 

Senate Finance Committee reported its version of the legislation (U.S. 

Congress, Senate, 1978a), hereinafter referred to as the "1978 Senate 

Bill," to the Senate on October 1, 1978. On October 15, 1978, after 

rewriting by the Conference Committee, the Act (P.L. 95-600), herein

after referred to as the "1978 Act," was passed by both Houses and 

signed by the President on November 6, 1978. 

With respect to provisions affecting individuals' transactions 

in assets, the 1978 House Bill, the 1978 Senate Bill and the final 1978 

Act were substantially different. The general nature of these provi

sions are summarized below. 

Indexing. The 1978 House Bill contained a limited indexing pro

vision which took recognition of inflation effects on gains and losses 

from transactions in assets (by all types of taxpayers), but only for 

that occurring after 1979. Commencing in 1980, gains and losses (with 

certain limitations) recognized in transactions involving certain common 

33. The justification often cited for the exclusion increasing 
over time is that it approximates an inflation adjustment. Brinner 
(1976, pp. 126-27) noted that other similar proposals have been consid
ered by Congress since 1974, but that an increasing exclusion ratio is 
not the appropriate method of making such an adjustment. As time passes, 
the proportion of the inflation gain to the total gain tends to decrease. 
Hence, Brinner argued, the exclusion ratio should decline likewise. Com
ments to the same effect have been made by Brinner (1973, p. 570), Dia
mond (1975, pp. 239-40) and the Staff of the Joint Committee on Taxation 
(U.S. Congress, Staff of the Joint Committee on Taxation, 1977, p. 27). 
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stocks, tangible personal property and real property would have been in

dexed. The resulting indexed gains and losses then would have been sub

ject to the 50% exclusions for long-term capital gains and losses. The 

adjustment factor (termed "the applicable inflation ratio") to be applied 

to the adjusted basis of the asset would have been the ratio of the 

"Consumer Price Index for All Urban Consumers" (CPI) for the month of 

the disposition of the asset to the CPI for the month of acquisition; 

however, if the acquisition date was prior to December, 1979, then the 

CPI for December, 1979 would be substituted. Neither the 1978 Senate 

Bill nor the 1978 Act adopted any of the indexing rules. 

Long-Term Capital Gain Deduction. The House proposed no change 

in the existing 50% deduction; an increase to 70% was proposed by the 

Senate. The 1978 Act took a compromise position and increased the de

duction to 60%. 

Alternative Tax Computation. Both the 1978 House and Senate 

Bills provided for the repeal of this special tax computation for indi

vidual (and fiduciary) taxpayers, as did the 1978 Act.• 

Minimum Tax. The 1978 House Bill would have removed the long-

term capital gain deduction as a tax preference item for the minimum 

tax. In place thereof, the Bill proposed a 10% alternative minimum tax 

on the excluded 50% portion of long-term capital gains in excess of a 

$10,000 exemption. This tax would be paid if greater than the taxpayer's 

otherwise-computed tax liability. The Senate sought to repeal the 

existing minimum tax law, substituting therefor a new alternative mini

mum tax. The computation of this tax would have added the existing 

items of tax preference (with some changes) to taxable income. After 
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subtracting a $20,000 exemption, the balance would have been subjected 

to rates ranging from 10% to 25%. The resulting tax would be paid if 

larger than the taxpayer's regular tax, after certain credits. The 

final provisions of the 1978 Act were drawn from both the 1978 House 

and Senate Bills. The rules of the extant alternative minimum tax 

34 computation are summarized earlier in this chapter. 

Sales of Residences. The 1978 House Bill proposed eliminating 

the existing rule which excluded the proportion of gain attributable to 

the first $35,000 of the "adjusted sales price" (sales price less selling 

expenses and less "fixing-up expenses") of a residence by an individual 

65 years of age or older. In its place, the Bill proposed excluding the 

first $100,000 of realized gain on the sale of a residence, under certain 

conditions, by any taxpayer, regardless of his age. The Senate largely 

retained the existing rules, but increased the exclusion to the propor

tion attributable to the first $100,000 of the adjusted sales price. The 

1978 Act followed the House approach, but limited the exclusion to tax

payers who had reached age 55. In addition, both 1978 Bills, as well as 

the 1978 Act, amended Sec. 1034 to permit multiple sales of residences 

within 18 months to qualify for deferral of gain under certain conditions. 

The major effect of 1978 legislation on the taxation of individ

uals' transactions in assets was to reduce from 49.125% to 28% the 

maximum marginal rate at which long-term capital gains therefrom could 

be taxed. This decrease, along with other changes in the law, reversed 

the tax reform trend toward the increased taxation of such gains. Such 

34. See item 15 of Current Law explained at pp. 29-30. 



effect has been criticized as moving the law away from, rather than 

towards, the achievement of more equity. Chapter 9 examines this criti

cism in the presentation of the study's empirical findings on the com

parative equities of three methods of taxing individuals' transactions 

in assets. 

Summary 

A complex set of rules with respect to the taxation of gains and 

losses from transactions in assets are embodied in the federal income 

tax laws. These rules have resulted from the desire, prompted by a 

number of motives, to tax gains and losses from certain types of assets 

or transactions differently than other types of income and deductions. 

Essentially, the difference in treatment is confined to gains and losses 

from sales or exchanges of "capital" assets and other transactions 

deemed equivalent. The fundamental features of the law as it exists 

today are summarized below; this summary, however, is subject to many 

exceptions and special rules. 

A "capital asset," basically, is an investment asset, not one 

which is routinely bought and sold by the taxpayer. Gain or loss is 

determined by subtracting the "adjusted basis" (generally cost) from 

the "amount realized" (generally sales price less expenses of sale). If 

the asset has been held for more than one year, any gain or loss on the 

disposition of the asset is a "long-term" gain or loss; if the asset 

has been held for one year or less, "short-term" gain or loss results. 

The taxpayer's transactions are grouped according to their short-term 
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or long-term status and the net gain or loss for each category is then 

determined. 

For individual and fiduciary taxpayers (corporations have a 

different set of rules), such net short-term and net long-term capital 

gains and losses are treated as follows: 

Capital gains. A net short-term gain, or an excess of a net 

short-term gain over a long-term loss, is fully included in income. 

A net long-term gain, or an excess of a net long-term gain over a 

net short-term loss, is reduced by 60% before being included in 

income; i.e., only 40% is taxed. 

Capital losses. A net short-term loss, or an excess of a net 

short-term loss over a net long-term gain, is eligible for deduction 

against other ordinary income in full. A net long-term loss, or an 

excess of a net long-term loss over a net short-term gain, is re

duced by 50% before being eligible for deduction against other 

ordinary income. Only up to $3,000 per year of such eligible capi

tal losses (short-term losses being first applied) can be deducted 

against other ordinary income; any amounts which exceed the annual 

limitation are carried over indefinitely to offset short-term and 

long-term gains and ordinary income of subsequent years. 

Thus, with the highest individual income tax rate of 70% and the inclu

sion in income of only 40% of net long-term capital gains, the effective 

maximum rate on such gains is 28%. While an "alternative minimum tax" 

may apply in certain instances, the maximum effective tax rate under 

this computation for long-term capital gains is only 25%. 
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The evolution of the current state of the law with respect to 

the taxation of gains and losses from transactions in assets has been 

characterized by many varying provisions. These provisions, in turn, 

have resulted from the application of a number of different, and often 

conflicting, goals and objectives. The effective tax burdens on 

variously-defined long-term capital gains have ranged widely. A sum

mary of the historical patterns follows. 

From 1921 through 1969, a heterogeneity of taxing methods re

sulted in varying tax burdens on capital gains and varying tax benefits 

from capital losses. For capital gains defined as "long-term," maximum 

marginal effective tax rates ranged from 12-1/2% to 25%. 

Commencing in 1970, a trend toward the heavier taxation of 

long-term capital gains was set in motion by the Tax Reform Act of 1969. 

This trend resulted from the introduction into the law of the "minimum 

tax" on tax preferences and the "maximum tax" calculation for income 

from personal services. The interaction of these two new provisions 

with existing (although modified) law resulted in a theoretical maximum 

marginal effective tax rate for long-term capital gains of 45.5%. 

Amendments to the minimum-tax and maximum-tax rules embodied in the Tax 

Reform Act of 1976 increased the maximum effective rate to 49.125%. 

The law as it exists today resulted largely from the reversal of 

the 1970 trend by the Revenue Act of 1978. The maximum marginal effec

tive tax rate of 28% on long-term capital gains is only slightly higher 

than the 25% effective maximum rate which prevailed from 1942 through 

1969. 



CHAPTER 3 

TAXATION OF GAINS AND LOSSES FROM 
TRANSACTIONS IN ASSETS: PROPOSED METHODS 

Along with the many reasons voiced for increasing or decreasing 

the income tax flowing from transactions in assets, many alternative 

taxing methods have been proposed. This chapter reviews these sugges

tions in general. It also discusses the comprehensive income tax con

cept and a related plan - indexing - which addresses the problem of 

correcting the income tax system for inflation. 

Summary of Proposed Methods 

David (1968, pp. 109-12) summarized much of the literature by 

demonstrating that the alternative approaches to the taxation of gains 

and losses from transactions in assets will incorporate one or more of 

the following dimensions: 

1. The class of transactions which are eligible for special 

treatment. 

2. The criteria for determining the holding period. 

3. The definition of the value or amount of the gain or loss to 

be taken into account. 

4. The timing of the tax payment. 

5. The rate(s) of tax to be applied to net gains or losses. 

Thus, under dimension 1 (eligible transactions), the definition 

of a capital asset under Sec. 1221 could be expanded or narrowed. 

46 
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Additionally, those provisions now permitting capital gain treatment for 

transactions other than sales or exchanges of capital assets"'" could be 

amended to increase or decrease the scope of transactions involved. 

Similar changes could be made to those provisions which now decree ordi

nary income or loss treatment for transactions which have the outward 

2 
appearance of a capital gain or loss situation. 

The changing of the holding periods under dimension 2 could re

sult in the categorization of a gain or loss as-*short-term, long-term 

or something in-between. Such changes took place in the 1921, 1934, 

3 
1938, 1952 and 1976 Revenue Acts. Once the holding periods have been 

determined, dimension-3 alternatives could apply different exclusion 

(or inclusion) percentages of the gains and losses, also as in the 1921, 

1934, 1938 and 1952 Revenue Acts, as well as in the Revenue Act of 1978. 

Dimension-4 (timing) alternatives could include changes in the 

limitation on the deductibility of losses, the accrual concept of recog

nizing gains and losses (by changes in market values) without the 

necessity of a realization or transaction, and the presumptive realiza

tion of gains and losses at death or at the time of a gift. Also 

1. Including, for example, a net gain from the sale or exchange 
of a "Sec. 1231 asset" (not a "capital" asset), the redemption (not a 
"sale or exchange") of certain evidences of corporate or governmental 
debt under Sec. 1232 and portions of lump-sum distributions from certain 
qualified employee plans under Sec. 403(a)(2). 

2. Including, for example, recapture of depreciation under 
Sec.'s 1245 and 1250, recapture of farm losses under Sec. 1251, recap
ture of intangible drilling costs under Sec. 1254, or ordinary-loss 
treatment of losses on "small business stock" under Sec. 1244. The 
provisions of Sec. 1244 were liberalized by the Revenue Act of 1978. 

3. See the discussion of the history of the law in Chapter 2, 
pp. 30-37. 



falling into this category is the extension, or restriction of the non-

recognition of gain and/or loss provisions for certain sales or ex

changes . ̂ 

Under dimension 5 (tax rates) could fall such provisions as in

creasing or decreasing the tax preference effect, increasing or decreas

ing the alternative tax rate(s) or base to which it (they) apply, and 

pro-rating gains and losses over the holding period and computing the 

tax as if these gains and losses were realized in such periods. Also 

included in this category are the assessment of an interest charge for 

the deferral of taxes on accrued gains and restricting or liberalizing 

the income averaging provisions. 

The ability to make specific proposals for changes in the law 

within these dimensional classifications can be seen, for example, in 

some past recommendations from the American Institute of Certified 

Public Accountants, Division of Federal Taxation (1974 and 1977, pp. 87-

89). In 1974, dimension-1 proposals consisted of the narrowing of the 

definition of capital assets, essentially by eliminating intangibles 

from the included class of qualifying assets, and the broadening of the 

recapture provisions for depreciation and other similar deductions. 

Extending the holding period to one year as the demarcation between 

long-term and short-term transactions was a dimension-2 recommendation. 

Dimension-3 proposals consisted of a sliding scale of long-term capital 

4. Including, for example, exchanges of like-kind property 
under Sec. 1031, the taxability of realized gain from an involuntary 
conversion (Sec. 1033) and from the sale of a residence (Sec. 1034) only 
to the extent of the unreinvested proceeds, and a wide class of corpo
rate reorganizations described in Sec. 368(a)(1). 
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gain deduction ratios, starting at 50% for one year and increasing by 

five percentage points per year up to a maximum of 80%, and the con

tinuation of the step-up in basis of appreciated assets transmitted at 

death.^ Suggested dimension-4 changes were to allow an unlimited deduc

tion for capital losses and a carryback of any unused amount as a net-

operating loss. An alternative proposal was to increase the capital loss 

deduction to $5,000 with a three-year carryback of unused amounts. In 

1977, as part of a more encompassing list of recommended changes, the 

Division urged a dimension-4 provision to permit individual taxpayers 

an election to carry back unused capital losses. A proposal to liberal

ize the ordinary loss provisions of Sec. 1244 fell in dimension 1. 

The Comprehensive Income Tax and Indexing 

Proponents of broad tax reform generally have emphasized the ef

fect of reform proposals on the personal income tax. In the long run, 

at least, many authorities have concluded that the ultimate burden of the 

5. But, see Chapter 2, p. 40, footnote 33 for the impropriety 
of this recommendation. 

6. For practical and other reasons, the Division was against 
adopting either of the two other frequently mentioned concepts for taxing 
such appreciation: constructive realization at death and the carryover 
of the decedent's basis into the hands of his estate or heirs. See 
Chapter 2, pp. 37-38 for a discussion of the recent and short-lived 
appearance in the Internal Revenue Code of just such a carryover basis 
rule. 
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income tax is on individuals.^ The basic restructuring which reformers 

have proposed for some time takes two approaches, a "comprehensive in-

g 
come tax" (CIT) and a "consumption tax." The latter, which has a number 

9 
of theoretical justifications, is not discussed in this study. The CIT 

proposal seeks basically to broaden the tax base, or expand the legal 

definition of taxable income, by reducing the exclusions, deductions and 

other eroding factors therefrom. Such a broadened base would permit tax 

liabilities similar to those calculated under existing law to be gene

rated with a reduced shcedule of tax rates.^ 

Because of the effects of inflation, and depending on the source 

of the income and the financial posture of the taxpayer, taxable income 

7. Fiduciary income taxes of estates and trusts ultimately are 
borne by their individual beneficiaries. The ultimate corporation income 
tax burden appears also to be a personal one. One theory holds that the 
corporate tax, partially at least, is shifted forward to customers or 
backwards to factors of production. Any balance would appear to affect 
stock returns and values. The theory advanced by Harberger and others 
is that the corporate tax burden falls on the owners of all capital. 
For a discussion of the incidence of the corporation income tax, see, 
e.g., Herber (1979a, pp. 189-94). 

8. The attainment of a more comprehensive tax base was urged 
prominently at Congressional hearings as early as 1959 (U.S. Congress, 
House, 1959). Although much of the literature referenced in the ensu
ing text is relatively recent and written largely by economists, the 
legal profession also was early in actively promoting a CIT. See, e.g., 
Bittker (1967). 

9. The chief justifications for a consumption tax are that it 
is one way of approximating the economists' Haig-Simons definition of 
"income" (see p. 52 following), that it emphasizes the uses of income in 
consuming scarce resources as the tax base, and that it would encourage 
savings, i.e., provide a disincentive to consumption. 

10. However, there is considerable opinion that the elimination 
of various special provisions would have a retardant (or at least a non-
stimulative) effect on the national economy. Thus, the national economic 
base, in fact, might be reduced rather than broadened. See the discus
sion of capital formation issues in Chapter 10, pp. 220-222. 
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measured in historical-cost terms may be overstated or understated or 

may be taxed at progressive rates designed to achieve vertical equity on 

uninflated income measures. To remove these inflation-induced distor

tions, an indexing concept has developed. Indexing takes two forms: 

(1) the inflation adjustment of the rate structure and such fixed amounts 

as personal exemptions and standard deductions, and (2) the inflation 

adjustment of the tax base, both the income and expense elements. 

A significant recognition was given to these concepts in early 

1977 with the publication of Blueprints for Basic Tax Reform (U.S. Trea

sury Department, 1977), hereinafter referred to as "Blueprints." While 

Blueprints contained an alternate proposal for a consumption type of tax 

11 12 
system, the concern here is with its proposal for a CIT. 

The broadness in scope of the tax reform measures contained in 

Blueprints is evidenced in its Foreword by William E. Simon, the Secre

tary of the Treasury in the Ford Administration: 

After years of seeking to reform the tax system, I am convinced 
that tinkering is no longer the answer. We must design an en
tirely new tax system, adopt it as an integrated whole, with a 
much broader tax base but with much lower and simpler rates so 
that it will be widely accepted and so that all can share its 
advantages. 

11. These reform proposals have not been confined to the U.S. 
Paralleling the development of Blueprints, similar (but nongovernmental) 
efforts were undertaken in Great Britain. The recommendations of the 
British Study, The Structure and Reform of Direct Taxation (Institute for 
Fiscal Studies, 1978, sometimes referred to as the "Meade Report") were 
also the achievement of tax reform through a CIT or an expenditure-based 
tax, the latter being preferred. See Herber (1979b) for a succinct sum
mary and comparison of the Blueprints and Meade proposals and also for a 
criticism of the expenditure-type tax as being inferior to a CIT on 
distributional equity grounds. 

12. Written comments on Blueprints have been largely confined 
to the CIT proposals. See, e.g., Goldstein (1977) and Woodworth (1977). 



One segment of the Blueprints' version of a CIT, as part of the 

plan for broadening the tax base, was to include capital gains and 

losses as items of ordinary income, after indexing the gains and losses 

to eliminate the effects of inflation. Indexing consists of applying an 

adjustment factor to the historical-cost basis of an asset and restating 

it in current dollars. Such restated, or indexed, basis is then sub

tracted from the selling price of the asset (measured in current dollars) 

and the resulting gain or loss is treated as an ordinary income or loss 

item, taxable or deductible in full. The methodological approach of this 

segment of the Blueprints' proposal, as interpreted in this study, is 

hereinafter referred to as the "Reform Plan." Both the CIT and the 

indexing concept are more fully discussed in the following sections. 

The Comprehensive Income Tax 

The CIT attempts to approximate the "Haig-Simons" definition of 

income (also referred to as the "accretion concept") as the sum of con

sumption expenditures plus, or minus, the increase or decrease in net 

13 worth between two points of time. The accretion concept includes un

realized gains and losses in current income, as well as items of imputed 

14 
income, such as the rental value of owner-occupied homes. However, 

the measurement difficulties of both consumption and net worth make the 

literal application of the definition a difficult and impractical one. 

13. This definition is generally preferred by economists. See 
Goode (1976, pp. 13-16, 26-27), Herber (1979a, pp. 141-42) and Musgrave 
and Musgrave (1976, p. 243) for a discussion of the concept, as well as 
Goode (1977, pp. 7-28) for an expanded analysis under the term "The 
Schanz-Haig-Simons Definition." 

14. See the discussion of these topics in Hellmuth (1977, 
pp. 163-172) and in Blueprints (pp. 85-86). 



Thus, proponents of a CIT generally have confined their sugges

tions for items to be included in the tax base to those susceptible to 

ease of administration. Some of the suggestions^ for base-broadening 

follow. 

Inclusion of items not presently taxed as income to individuals: 

1. Certain employee fringe benefits (Sunley, 1977a, pp. 75-92 and 

Blueprints, p. 59). 

16 
2. Social security, unemployment compensation and other public 

transfer payment benefits; on the other hand, employee payments 

for these benefits would be deductible (Sunley, 1977a, pp. 92-

106 and Blueprints, pp. 58, 60-62). 

3. State and local bond interest (Goode, 1976, pp. 133-138 and 

Blueprints, pp. 84-85). 

4. Corporate income imputed to individual shareholders as a result 

of the integration of the individual and corporate income tax. 

(Break and Pechman, 1975, pp. 90-104, and Blueprints, pp. 68-75). 

5. The excluded portion of long-term capital gains (Break and Pech

man, 1975, pp. 51-52, Pechman, 1977, pp. 106-112 and Blueprints. 

pp. 77-78). 

15. The references cited in support of the suggestion are not 
necessarily the original source thereof, nor are they exclusive or ex
haustive. Many other authorities have made similar proposals. 

16. The Revenue Act of 1978 (P.L. 95-600) added new Sec. 85 
to the Internal Revenue Code to tax unemployment compensation benefits. 
Such benefits are taxable, but only if the taxpayer had adjusted gross 
income of at least $20,000 if single or $25,000 if married and filing 
a joint return. 
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Reduction in deductions taken by individuals: 

1. Eliminate the deduction for property taxes on owner-occupied 

homes (Hellmuth, 1977, pp. 179-181 and Blueprints, pp. 86-88). 

2. Eliminate the deduction for mortgage interest on owner occupied 

homes (Hellmuth, 1977, pp. 181-182 and Goode, 1976, pp. 148-

153); but Blueprints (pp. 88-89) would continue the deduction. 

3. Reduce (Due, 1977, pp. 45-47) or eliminate entirely (Blueprints, 

pp. 89-90) the deduction for medical expenses. 

4. Reduce or eliminate the deduction for charitable contributions 

(Due, 1977, pp. 47-50 and Blueprints. pp. 95-97). 

5. Eliminate the deduction for state and local gasoline taxes (Due, 

1977, pp. 50-52 and Blueprints, pp. 92-93)."^ 

In addition, Blueprints (pp. 101-104) would broaden the concept of a 

taxpaying and filing unit to include the earnings of the taxpayer's 

children under certain conditions. 

As a result of this base broadening, the same amounts of tax 

revenue could be raised using a substantially reduced schedule of rates. 

The simulation study included in Blueprints, for example, using its 

definition of "comprehensive income," generated approximately the same 

total tax revenue, and, significantly, with approximately the same 

17. Such deductions have been eliminated for 1979 and subse
quent years by the 1978 Revenue Act. However, energy-conservation in
centives (however slight) were announced as one of the motivating factors 
for such elimination (see, e.g., U.S. Congress, Senate, 1978b, pp. 57-
58) rather than base-broadening objectives. 
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18 
distribution of tax liabilities among comprehensive income classes, as 

under the 1976 Law and income levels used for comparison (Blueprints, 

Table 9, p. 163). The applicable rates used (Blueprints, p. 163) are 

summarized below: 

Taxable Tax 
Comprehensive Income Rate 

Joint returns: $ 0-$ 4,600 8.0% 
4,600- 40,000 25.0 
Over 40,000 38.0 

Single returns: 0- 2,000 8.0 
2,800- 40,000 22.5 
Over 40,000 38.0 

Heads of households would use a schedule of rates averaged 
from the above. 

The Indexing Concept 

The CIT concept deals with the nature of items of taxable income 

and deductions, presumably under the assumption that such items are 

stated in real terms. The indexing concept on the other hand, addresses 

the problem of inflation distortions on the measurement of these items 

and on the tax rates to be applied. 

Indexing the Tax Rates. One set of distortions occurs with 

certain fixed amounts in the law, "... the real width of tax brackets 

and the real value of all exemptions, credits, deductions, and allow

ances fixed in nominal terms" (Aaron, 1976, p. 3). Thus, a given 

18. Blueprints (p. 165) observed that while aggregate liabili
ties by income class changed little, there were substantial individual 
taxpayer differences. The similarity in the distribution of tax burdens 
by income class raises the question whether Blueprints tacitly assumed 
that the actual class distribution of 1976 post-tax income was desirable, 
or at least acceptable. The text of Blueprints is silent on this matter. 



schedule of graduated tax rates and exemption amounts, designed at one 

time to yield a certain degree of progressivity, will, if unchanged, 

yield a higher degree of progressivity on inflated incomes by submitting 

the same amount of income, measured in real terms, to higher marginal 

tax rates. Sunley and Pechman (1976, p. 154), among others, have indi

cated that the mechanics of automatically indexing the rates and other 

fixed dollar amounts in the tax laws would be relatively simple. How

ever, Aaron (1976, p. 27) noted that at an October, 1975 conference 

sponsored by the Fund for Public Policy Research and the Brookings In

stitution (the report on the conference being Aaron, ed., 1976), "no 

participant attached much intrinsic importance to indexing the rate 

structure." He thus concluded (p. 27) that "the case for adjusting the 

rate structure automatically at any expected rate of inflation seems 

far weaker, more dependent on political judgments, and less dependent 

on the volatility of the inflation rate than does the case for indexing 

19 
the tax base." Deputy Assistant Secretary of the Treasury for Tax 

Policy, Emil M. Sunley, Jr. (1979, p. 329), added new emphasis to the 

foregoing in his argument against the automatic indexing of the rate 

structure: "I believe the country should not give up its control over 

this aspect of fiscal policy. We would be better off if Congress con

tinued with its existing approach of periodic tax increases and de

creases." 

19. Moreover, the automatic indexing of the rate structure has 
been criticized for weakening the "fiscal drag" of the income tax and 
thus weakening its stabilization effects in an inflationary economy. 
See, e.g., Pierce and Enzler (1976) for an expanded discussion. 



57 

Nevertheless, in view of continuing high rates of inflation, the 

automatic indexing of the tax rate brackets and other fixed dollar 

amounts is still being advocated. For example, a recent report from 

the Advisory Commission on Intergovernmental Relations (1980) strongly 

recommended the adoption of such a system by the federal government as 

well as by state governments. The Commission gave a number of reasons 

for its position, prominent among which was the achievement of tax 

equity (pp. 17-18). 

Indexing the individual income tax would promote the goal of 
tax equity in two ways. . . . [I]t preserves the tax burden 
distribution as approved by Congress or the state legislature 
so that legislative intent and existing equity are maintained 
despite inflation. . . . [and] move[s] state and federal in
come taxes towards true equity - i.e., based on ability to pay -
because it shifts the tax base toward real income or real 
purchasing power. 

In another recent report, the American Institute of Certified Public 

Accountants, Division of Federal Taxation (1980) has joined the argument 

in favor of indexing. It also based its support partially on equitable 

principles. Both reports noted prominently that a number of states and 

countries have indexed their tax systems to varying degrees. 

Indexing the tax base. Whether or not the tax base should be 

20 
indexed is a more complicated issue. Herein lie problems in choosing 

20. The strong recommendation of the Advisory Commission on 
Intergovernmental Relations (1980) did not extent to the indexing of the 
tax base. Noting the complexity of the issues involved and the lack of 
consensus thereon (p. 32), the Commission urged "further research" before 
"attempting the more complex reforms needed for property income." Al
though the Division of Federal Taxation of the American Institute of 
Certified Public Accountants (1980) further endorsed the indexation of 
the tax base, it refrained from making specific legislative recommenda
tions in favor of further study. See p. 63 following for a delineation 
of the areas which the Division intends to investigate. 
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the items to receive the indexing adjustment and in specifying the 

manner in which the adjustment mechanism is to be applied. Brinner 

(1976, p. 125) observed that while income from labor is measured in 

current dollars, the only inflation distortion arising from the taxation 

21 
of this income is in the rate and other fixed dollar amount struc

tures. With respect to income flowing from capital, however, a return 

measured in current dollars based upon the historical cost of such capi

tal is further distorted and overstated because the capital investment 

cannot be replaced at current dollar amounts equal to the historical 

cost amount. This important and somewhat obvious point has been made 

by many authors. 

While it appears that the foregoing comments pertain only to the 

asset side of a taxpayer's balance sheet, indexing the tax base is also 

applicable to the liability side. Symmetrically with the concept that 

interest income from savings accounts and debt securities is overstated 

22 
because of the reduction in the purchasing power of the principal, 

interest expense paid on fixed obligations is understated because the 

repayment of the debt is made in cheaper dollars. 

Wetzler (1977, p. 129) summarized the issues by noting that "a 

complete program of adjusting the definition of income for inflation 

would require four adjustments." 

21. This conclusion assumes that the effects of inflation in 
the wage rate, i.e., the tax base itself, has been fully reflected in 
the market place. 

22. As distinguished from note 21 above, this conclusion as
sumes that the effect of inflation in the interest rate has not been 
fully reflected in the market place. 
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1. The increase in the basis of capital assets to exclude illusory 

(inflation) gains. (Other authors would extend the basis ad

justment to all assets.) 

2. The deduction by owners of savings accounts (and other debt se

curities) of the loss in value occasioned by inflation. 

3. The reflection of the increased bases of assets in the computa

tion of depreciation. 

4. The inclusion of the income to debtors of the inherent gain re

sulting from the repayment of debt with cheaper dollars. 

Blueprints adopted adjustment no. 1 for capital assets (p. 77) 

and adjustment no. 3 for depreciation (p. 65), but was silent as to the 

other two. Some wording, however (p. 64), suggested that with respect 

to inventories, a LIFO method may approximate an inflation adjustment. 

The mechanics of the indexing adjustment, as it applies to trans

actions in assets, consist of multiplying the historical-cost basis of 

t 

the asset by the ratio of the selected price index at the time of reali

zation to the index at the time of acquisition. The basis of the asset 

is then expressed in current dollars and gain or loss is measured by 

the difference between the amount realized (expressed in current dollars) 

and the restated basis. However, a number of related problems present 

themselves in the implementation of this adjustment. They are discussed, 

and for purposes of this research, resolved in Chapter 5. 

Once the indexing concept has been accepted, there remains the 

choice of the index to be used. Denison (1976, pp. 236-239) noted that 

as inflation may affect each taxpayer differently, a "personalized 

index" may be appropriate. He nevertheless argued in favor of a single 
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index for all taxpayers, for practical as well as for theoretical rea

sons. Denison (1976, p. 235) further recommended the "implicit deflator 

for national income" as this single index. Davidson and Weil (1976, 

p. 83), however, suggested the use of the "gross national product impli

cit price deflator" in keeping with the Financial Accounting Standards 

Board (FASB) proposal on inflation accounting (Financial Accounting 

Standards Board, 1974). This latter index was used also by Fellner, 

Clarkson and Moore (1975) in their inflation study. 

The foregoing two indices may appear appropriate for a business 

firm and its financial accounting. But, as far as individuals are con

cerned, Gordon (1976, p. 264) argued that an "income-based" index is 

inappropriate to measure changes in purchasing power, particularly if 

inflation is induced from the "supply" side. He therefore urged that a 

consumption-based index should be used. In'keeping with this argument, 

Brinner (1976, p. 123) recommended the use of the "consumer price index" 

23 
(CPI). The CPI was used in an inflation study by Feldstein and Slem-

rod (1978), Blueprints (p. 78) adopted it in its simulation study and, 

24 as previously noted, the CPI was used to make the indexing adjustment 

contained in the 1978 House Bill (U.S. Congress, House, 1978a). More 

recently, the CPI was selected for use in financial accounting. The 

1974 choice by the FASB of the GNP implicit price deflator, as noted 

23. Using 1967 as a common base year, a comparison is set forth 
as Appendix A, at page 235, of the CPI with the Implicit Price Deflators 
for both Gross National Product and National Income. For any given 
year, the differences between the three indices appear to be only 
slight. 

24. See Chapter 2, p. 41. 
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earlier, has now been changed to the CPI. Financial Accountiiag Standard 

(FAS) No. 33, "Financial Reporting and Changing Prices" (Financial Ac

counting Standards Board, 1979) incorporated the use of the CPI in making 

inflation adjustments for business financial statements. 

While the concept of indexing has been presented hereinabove as a 

segment of an overall CIT approach, it has also been considered separ

ately and recommended for inclusion in the tax laws, especially in the 

25 
literature of the legal profession. A very limited application of the 

indexing concept (somewhat more restrictive than the Reform Plan adopted 

herein) was proposed as "Legislative Recommendation No. 1975-4" by the 

American Bar Association, Section of Taxation and adopted by the A.B.A. 

House of Delegates (American Bar Association, 1975). 

The foregoing discussion of indexing has been presented primarily 

within a framework of the individual taxpayer. However, the concept, 

particularly the indexing of the tax base, is equally applicable to busi

ness corporations. A number of comments, however, have indicated that 

the continued use of historical-cost accounting for financial statement 

25. See, e.g., American Bar Association (1973), Kau and Schlar 
(1973) and Drake (1974). 
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26 
purposes is hindering the adoption into the tax laws of indexing the 

tax base. For example, in a summary and encouragement of the adoption 

27 of the broader aspects of indexing, Kelley and others (1977, p. 35) 

were pessimistic. 

Politically, it will be most difficult, if not impossible, to in
corporate inflation adjustments into the tax law if business con
tinues to insist on two sets of books. Neither legislators nor 
the public are going to be persuaded that profits are overstated 
and should be adjusted downward for tax purposes until business 
is willing to report them the same way for financial purposes. 
We most urgently need unified leadership from the accounting 
profession and statesmanship from the business community. 

Sunley (1979, p. 332) was more emphatic. "Until the business community 

is prepared to use an indexed financial statement in reporting to their 

stockholders and creditors, Congress should not permit the business com

munity to report to the Internal Revenue Service on an indexed basis." 

26. The accounting profession has been long concerned over the 
distorting effects of inflation on historical-cost accounting. This con
cern, however, has not been prompted by tax considerations, but instead 
by the desire to make meaningful the financial information resulting from 
the application of accounting principles. The issues over how to reflect 
inflation effects in financial statements are complex, as evidenced by a 
vast body of Scholarly, professional and popular business literature on 
the subject. Recently, however, the profession has adopted a set of 
rules in Financial Accounting Standard (FAS) No. 33, providing for sup
plemental disclosure of inflation effect data in published financial 
statements (Financial Accounting Standards Board, 1979). As noted pre
viously, the effects of inflation are to be based on the CPI. The Secur
ities and Exchange Commission has been active also in urging the account
ing profession to adopt inflation accounting procedures. Its latest 
pronouncement (Securities and Exchange Commission, 1979) deleted the 
previous requirement for certain companies to furnish supplemental 
replacement-cost information in their financial statements, in favor of 
the inflation-accounting rules of FAS No. 33. 

27. William A. Kelley, Jr. was Chairman of the Special Committee 
on Taxation and Price Indexing of the Section of Taxation, American Bar 
Association; his co-authors included the Vice Chairman and a member of 
the Committee and the Chairman of the Section's Special Committee on 
Capital Formation. 
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The recent statement from the American Institute of Certified 

Public Accountants, Division of Federal Taxation (1980, p. 1) announced 

that it plans to establish task forces to study the problem of conformity 

between indexed financial and tax accounting, along with other issues 

involved in the broad application of indexing to the federal tax system. 

Specifically, 

The studies will encompass such aspects as the following: 

1. Indexation of depreciation and the basis of income-producing 
assets. 

2. Indexation of individual tax rates and fixed-dollar allowances, 
such as deductions, credits, and exemptions. 

3. Indexation of fixed dollar debt, savings accounts, etc. 

4. A capital maintenance deduction for business enterprises. 

5. Adjustment of tax reporting and financial statement reporting 
to reflect the impact of changing prices and inflation. 

6. Indexation of the estate and gift tax provisions of the Internal 
Revenue Code. 

7. The question of whether indexation should be total or partial, 
immediate or gradual. 

8. The question of whether the consumer price index (because of its 
broad coverage and because it is generally understood by large 
segments of society) or some other economic index should be used 
as the appropriate measure for tax indexation. 

Thus, the broad application of indexing the tax base appears to 

be inhibited at the present time. However, the limited application of 

indexing only gains and losses from transactions in assets, as in the 

Reform Plan herein and as in the 1978 House Bill (U.S. Congress, House, 

28 1978a) does appear to be amenable to separate consideration and 

analysis, as well as implementation into the tax laws. 

28. See Chapter 2, pp. 40-41. 



CHAPTER 4 

DESCRIPTION AND EVALUATION OF THE DATA BASE 
USED IN THE STUDY 

Published studies of the effects of inflation on individual tax

payers have been restricted to the use of single-year data obtained from 

the U.S. Treasury Department. This fact was noted in the introductory 

chapter, along with the opinion that the availability of information 

for longer periods of time is desirable.The observation of a particu

lar taxpayer over a period of time permits a more refined assessment of 

his normal tax burdens than that afforded by his financial activities 

and tax liability for a single year. This study utilized simple aver

ages of various historical and derived data to represent such normality. 

2 
The introduction also described the circumstances under which 

this researcher was able to have access to tax return information cover

ing a longer period of time for a limited group of individual taxpayers. 

This chapter explains the reasons for the choice of the time period of 

the study and describes the characteristics of the limited group of 

taxpayers whose returns for the study period comprised the study's data 

base. Certain comparisons are then made between the selected group and 

the population of U.S. taxpayers. Based upon the resulting relationship, 

1. See Chapter 1, pp. 15-16. 

2. See Chapter 1, p. 16. 
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comment is made on the general applicability of the dissertation find

ings. 

Study Period 

The eight years, 1970-1977, were chosen as the study period for 

three reasons. First, the approach of the dissertation is to juxtapose 

the tax effects of current (1979) law and the Reform Plan with an his

torical perspective. The law in effect during 1970-1977 provides a good 

perspective as the rules for the taxation of gains and losses from 

transactions in assets were relatively homogeneous during this time. 

3 
As detailed in Chapter 2, it was in 1970 that the effective rate of 

taxation of net long-term capital gains was substantially increased from 

prior law as the results of two new tax computational methods, the maxi

mum tax on earned (personal service) income and the minimum tax on tax 

preferences. Commencing in 1976, modifications to these computational 

methods increased somewhat the effective marginal rates on such gains. 

Also, starting in 1970, the 25% alternative tax computation was limited 

to the first $50,000 of long-term capital gains. In 1978, however, the 

effective taxation of gains and losses from transactions in assets was 

substantially altered. Such alteration resulted from changes in the 

computation of the maximum and minimum tax provisions, the repeal of the 

alternative tax computation, and the increase in the long-term capital 

gain deduction. In comparison, the Reform Plan recognizes none of these 

special calculations. 

3. At pp. 33-38. 



Second, the dissertation is concerned with the effects of infla

tion. The absolute and proportional increase in inflation, as measured 

by the CPI, was greater for the years 1970-1977 than for any of the 

4 preceding eight-year periods following World War II. 

Third, the study period was terminated with 1977, even though 

the 1978 changes in the law which affected the taxation of transactions 

in assets did not take effect fully until 1979. The applicable provi

sions for 1978 were a conglomerate of both 1977 Law and 1979 Law, making 

it a difficult year to use for comparative purposes. In addition, the 

data gathering activity was completed prior to the preparation of and 

the filing period for 1978 returns. 

Selected Taxpayer Group 

The researcher's firm of Certified Public Accountants has files 

of 1977 and prior years' personal income tax returns for approximately 

600 individual clients. However, the files for only 224 of these tax

payers contained information and returns for the entire eight-year, 

4. Summary of the growth of inflation, as reflected by the CPI? 

Annual Average % 
CPI (1967-100) Increase 

1945 CPI 
8-year increase 

1953 CPI 
8-year increase 

1961 CPI 
8-year increase 

1969 CPI 
8-year increase 

1977 CPI 

Source: U.S. Bureau of Labor Statistics, Handbook of Labor 
Statistics. 1978, Washington: U.S. Government Print
ing Office, 1979, Table 119. 

53.9 
2 6 . 2  
80.1 
9.5 
89.6 
20.2 
109.8 
71.7 
181.5 

48.6 

11.9 

22.5 

65.3 
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1970-1977 period. As the methodology of the study is based on the com

parison of eight-year averages of variously defined incomes and tax 

liabilities, the data accumulation for the study was restricted to these 

224 full-period clients. These 224 taxpayers are hereinafter referred 

to as the "selected taxpayers" or the "selected group;" the individual 

annual returns are referred to as the "selected returns." 

The exclusion of the non-full period clients from the data base, 

in the researcher's judgment, did not bias the results obtained in the 

study. While no specific tests or examinations were made, based on the 

researcher's general familiarity with these clients' affairs and trans

actions in assets, the data obtained from the selected group was fairly 

representative of all of the clients of the firm. 

Of the 224 selected taxpayers, 187 of them had transactions in

volving the disposition of assets during the study period. A classifi

cation of these taxpayers, along with the 37 who had no such transactions 

5 6 
in assets, by "average modified adjusted gross income" class is shown 

in Table 4-1. 

For purposes of the research, data on 2,367 transactions in 

assets were recorded from the eight years of returns of the above 187 

taxpayers. The number of actual asset transactions, however, was 

5. The purpose for the inclusion of these taxpayers without 
transactions in assets was primarily to serve as a reference point. See 
a further explanation in Chapter 9, P« 174. 

6. This term is explained and defined in Chapter 5, p. 115. 
Essentially, it represents average adjusted gross income after adjust
ment for the duplicating effect of certain net operating losses and for 
certain deductions which arose from pre-1970 transactions or which gave 
certain post-1977 benefits. 
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Table 4-1. Distribution of Numbers of Selected Taxpayers With and 
Without Transactions in Assets, by Average Modified Adjusted 
Gross Income Class 

Number of Taxpayers 
Average Modified 
Adjusted Gross 
Income Class3 

With 
Transactions 
in Assets 

Without 
Transactions 
in Assets Total 

Less than $5,000 12 12 24 

$5,000-$9,999 34 8 42 

$10,000-$14,999 29 9 38 

$15,000-$19,999 30 1 31 

$20,000-$24,999 24 1 25 

$25,000-$29,999 12 2 14 

$30,000-$49,999 31 2 33 

$50,000-$99,999 13 1 14 

$100,000 and over 2 _1 3 

Totals 187 11 224 

a. See footnote 6. 

greater. Particularly in the case of sales of securities, if, in a 

given year of sale, two or more transactions involved the same year of 

acquisition, they were often aggregated for efficiency of data extrac

tion and computer processing. Totaling acquisition and sales prices 

and resulting gains and losses for such aggregations had no effect on 

the later determination of the inflation effects included therein. 

Further details on these recorded transactions are given in Chapter 7, 

Table 7-1. 
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Demographically, the clients included in the selected group 

7 8 generally can be described as low- and middle-income urban individuals 

and family units. Some of the selected taxpayers were minor children 

of business clients. Most often, their returns were classified as low-

income. Ten such children are included in the group of 37 taxpayers 

without transactions in assets. None of the clients could be classified 

as a blue collar worker; few were engaged in farming or ranching activ

ities. Most frequently, the taxpayer, or primary income-producing 

spouse, was a small businessman, operating as a proprietor, partner or 

owner-officer of a controlled corporation. Many of the taxpayers were 

professional persons or were otherwise engaged in service industries. 

The clients' investments and sources of income covered a wide 

range of economic activities. Many clients were significantly involved 

with active or passive investments in real estate. The clients' sales of 

stocks and bonds predominated among the total number of transactions 

in assets. 

Representativeness of Selected Group 

The taxpayers comprising the study group were not selected in a 

random sample from the total population of U.S. taxpayers. Hence, any 

7. No consensus in the literature was found as to the discrete 
range of income, however, defined, which delineates "middle-income" tax
payers, even as the group lying in-between taxpayers with defined "low" 
or "high" incomes. Presumably, the dividing lines, if any, shift upwards 
in times of inflation. For purposes of this study, and applicable for 
the entire study period, "middle income" is taken to refer to adjusted 
gross incomes (as variously defined) from $20,000-$99,999. 

8. The practice of the researcher's firm consists essentially 
of small business and individual clients located in the metropolitan 
area of Tucson, Arizona. 
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inferences about the population cannot be drawn through the use of sta

tistical techniques. However, further examination of certain charac

teristics of the selected group in relationship to those of the popula

tion of U.S. taxpayers should assist in the interpretation and evaluation 

of the ultimate results of the study. For this purpose, comparisons 

have been made of certain data compiled from the selected group and from 

the U.S. taxpayer population. Population data were obtained from in

formation published by the Internal Revenue Service in Statistics of 

Income, Individual Income Tax Returns for 1970 through 1975 and in Pre

liminary Report, Statistics of Income. Individual Income Tax Returns 

for 1976 and 1977. 

Amounts of Adjusted Gross Income 

The size of adjusted gross income is a parameter commonly used 

in comparisons of one taxpayer or group of taxpayers to another taxpayer 

or group. In relating the group of 224 selected taxpayers to the entire 

population of U.S. taxpayers, two comparative analyses, meaningful for 

purposes of the dissertation, were used: mean amounts of adjusted gross 

income, and relative distribution of taxpayers within adjusted gross 

income classes. 

For each of the eight years on the study period, and for the 

total of the eight years, the mean amounts of reported adjusted gross 

income were calculated for both the selected group and the U.S. popula

tion. These means are shown in Table 4-2. As indicated in the table, 

the mean adjusted gross incomes of the selected group, for each of the 
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Table 4-2. Mean Adjusted Gross Incomes Reported on Individual Income 
Tax Returns, U.S. Population and Selected Taxpayers, 
1970-1977 

Mean Adjusted Gross Incomes 

Year 
U.S. 

Population 
Selected 
Taxpayers 

1970 $ 8,504 $16,968 

1971 9,033 18,952 

1972 9,616 21,019 

1973 10,251 22,182 

1974 10,865 20,277 

1975 11,526 21,392 

1976 12,463 23,877 

1977 13.362 24.593 

Eight-year means $10.783 $21,158 

Source of U.S. Population data: 
Internal Revenue Service, Statistics of Income, Individual 
Income Tax Returns. 
1970, Table 4; 1971, Table 1.4; 
1972, Table 1.4; 1973, Table 1.4; 
1974, Table 1.4; 1975, Table 1.4. 

Internal Revenue Service, Preliminary Report. Statistics of 
Income. Individual Income Tax Returns. 
1976, Table 4; 1977, Table 4. 

Washington: U.S. Government Printing Office, 1973 to 1979. 



eight years and in total, were consistently approximately twice the 

amounts reported by the U.S. population. 

To compare the income distributions of the selected taxpayers to 

those of the U.S. population, each of the eight annual sets of 224 re

turns were grouped into nine classes by size of adjusted gross income. 

These groupings were chosen to be compatible with the classifications 

9 
used in Statistics of Income. Annual relative frequencies of occur

rence of number of taxpayers within these income classes were computed 

from the U.S. population data. Chi-square analyses were then performed 

for each of the eight years in the study period, and for the overall 

outcome, to test the "goodness-of-fit" between the actual distribution 

of the selected group to that of the U.S. population. The results of 

this analysis are summarized in Table 4-3. Comparing the overall and 

annual test statistics to the indicated values of the 99.5th percentile 

of the chi-square distribution for the degrees of freedom as indicated, 

the hypothesis was readily rejected that the distributions of the ad

justed gross incomes of the selected taxpayers were representative of 

the population. Impounded in the large values of the test statistics 

was a pattern of distribution consistent throughout the study period: 

the actual frequencies of number of taxpayers in the three lowest income 

classes (below $15,000) were less than the expected amounts; the corre

sponding opposite effect pertained for the higher income classes. 

9. See Table 4-4, p. 75, for these classifications. 
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Table 4-3. Chi-Square Goodness-of-Fit Test for Distribution of Ad
justed Gross Income of Selected Taxpayers to Population 
of U.S. Taxpayers, 1970-1977 

Values of X 

Year Test3 

1970 366.76 

1971 384.78 

1972 420.82 

1973 283.19 

1974 249.90 

1975 210.50 

1976 177.12 

1977 173.60 

Overall 2,266.67 

99.5 Percentile 

\ 16.75 (5 degrees of freedom) 

18.55 (6 degrees of freedom) 

71.93 (44 degrees of freedom) 

a. The annual chi-square test statistics were computed as 
follows: 

where: f 3 actual frequency of number of selected returns in income 
class; 

g • expected frequency of number of selected returns in income 
class, 

= 224 multiplied by relative frequency of U.S. population; 
i » income class; 
n = number of classes (1970-1973, n •= 6; 1974-1977, n = 7). 

The chi-square test requires that the expected frequency should be at 
least five. (See Peters and Summers, 1968, pp. 288-290.) Accordingly, 
the four upper-income classes were merged for the years 1970-1973, as 
were the three upper-income classes for the years 1974-1977; i.e., the 
population relative frequencies for the individual classes were each 
less than 5/224 or .0223. 



To summarize the foregoing income distributions, relative fre

quencies were computed for the total eight years of returns filed by the 

U.S. population and the selected taxpayers. This summary is presented 

in Table 4-4. 

Relative Activity in Transactions in Assets 

In a characteristic especially pertinent to the study, the se

lected group can be related to the population of U.S. taxpayers by the 

extent to which taxpayers in particular income classes and in total have 

reported results from transactions in assets. Annual population infor

mation for the years 1970-1977 was obtained from Statistics of Income, 

by class of adjusted gross income and in total, on the number of returns 

reporting and the amounts of reported net capital gains, net capital 

losses and net gains and losses from dispositions of property other than 

capital assets. The same information was compiled for the selected 

group. These annual amounts were then aggregated and averaged, by 

number of reporting returns, for the eight years, 1970-1977. Table 4-5 

compares the relative frequency of the U.S. and selected taxpayers, 

within defined income classes and in total, who reported various gains 

and losses, together with the mean amounts per reporting return. 

In general, Table 4-5 indicates that for the eight years, pro

portionately more of the selected taxpayers reported net capital gains, 

net capital losses and gains or losses from transactions in non-capital 

assets than did the U.S. taxpayer population as a whole. With few ex

ceptions, the same results held for comparisons by income class. More

over, again with few exceptions, the mean amounts of gains and losses 
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Table 4-4. Distribution of Relative Frequencies of Individual Income 
Tax Returns by Adjusted Gross Income Class, U.S. Population 
and Selected Taxpayers, Total Returns, 1970-1977 

Adjusted Gross 
Income Class 

Relative Frequency 
Adjusted Gross 
Income Class 

U.S. 
Population3 

Selected ̂  
Taxpayers Difference 

Less than $5,000 32.3% 16.1% 16.2% 

$5,000-$9,999 25.7 19.2 6.5 

$10,000-$14,999 18.5 14.3 4.2 

$15,000-$19,999 11.2 11.8 (.6) 

$20,000-$24,999 5.6 9.4 (3.8) 

$25,000-$29,999 2.8 6.7 (3.9) 

$30,000-$49,999 2.9 14.3 (11.4) 

$50,000-$99,999 0.8 6.4 (5.6) 

$100,000-$249,999 0.2 1.8 (1-6) 

$250,000 and over (O 0.0 0.0 

Totals 100.0% 100.0% 0.0% 

a. 643.7 million returns 

b. 1,792 returns 

c. Less than 0.04% 

Source of U.S. population data: 
Internal Revenue Service, Statistics of Income, Individual Income 
Tax Returns, 
1970, Table 4; 1971, Table 1.4; 1972, Table 1.4; 
1973, Table 1.4; 1974, Table 1.4; 1975, Table 1.4. 

Internal Revenue Service, Preliminary Report, Statistics of 
Income, Individual Income Tax Returns, 
1976, Table 4; 1977, Table 4. 

Washington: U.S. Government Printing Office, 1973 to 1979. 
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Table 4-5. Distribution of Relative Frequencies of Individual Income 
Tax Returns Reporting Gains and Losses from Transactions 
in Assets and Average Amounts Thereof, U.S. Population and 
Selected Taxpayers, Total Returns, 1970-1977 

Relative Frequency Average Amounts Reported'3 

Adjusted-* Gross 
Income Class 

U.S. 
Population 

Selected 
Taxpayers 

U.S. 
Population 

Selected 
Taxpayers 

Q 
Net Capital Gains 

Less than $5,000 3.8% 17.3% $ 1,330 $ 1,292 

$5,000-$9,999 5.6 28.2 1,187 1,075 

$10,000-$14,999 7.1 31.6 1,419 2,452 

$15,000-$19,999 9.2 35.8 1,669 2,488 

$20,000-$24,999 12.6 39.9 2,033 3,379 

$25,000-$29,999 16.8 38.3 2,634 4,283 

$30,000-$49,999 25.4 36.7 4,103 5,212 

$50,000-$99,999 39.3 53.9 8,846 5,634 

$100,000 and over 52.4 50.0 52.959 34.435 

Total Taxpayers 7.4 % 32.9% $ 2.852 $ 4.024 

Net Capital Losses^ 

Less than $5,000 0.9% 15.6% $ (750) $ (855) 

$5,000-$9,999 1.6 13.1 (702) (1,035) 

$10,000-$14,999 2.7 14.8 (662) (652) 

$15,000-$19,999 4.1 26.9 (661) (885) 

$20,000-$24,999 6.3 16.7 (686) (837) 

$25,000-$29,999 9.0 17.5 (712) (956) 

$30,000-$49,999 15.7 20.7 (785) (827) 

$50,000-$99,999 24.0 23.5 (889) (942) 

$100,000 and over 26.3 21.9 (987) (1.286) 

Total Taxpayers 2.9% 17.9% $ (722) $ (879) 
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Table 4-5 — Continued 

dL K 
Relative Frequency Average Amounts Reported 

Adjusted Gross U.S. Selected U.S. Selected 
Income Class Population Taxpayers Population Taxpayers 

Net Gains/(Losses), non-capital assets 

Less than $5,000 0.7% 5.2% $(1,116) $(4,503) 

$5,000-$9,999 0.9 4.9 6 (1,994) 

$10,000-$14,999 1.0 7.0 334 (375) 

$15,000-$19,999 1,2 9.4 499 (8,815) 

$20,000-$24,999 1.5 9.5 686 722 

$25,000-$29,999 2.2 5.0 1,060 (408) 

$30,000-$49,999 3.4 7.4 1,147 1,685 

$50,000-$99,999 6.6 6.1 1,399 5,279 

$100,000 and over 10.7 25.0 4,119 3,680 

Total Taxpayers 1.1% 7.0 % $ 236 $(1,405) 

a. Within income classes, the ratios represent the number of 
returns reporting the gains and losses expressed as a percentage of the 
number of returns within the class. Totals represent the ratio of 
number of returns reporting the gains and losses to total returns filed. 

b. Average amounts, by income class and total, represent the 
mean amounts per returns reporting the respective gains and losses. 

c. Total net short-term and long-term gains, less the 50% long-
term capital gain deduction. 

d. Total net short-term and long-term losses, less the 50% 
long-term capital loss deduction and subject to limitations on 
deductibility. 

Source of U.S. population data: 
Internal Revenue Service, Statistics of Income, Individual Income 
Tax Returns, 
1970, Table 4; 1971, Table 1.4; 1972, Table 1.4; 
1973, Table 1.4; 1974, Table 1.4; 1975, Table 1.4. 

Internal Revenue Service, Preliminary Report, Statistics of 
Income, Individual Income Tax Returns, 
1976, Table 4; 1977, Table 4. 

Washington: U.S. Government Printing Office, 1973 to 1979. 
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per reporting return of the selected taxpayers were greater than the 

averages for their national counterparts. 

Thus, 32.9% of the total selected tax returns reported net capi

tal gains as compared to 7.4% of the returns for the U.S. population. 

Mean gains per reporting return were $2,852 for the population and 

$4,024 for the selected taxpayers, 41% higher. Only in the $100,000-

and-over class of adjusted gross income were less of the selected tax

payers proportionately active in gain recognition than the national 

average; the mean gain was also smaller. For returns reporting net 

capital losses, the relative frequency of occurrence was over six times 

greater for the total selected group than for the total population. 

Within income classes, except the two highest, proportionately more of 

the selected taxpayers reported net capital losses than did the U.S. 

taxpayers. However, the mean amounts of the net capital losses, within 

income classes and in total, were fairly similar.^ With respect to 

transactions in non-capital assets, 7.0% of the selected returns re

ported gains or losses compared to 1.1% of the returns of all U.S. tax

payers. This greater proportional activity occurred in all income 

classes except the $50,000-$99,999 one. The mean amounts of gains or 

10. With the deduction for capital losses being basically limi
ted to $1,000 ($2,000 in 1977) per return, the comparability of the 
selected group and U.S. population means is to be expected. For the 
selected taxpayers, mean amounts in excess of $1,000 resulted primarily 
from the ability of married taxpayers in community property states, like 
Arizona, to split incomes by filing separate returns, with each spouse 
having been able to claim up to a $1,000 loss in 1970-1976 if there were 
available carryovers of pre-1970 capital losses. In gathering the data 
for the selected group, such separate returns were combined and counted 
as one taxpayer. 
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losses reported by the selected group and the population were quite 

different. 

Summary and Appraisal 

The group of selected taxpayers were not representative of the 

national experience from both an income distribution standpoint and when 

results from transactions in assets were compared. Thus, the selected 

group must be considered as a population in and to itself. The reader, 

accordingly, is left to draw his own conclusions in extending the find

ings herein, perhaps to other similar populations. 

Notwithstanding the limited applicability of the research, the 

analysis of the data from the selected group should provide some useful 

insight with respect to the issues raised in this study, viz., the ef

fects of inflation and different taxing methods on gains and losses from 

transactions in assets. The comparative analyses of results from trans

actions in assets indicates that the selected taxpayers had greater pro

portional activity in, and generally larger mean results from, such 

transactions than did their average national counterparts. These facts 

11. The many types of transactions which are encompassed in 
this category, and the netting of gains and losses, preclude any conjec
ture as to why the comparative and inter-class mean amounts are so dif
ferent. However, note that the selected taxpayers with adjusted gross 
incomes under $20,000 showed comparatively substantial mean losses. 
Most often these were Sec. 1231 (real or depreciable property used in a 
trade or business) or Sec. 1244 (stock in small business corporations) 
losses. These losses, generally non-recurring, obviously reduced ad
justed gross incomes in the years recognized. This had the effect of 
categorizing the taxpayers in income groups lower than those in which 
they would have been without the losses. If these taxpayers had been 
classified into their more normal income groups, the disparities in 
income distribution between the selected taxpayers and the population 
of U.S. taxpayers, earlier observed in Table 4-3 (p. 73) and 4-4 (p. 75) 
would have been somewhat greater. 
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indicate that the selected group were more sensitive to inflation ef

fects and would be more sensitive to different methods of taxing gains 

and losses than if the group did, in fact, represent a random sample 

from the population of U.S. taxpayers. Accordingly, inflation distor

tions on the measurement of gains and losses from transactions in assets 

and effects of differences in tax liabilities resulting from different 

taxing methods should be more pronounced and discernable in data gene

rated from the selected returns. 



CHAPTER 5 

DETAILED EXPLANATION OF THE METHODOLOGY 
OF THE STUDY 

Chapter 4 has described the group of taxpayers whose income tax 

information comprised the data base used in the study. The purpose of 

this chapter is to explain the nature of such information and the compu

tations^ employed in the utilization thereof. First presented is a 

detail listing of the types of taxpayer data which were abstracted, 

together with the modifications thereto deemed appropriate for purposes 

of the dissertation. The manner in which 1979 Law was simulated on the 

data base is then described. Next explained is the Reform Plan result

ing from the study's interpretation of the CIT and indexing concepts and 

its application to the taxpayer data. The chapter concludes with an 

explanation and definition of additional terms used in the study. 

Historical Information 

Abstraction of Data 

Various items of information for the years 1970-1977 were ab

stracted from the files of each of the 224 selected taxpayers. The 

1. All computer programs employed to perform the various calcu
lations for the study were thoroughly tested and debugged prior to use. 
Accuracy in the keypunching of the data for computer use was accomplished 
through a verification procedure and by matchings to various precomputed 
batch or other totals. Certain manual computations were double-checked 
for accuracy and were undertaken only when such procedure was more effi
cient than the writing of a computer program. 

81 
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forms on which the abstracted information was recorded for later computer 

input appear in Appendix C, together with the keys to the various codes 

utilized in the process. These items of information follow. 

Income, Deductions and Other Data: 

Filing status 
Joint return of married taxpayers (including surviving spouses) 
Single 
Head of Household 
Married, filing separately 

Method of tax computation/recomputation 
Regular, using schedules of tax rates 
Income averaging 
Alternative tax 
Maximum tax 
Special computation 

Transactions in assets 
Details of each transaction (see further below) 
Capital loss carryovers created 
Capital loss carryovers applied 
Long-term capital loss reduction 
Long-term capital gain deduction 
Net capital gain or loss reported 
Net ordinary income or loss reported 
Net gain or loss from transactions in assets 

Adjusted gross income 2 
Items comprising AGI other than transactions in assets 
Total adjusted gross income (AGI) 

Deductions 
Charitable contributions before limitations 
Charitable contribution limitations and carryovers 
Medical expenses before limitations 
State and local taxes and casualty losses 
State gasoline taxJ 

Total itemized or standard deduction 

Personal and dependent exemptions 

2. This information was later determined to be superfluous for 
purposes of the study's computations. 

3. Ibid. 
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Taxable income 

Tax liability (before credits) 
Income tax 
Minimum tax added 
Total tax 

Items of tax preference 
Long-term capital gain deduction 
Excess (adjusted) itemized deductions 
Other 

Earned (personal service) income qualifying for the maximum tax 
computation 

Tax refunds resulting from net operating loss carrybacks 

Duplicating effect of net operating loss carryovers included in 
the AGI or amount carried over to 1978 

Details of Transactions in Assets: 

Source of information 
Taxpayer's own transaction 
Distributed share from partnership, fiduciary or Subchapter S 
corporation 

Capital gain dividend from mutual funds 

Class of asset or transaction 
Shares of stock in publicly-traded corporations 
Shares of stock in controlled (non-public) corporations 
Other publicly-traded securities 
Worthless security 
Personal residence 
Real estate - other than personal residence 
Livestock 
Retirement plan distributions 
Non-business bad debt 
Business personal property 
Other assets of a personal nature 

Manner in which gain or loss was reported 
Short-term capital gain/loss 
Long-term capital gain/loss (including net Sec. 1231 gains) 
Ordinary income/loss 
Combinations of the above 
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Indexing treatment 
Indexible: by regular computer program 
Indexible: installment sale 
Indexible: special manual computation required 
Appeared to be indexible, but no information available to 
perform computation 

Non-indexible: less than 1-year holding period 
Non-indexible: pre-1970 installment sale 
Non-indexible: other reasons 

For purposes of calculating the tax under income averaging for 1970-1972, 

taxable incomes for 1966-1969 were recorded. Additionally, capital loss 

carryovers from 1969 to the study period and from the study period to 

1978 were noted for use in various computations. Where a transaction 

consisted of an installment sale during the study period, a record was 

made of the entire history of the reporting of the sale. Supplemental 

data were also compiled on sales of residences. 

Modifications of Historical Data 

In an experimental setting, to isolate and compare the effects 

of changes in certain variables (herein changes in tax laws as they 

apply to transactions in assets) it is obvious that it is necessary to 

keep constant as many other variables common to the various treatments 

in the experiment. As there were some changes in certain laws during 

the 1970-1977 period, it became necessary to modify some of the histori

cally reported data to achieve a consistency of the application of 1977 

Law during that period. In addition, other considerations as noted 

below, warranted some changes in the figures reported in the filed in

come tax returns. Accordingly, the following modifications and recom-

putations were made to the actual historical data. 
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1970 taxes. For 1970 only, single persons and heads of house

holds with taxable incomes under $4,000 had a slightly different sched

ule of tax rates than that which was in effect for 1971-1977. Tax 

liabilities for these taxpayers were recomputed in accordance with the 
>» 

later schedule. 

Minimum tax computation. Three provisions regarding the compu

tation of the minimum tax, introduced into the law in 1976, were given 

retroactive effect in the recalculation of the tax for the years 1970-

1975. These modifications consisted of the 15% tax rate, the reduced 

exemptions and the new adjusted (excess) itemized deductions tax pref

erence. While other changes in the definition of the items of tax 

4 preference took place also during 1970-1977, the historical amounts 

reported were included without adjustment, as information necessary to 

redetermine these other items under 1977 rules was not generally 

available. 

Maximum tax computation. The 1977 rule reducing the income 

qualifying for the maximum tax by the total of the tax preferences was 

applied retroactively, rather than just the amount in excess of $30,000, 

as was the rule for 1970-1976. The 60% rate for 1970 was replaced by 

the 50% rate applicable to 1971-1977. The recalculations, additionally 

affected by the adjusted itemized deductions preference, resulted in the 

maximum-tax benefit not being availed of in several cases where origi

nally applicable; other computational methods produced a lower tax 

liability. 

4. E.g., the intangible drilling cost preference. 
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Tax credits. In the comparison of liabilities calculated under 

different approaches to the taxation of gains and losses from transac

tions in assets, credits against the tax would apply in all cases. They 

were not considered herein as they would have tended to obscure the 

determination of effective tax rates. Accordingly, historical and re

computed tax liabilities were recorded before credits. 

Zero bracket. For 1977, itemized deductions and taxable incomes 

were recorded without considering the zero bracket"* in order to achieve 

a consistency with the definition of these terms in prior years. For 

those taxpayers who did not itemize their deductions for 1977, the zero 

bracket was substituted for the standard deduction. However, the cal

culation of taxes under the income averaging method retained the effect 

of the zero bracket in reducing averageable income.^ 

Installment-sale gain resulting in indexed loss. In simulating 

the Reform Plan hereinafter described, a paradox seemingly arose in the 

situation where a gain reported on the installment method was converted 

to a loss by the indexing adjustment. Such loss would have been deducted 

5. Effective for 1977, the Tax Reduction and Simplification Act 
of 1977 (P.L. 95-30) replaced the concept of a standard deduction with 
that of a zero bracket. As a result, itemized deductions are only al
lowed in excess of the zero bracket and taxable incomes are subjected 
to schedules of tax rates that include initial brackets of taxable 
income wherein the tax is zero. 

6. The income averaging computation, effective for 1977, 
grossed-up the taxable incomes of the base period years prior to 1977 
with the zero bracket. For 1977, the effect was to increase non-average-
able income (decrease averageable income) by $640 for married persons 
filing joint returns and for surviving spouses, $480 for single persons 
and heads of households and by $320 for married persons filing separate 
returns. 



by the taxpayer in the year of sale and not deferred to future years as 

the installment collections were received. In order to match the re

porting of the historical-cost gain with the indexed loss, the histori

cal data in the year of sale were adjusted to include the entire gain 

so that it could be compared to the entire indexed loss. The actual tax 

liabilities of post-sale years attributable to the respective reported 

installment gains (computed at the effective marginal rates) were added 

to the actual tax liability for the year of sale; thus, the avoidance 

of the bunching effect,^ as afforded by the installment election was 

preserved. The post-sale years' installment gains and taxes attribu

table thereto, accordingly, were eliminated from their respective re

turns. Where the installment collections extended beyond 1977, the 

taxes attributable to the post-1977 recognized gain were computed at 

the marginal effective rate applicable to the 1977 installment gain. 

Sundry data adjustments. Modifications to reported data were 

made in a few cases to give effect to IRS adjustments or the filing of 

amended returns to correct errors in the original. The purpose of these 

adjustments was to avoid a distortion in income averaging calculations. 

Changes in filing status. In the event of the death of a spouse 

during the study period, the surviving spouse's separate returns were 

included as continuations of the file of prior joint returns. Adjust

ments were made to accommodate changes from separate to joint returns 

7. The bunching effect subjects income realized in one year, 
but conceptually earned over a period of years, to being taxed at pro
gressively higher rates than if realized and taxed over the earning 
period. 
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resulting from marriages or from joint to separate returns resulting 

from divorces. These adjustments consisted of aggregating separate data 

into joint returns or disaggregating joint-return data into separate 

returns so as to have a continuity of the same taxpaying unit during 

the period. 

Simulation of 1979 Law 

In General 

Not all the provisions of the Revenue Act of 1978, or prior 

Acts, as effective for 1979, were included in the simulations. Only 

those which had a direct bearing on the taxation of transactions in 

assets were considered, as the purpose of the simulation was to isolate 

the effect of such provisions on incomes and tax liabilities. Thus, 

the increased zero brackets and exemptions and the reduced schedules of 

tax rates for 1979 were not recognized; instead, those amounts which 

applied to the 1970-1977 years were used in the simulation. 

While the $100,000 complete exemption from tax on gains from the 

g 
sales of residences by certain taxpayers age 55 and over does have a 

material bearing on the tax treatment of transactions in assets, this 

provision was not included in the 1979 simulation. Although it would 

have applied in only a few instances during the study period, the effect 

on reported gains and resulting tax liabilities, in some cases, would 

have been substantial. This effect would have distorted somewhat the 

comparisons of the mainstream provisions of the three taxing methods. 

8. Sec. 121, effective July 27, 1978. 
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Specific Provisions 

Using the historical data (modified as explained previously), 

the following changes from 1977 and prior law were incorporated into the 

computer programs to recalculate taxable incomes and tax liabilities for 

each taxpayer for each of the eight years of the study period. 

Holding period. The holding period of one year was used to 

distinguish a long-term transaction in assets from one classified as 

short-term. A number of transactions which, historically, were reported 

as long-term under the prevailing six-month or nine-month holding period 

provisions, became short-term under the simulation. 

9 Capital loss limitations. Net capital losses up to $3,000 were 

allowed as offsets against ordinary income, as distinguished from the 

$1,000 and $2,000 limits of 1970-1977. 

Long-term capital gain deduction. Taxpayers received a 60% 

deduction for net long-term capital gains instead of the 50% deduction 

which prevailed during 1970-1977. 

Recalculations of medical expenses and charitable contributions. 

The resulting changes in adjusted gross income affected the charitable 

contribution and medical expense limitations. These deductions were 

recalculated accordingly. 

The installment-gain/indexed-loss situation. A special computa

tion of tax under 1979 Law was also required, for comparative purposes, 

9. Or, under Sec. 1211, a lesser amount up to the amount of 
taxable income computed before deducting any capital loss and after 
adding-back personal exemptions. See footnote 33 of this chapter, p. 109 
regarding the computational complexities of this limitation. 
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to accommodate the situation where gains reported on the installment 

basis became losses after the indexing adjustment. This special compu

tation was made in the same fashion as that used to modify the histori

cal data.^ 

The alternative minimum tax. This provision, new under 1979 

law, was computed using the capital gain and adjusted itemized deduc

tions tax preferences. The alternative minimum tax was substituted, if 

greater, for the tax computed under the regular, income-averaging or 

maximum-tax calculations (the alternative tax calculation is not avail

able under 1979 law), increased by the add-on minimum tax. The add-on 

minimum tax was calculated without the capital gain and adjusted itemized 

deductions preferences. The reduction in the alternative minimum tax by 

the foreign tax credit and the reduction in the total of the regular tax 

and the add-on minimum tax by the foreign tax, investment tax and other 

tax credits, were ignored in the determination of which of the two tax 

liabilities was the greater in a particular year. As the dissertation 

focuses on effective rates of tax, the foreign tax credit was excluded 

as an extraneous factor. The other credits were ignored as their effect 

would have introduced only a timing difference^ in the payment of tax 

liabilities. 

Maximum tax. Iri the calculation of the maximum tax, the capital 

gain and adjusted itemized deductions tax preferences were not included 

10. See pp. 86-87. 

11. See footnote 10 of Chapter 2 at p. 29. 
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in the total preferences which reduced the income qualifying for the 

maximum rate. 

Net operating losses. Such losses were recalculated because of 

12 the effect thereon of the increased long-term capital gain deduction. 

Simulation of the Reform Plan 

In General 

The modifications to 1977 Law necessary to simulate the selected 

provisions of 1979 Law were relatively few and straightforward, as set 

forth immediately above. Changes in the law to make the Reform Plan 

operational were much more extensive. The indexing adjustment itself 

had to be set forth, the qualifying transactions identified and a number 

of other provisions of the law modified to accommodate the overall ap

proach of the Reform Plan in a logical and consistent manner, particu

larly when applied to a given taxpayer over a period of years. As in 

the simulation of 1979 Law, as many as possible of the provisions appli

cable to the 1970-1977 period were retained in the simulation of the 

Reform Plan in order to isolate the effect of this different treatment 

of transactions in assets. 

The manner in which the Reform Plan was implemented in Blue

prints was affected by other reform measures embodied in the Blueprints 

12. Under Sec. 172, the long-term capital gain deduction is a 
modification or add-back to a negative taxable income in the computation 
of a net operating loss for the loss year. It is also a modification 
for intervening years in the event the loss is carried back or carried 
over to more than one year. The available taxpayer election to forego 
the entire carryback period for losses sustained in 1976 and 1977 was 
not "exercised" in the simulations unless such election was historically 
made. 



simulation of a CIT. As the simulation herein was in a much narrower 

range, some of the operating rules of implementing the Reform Plan, ex

pressed or implied in Blueprints, were not applicable. However, neither 

Blueprints nor the scholarly literature went much beyond discussing the 

basic concepts of the indexing/ordinary-income treatment of gains and 

losses. Thus, only a few guidelines were afforded in selecting a set 

of rules to make the Reform Plan concept operational in a simulated 

setting. While some of the provisions of the indexing adjustment of 

the 1978 House Bill (U.S. Congress, House, 1978a) were compatible with 

the CIT approach of the Reform Plan simulation, others were not because 

of the Bill's limited applicability and continued recognition of the 

differential treatment of capital gains and losses. Therefore, some of 

the provisions set forth below reflect practical considerations and the 

exercise of the researcher's judgment in their selection. 

Qualifying Assets and Transactions 

The definition of a "capital asset" under Sec. 1221, except as 

later noted, was accepted herein as the definition of an "indexible 

asset." Thus, inventories and property held for sale to customers in 

the ordinary course of business, copyrights, literary compositions, 

letters, etc. held by the creator and certain other persons, trade re

ceivables, certain governmental obligations issued at a discount, and 

certain publications of the United States did not qualify for the in

dexing adjustment. However, real and depreciable property used in a 

trade of business (Sec. 1231 assets) did qualify. No exclusion of this 

class of assets from the indexing adjustment nor any a priori reason 
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13 for doing so was found in the literature. Further, Blueprints implied 

that Sec. 1231 assets would qualify for indexing, and the 1978 House 

14 Bill explicitly included such assets in its qualifying group. 

Exceptions; ordinary income situations. As observed earlier,"'""' 

the long-term capital gain deduction often has been defended as an 

approximation of an inflation adjustment. This rationale possibly 

suggests that the indexing adjustment should be limited to those trans

actions on which the law confers the preferential treatment of capital 

gains and denied to those wherein ordinary income treatment has been 

decreed. Such thinking is reflected in the 1978 House Bill wherein, for 

example, stock in a collapsible corporation (gains from which are treated 

as ordinary income under Sec. 341)"̂  is excluded from the indexing ad

justment. The extension of this philosophy raises several problems, 

which, together with their resolution for purposes of the simulation, 

are discussed below. 

13. See the discussion of capital losses and physical assets in 
Blueprints, pp. 79-80. 

14. An "indexed asset" under Sec. 404(a) of the 1978 House Bill 
included only common stock (except shares in a Subchapter S corporation, 
regulated or real estate investment company, foreign corporation, per
sonal holding company or collapsible corporation) and tangible personal 
and real property which are capital or Sec. 1231 assets. However, in 
the case of an historical-cost measured Sec. 1231 loss, deductible as an 
ordinary loss, the Bill limited the additional loss resulting from the 
indexing adjustment to long-term capital loss treatment. This limita
tion is not applicable to the simulation of the Reform Plan as there is 
no differential treatment therein of gains and losses from capital 
assets. 

15. See footnote 33 of Chapter 2 at p. 40. 

16. See footnote 14 above. 
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1. Transactions to which the ordinary income treatment of Sec.'s 

1245-1254 apply (depreciation and farm loss recapture and gains 

from sales of farm land, franchises, etc. and oil and gas in

terests). The 1978 House Bill permitted the indexing adjustment 

to apply in these circumstances. Moreover, in the case of de

preciation and other amortizations of capital costs, the tax

payer stands to be penalized if, due to accelerated methods, 

shortened lives or other options, too much expense has been 

claimed. The amount of the excess deductions reduces the ulti

mate inflation adjustment by an amount equal to the excess de

ductions times the applicable indexing factor. Accordingly, 

the Reform Plan did not limit the indexing adjustment in these 

circumstances and the application of Sections 1245-1254 became 

superfluous under this set of rules. 

2. Sales of subdivided realty. Subdivided realty, being "inven

tory" or "property held. . .primarily for sale to customers in 

the ordinary course of. . .trade or business" is not a capital 

asset under Sec. 1221 and hence does not meet the Reform Plan's 

general definition of an indexible asset. However, under exist

ing law, Sec. 1237 affords partial capital gain treatment to 

such sales under certain conditions. Therefore, equating pref

erential treatment of capital gains under existing law with 

qualification for indexing under the Reform Plan and to take a 

compromise position, the indexing adjustment was applied in the 

simulation to transactions qualifying under Sec. 1237, but only 

with respect to the long-term capital gain portion thereof. 
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3. Section 333 liquidations. The one-month corporate liquidation 

under Sec. 333 is basically a tax-free exchange of corporate 

shares for corporate assets. The penalty paid by the stock

holders in electing this provision is the immediate recognition 

of some ordinary income. Such recognition is limited to the 

lesser of the corporation's accumulated earnings and profits"̂  

or cash (and certain securities); capital gain is recognized to 

the extent of the excess of cash (and certain securities) over 

such accumulated earnings and profits. Consistent with the 

rationale of the class of transactions being discussed, the 

simulation of the Reform Plan did index such a liquidation, but 

excluded from the adjustment any portion of the realized gain 

which was reported historically as ordinary income. 

4. Gains on sales of depreciable property between related persons. 

Sec. 1239 provides for ordinary-income and not Sec. 1231-gain 

treatment for sales of depreciable property between certain re

lated persons. The relationships described therein are more 

restrictive and, in effect, are a subset of the relationships 

described in Sec. 267(b). As transactions between persons re

lated under Sec. 267(b) are discussed below, effects of Sec. 

1239 are included therein. 

17. "Accumulated earnings and profits" can be viewed as the tax 
equivalent of financial accounting's "retained earnings." However, 
there are many differences. Although the term is not defined in the 
Internal Revenue Code, Sec. 312 provides certain rules for increasing 
and decreasing the computation of accumulated earnings and profits. 
Essentially, it represents the corporation's economic—not legal— 
capacity to pay dividends. 



96 

Exceptions: Manipulative situations. A further extension of 

the philosophy of denying the benefits of indexing to ordinary-income 

transactions can be made to situations which lend themselves to manipu

lation by taxpayers. Such philosophical extension was evident in the 

1978 House Bill. The Ways and Means Committee report on the Bill (U.S. 

Congress, House, 1978b) specifically referred to that which can be 

termed potentials for taxpayer manipulation as the reason for denying 

the qualification for the indexing adjustment to stock in foreign cor

porations and personal holding companies (at p. 127) and for short sales 

of stock "against the box" (at p. 128). Additionally (at p. 131), 

transactions between persons and/or corporations bearing a controlling 

relationship described in Sec. 267(b) (thus including persons related 

under Sec. 1239) or in Sec. 414(b) were also denied indexing benefits. 

However, these prohibitions were disregarded in applying the Reform Plan 

to the selected taxpayers. The instances of related-party transactions 

were few and were generally documented to have been made at arms length 

terms (e.g., appraisal reports of values). Moreover, since no indexing 

rule existed during 1970-1977, ipso facto, no intention to use it manipu-

latively could have been formed. 

Exceptions: Technical reasons. The 1978 House Bill, for tech

nical reasons, also denied the indexing adjustment to partnership in

terests, stock in Subchapter S corporations and shares in Regulated 

Investment Companies (mutual funds) and Real Estate Investment Trusts. 

As the basis of such assets are constantly affected by distributive 

shares of income and loss items resulting from transactions within the 
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organizations and by distributions from the organizations to the owners, 

applying the indexing adjustment to each change in basis would become 

unduly complicated. More importantly, however, the indexing adjustment 

would take place within the entity as a particular transaction in assets 

occurred, and the effects thereof would modify the resultant distribu

tive shares of income or loss. The Reform Plan's adoption of the fore

going principles can be further justified by the conception of the 

individual owners as owning undivided interests in the underlying 

18 
assets. Except as noted in Chapter 7, information was generally 

available to the researcher to permit the selected taxpayers' distribu

tive shares of gains and losses from such entities to be modified by 

applying the indexing adjustment to the gain or loss transaction at the 

entity level. 

Losses. No a priori reason could be found for denying the index

ing adjustment to historical--cost loss situations, whether ordinary or 

capital in nature. The 1978 House Bill did not confine itself to gains 

only, nor did it contain any exception to the indexing of ordinary 

losses on certain shares in small business corporations under Sec.'s 

1243 and 1244. Thus, the simulation of the Reform Plan indexed otherwise-

qualifying capital or ordinary losses, including worthless securities 

and non-business bad debts. 

Minimum holding period. Blueprints, as part of its more compre

hensive simulation of a CIT, indexed an asset held for as short a time 

as one month, but only if the purchase and sale dates occurred in two 

18. See pp. 129-131. 
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different years. The indexing adjustment embodied in the 1978 House 

Bill, however, did not apply unless the asset had a minimum holding 

period of one year. The Reform Plan simulated herein adopted this mini

mum one-year holding period as also in keeping with the current one-year 

19 demarcation between short-term and long-term gains and losses. 

Miscellaneous non-indexible transactions. For practical, as 

well as theoretical reasons, there were a number of other transactions 

treated as non-indexible under the Reform Plan. 

1. Pre-1970 installment sales. As hereinafter explained, gains 

from installment sales received the indexing adjustment at the 

time of sale, rather than as the installment payments were col

lected. With the observation of inflation effects being limited 

to the 1970-1977 period only and with the rules of the Reform 

Plan deemed to have taken effect starting in 1970 under the 

simulation, gains reported in post-1969 years from pre-1970 

installment sales were denied the indexing adjustment. However, 

a transitional rule with respect to these gains was necessary to 

maintain a comparability with their treatment under 1977 and 

1979 Laws: to the extent that they were not offset by indexed 

losses, they received a 50% long-term capital gain deduction. 

2. Zero basis assets. The indexing adjustment, as later described, 

applied an inflation factor to the basis of an asset; if the 

basis was zero, there was no acquisition cost to adjust. Addi

tionally, in most cases of such zero-basis assets, there were no 

19. Two years were used in the simulations in the case of cer
tain livestock, to conform to present Sec. 1231(b)(3). 
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identifiable acquisition dates to permit the determination of 

the appropriate inflation factor. Accordingly, gains resulting 

from transactions in such assets were not indexed. Included 

among the selected taxpayers' transactions in this category were 

capital gain distributions from qualified non-contributory pen-

20 
sion and profit sharing plans, sales of internally-generated 

goodwill, and a few miscellaneous cases of no identifiable basis. 

3. Losses from guarantee payments. Payments in satisfaction of a 

guaranty of another's indebtedness, where the original debtor's 

obligation to the guarantor is uncollectible, is treated under 

current law as a non-business bad debt deductible as a short-

21 
term capital loss. As the payment is made in current dollars, 

even though the guarantee obligation is of long duration, no 

indexing adjustment is appropriate. 

22 4. Section 1038 transactions. Mention was made earlier of the 

paradoxical situation where an historical cost-measured gain 

reported on the installment basis resulted in a real loss after 

applying the indexing adjustment and of the resolution of the 

problem of treatment comparisons raised thereby. In two in

stances among the selected taxpayers' transactions, an install

ment gain/indexed loss situation was shortly followed by 

20. But, see p. Ill for the special treatment accorded such 
distributions. 

21. Sec. 166(d). However, if the guarantee is related to a 
trade or business activity of the guarantor, the loss is deductible as 
an ordinary loss. 

22. See pp. 86-87 and 89-90. 
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repossession of the sold property due to buyer default on the 

installment obligation. The resulting historical gain on the 

23 repossession was reported as limited under Sec. 1038. As this 

situation was relatively rare, to avoid developing a set of 

rules to accommodate the repossession of property sold at an 

indexed loss, the historical gains resulting from both the in

stallment collections and the Sec. 1038 repossession were deemed 

to be non-indexible transactions. 

The Indexing Adjustment 

24 Choice of index. For the reasons discussed in Chapter 3, the 

"Consumers Price Index for Urban Wage Earners and Clerical Workers" (old 

25 series), hereinafter referred to as the CPI, was used in the simula

tion of the Reform Plan as the price series most appropriate for broad 

application to all classes of taxpayers. 

23. Section 1038 generally limits the gain resulting from the 
repossession to the amounts received from the buyer which were not prev
iously reported as income, and replaces the property in the hands of the 
installment seller at his original basis. 

24. See pp. 59-61. 

25. Commencing in 1978, the U.S. Department of Labor, Bureau of 
Labor Statistics revised the methods for the computation of the CPI and 
replaced the "old series" with two sets of indexes, the "Consumers Price 
Index for All Urban Consumers" (CPI-U) and the "Consumers Price Index 
for Urban Wage Earners and Clerical Workers" (Revised series) (CPI-W). 
The "old series" was used in the simulation study as these figures, gen
erally, were more readily available than the new ones. Moreover, the 
"old series" was used in the Brinner (1976) and Feldstein and Slemrod 
(1978) inflation studies (discussed in Chapter 6) and some comparisons 
of this study's results are made thereto. 
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Frequency of index. Having selected the type of price index, 

the question of determining the frequency of its use remains. The in

dexing adjustment embodied in the 1978 House Bill used the monthly CPI 

for both the dates of acquisition and disposition. Blueprints similarly 

used a monthly index, but only for acquisitions within three years of 

26 
the sale. For longer holding periods, it used the annual CPI for the 

acquisition year and the CPI for the month of December in the year of 

sale. The Brinner (1976) study (discussed in Chapter 6), because of 

lack of more accurate data, used several different frequencies and aver

aging approaches. The Feldstein and Slemrod (1978) study (also dis

cussed in Chapter 6) used the annual CPI. 

The decision to use only the annual CPI (which is the arithmetic 

mean of the monthly CPI's) in the dissertation was prompted additionally 

by practical considerations. The decision, earlier mentioned, to re

strict the indexing adjustment to assets held more than one year, ob

viated the necessity of using a monthly index for assets with shorter 

holding periods. Frequently, the data on transactions in assets in the 

files of the selected taxpayers contained only the year of the asset 

acquisition, rather than the exact month. Finally, the use of an annual 

index permitted some economies in the extraction of data from the tax

payer files and in their computer input. 

Whether or not the use of the annual index unduly distorted a 

more exact inflation adjustment, which exactitude would have been pos

sible by using a monthly index, is conjectural. The use of the annual 

26. At pp. 77-78. The reason given was "to discourage Decem
ber 31 purchases coupled with January 1 sales." 
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index, however, does appear to have introduced a conservative bias into 

the inflation effects observed. Assuming that the timing of asset ac

quisitions and dispositions of all taxpayers are randomly and evenly 

27 distributed among the months of the year, the expected value of the 

length of the holding period of an asset, acquired in one year and dis

posed of in another, with a minimum holding period of one year, is 2.67 

28 months longer than the number of elapsed years. Thus, for example, an 

index series which applies an inflation adjustment of 12 months duration 

to transactions with an average holding period of 14.67 months (or 24 

months' adjustment to average holding periods of 26.67 months, etc.) 

yields smaller inflation effects than does the use of a monthly index. 

27. This assumption probably cannot be rigorously applied. 
Especially in the case of listed securities, there appeared to be some 
increase in trading activities toward the end of each year as taxpayers 
adjusted their portfolios to complete whatever tax-motivated courses of 
action they were following. 

28. Given a holding period of more than one year, but less than 
two (or three, four, etc.), the number of intervening months between an 
acquisition and disposition of an asset can range from 11 to 22 (or 23 
to 34, or 35 to 46, etc.). Thus, there are 78 possible combinations of 
months of acquisition and disposition, 12 for 11 (or 23 or 35, etc.) 
intervening months, 11 for 12 (or 24 or 36, etc.) intervening months, 
10 for 13 (or 25 or 37, etc.) intervening months, etc. The expected 
value of these possibilities is 14.67 (or 26.67 or 38.67, etc.) months. 
The 2.67 additional months of average possible holding-period holds con
stant for all numbers of elapsed years. The general case may be ex
pressed as follows: 

i=12(n-l)+22 

E(hp) - E H [23+12(n-1)) -i) 

i=12(n-l)+ll 

= 12n+2.67, 

where E(hp) = expected value of holding period, 
i = number of intervening months between acquisition and dis

position, i = 12(n-l)+ll, 12(n-l)+12. . .12(n-l)+22, and 
n = number of elapsed years. 
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Adjustment mechanism. The mechanics of making the inflation ad

justment were as follows: The basis of the asset was multiplied by a 

factor, the numerator of which was the CPI for the year of disposition 

and the denominator of which was the CPI for the year of acquisition. 

This adjustment then expressed the acquisition price in terms of the same 

purchasing power as the disposition price, where relative purchasing 

power was measured by the annual CPI. The resulting restated basis was 

then subtracted from the disposition price to yield the indexed, or 

inflation-adjusted gain or loss on the transaction. Examples of the 

adjustment factors used for 1970-1977 asset dispositions are set forth 

in Appendix B. 

At first glance, indexing backward, i.e., deflating the disposi

tion price to express it in the same units of purchasing power as the 

acquisition price, would appear to yield different results. Addition

ally, it would somewhat solve the problem of dealing with a zero basis 

asset. However, any resulting gain or loss has to be included with 

other items of income and deductions measured in current dollars and 

taxed under a system of rules and rates which may be affected by infla

tion phenomena. Thus, the reinflation of such gains and losses to ex

press them in current terms seems appropriate. The net result of the 
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deflation and reinflation is identical to the result obtained by the 

Ordinary Income/Loss Treatment 

The resulting indexed gains and losses for each selected taxpayer 

for each of the study years were treated as items of ordinary income or 

loss, taxable or deductible in full, except as explained in the next 

section. Such amounts were substituted for the historically-reported 

capital and ordinary gains and losses from asset dispositions, as af

fected by long-term capital gain and loss deductions and limitations on 

the deduction of resulting net capital losses. 

Miscellaneous Provisions 

Depreciated, etc. assets. While Blueprints adjusted the basis 

of assets annually to compute indexed depreciation, cost-depletion and 

amortization deductions, in its simulation of the broader scope of the 

CIT, such procedure was not followed in the limited study herein. Thus, 

forward indexing. 
29 

29. Indexing "forward:" 

Gain/loss = S - C 

Indexing "backward:" 

Gain/loss 

Gain/loss 

S « disposition price (in current dollars), 

"Reinflating:" 

where 
C = cost at time of acquisition, 

CPI = index, year of disposition, 
CPIc = index, year of acquisition. 
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the adjusted basis (cost less accumulated historical-cost depreciation, 

etc.) of a depreciable, etc. asset received the indexing adjustment ap

propriate to the year of acquisition. This approach was in keeping with 

the spirit of the present depreciation, etc. recapture provisions: a 

taxpayer who had taken too much depreciation, due to shortened lives or 

accelerated methods, was penalized by a reduced basis to which the index

ing adjustment was applied. The 1978 House Bill also applied the index

ing calculation directly to adjusted basis. 

Installment sales. Although Blueprints did not recognize any 

installment sale election, installment sales were recognized in the 

study. Two alternative methods appeared feasible for computing Sec. 453 

installment gains under the Reform Plan: 

(a) Compute a ratio of the historical cost basis of the property 

30 
to the "contract price" as reduced by expenses of sale. This ratio 

would then determine how much cost was recovered in each installment 

payment. Such installment-recovered costs could then be indexed, 

based on the adjustment factor for the acquisition and payment years, 

with each year's taxable gain being the difference between the 

installment payment received and the indexed cost element. 

(b) Continue the present method of computing and reporting in

stallment gains, except that the historical cost of the asset sold 

would be indexed in the year of sale in determining the ratio of 

30. The "contract price" generally represents the amount of cash 
which the seller will receive from the buyer over the period of the in
stallment agreement. It differs from the "selling price" by the amount 
of any liabilities of the seller which pass to the buyer. The foregoing 
statements are subject to qualifications for situations where the lia
bilities passing to the buyer exceed the adjusted basis of the property 
and where interest is "unstated" under Sec. 483. 
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gain to contract price, and this ratio used in the later collection 

years. 

Method (a) appears to be preferable from a theoretical standpoint in 

that it recognizes the continuing effects of inflation on the receipt 

of post-sale installment payments. Method (b) would fix the inflation 

effect at the time of sale and "penalize" the taxpayer if inflation con

tinued to rise. Such "penalty" may be appropriate; it would compensate 

for the benefit which the taxpayer has already received from the deferral 

to date of realization of taxes applicable to the gain as it periodic

ally accrued. A number of authors (e.g., Wetzler, 1977) have suggested 

that this benefit be compensated for by an interest charge on the taxes 

so deferred. To herein recognize this compensatory effect, as well as 

for greater computational simplicity, method (b) was adopted in the 

study. 

Cost recovery transactions. In the case of a series of partial 

liquidating distributions by a corporation under Sec. 346 or where gain 

on the sale of an asset was reported on the cost recovery method under 

Reg. Sec. 1.453-6, it became necessary to apply the indexing adjustment 

in a serial fashion. In the first year in which some portion of an 

asset's cost was recovered, the cost was indexed and the amount recovered 

was deducted therefrom. In each successive year of recovery, the re

maining indexed cost was re-indexed, and recoveries were applied until 

all such indexed and re-indexed cost had been recovered. Thereafter, 
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all recoveries were treated as ordinary income with no further indexing 

j. . 31 adjustment. 

Non-taxable exchanges. Blueprints was silent with respect to 

whether or not the various non-taxable exchange provisions would remain 

in effect under a CIT. The dissertation study assumed that they would 

32 and that any realized gains were taxable only to the extent of "boot" 

received. Realized gains were computed after applying the indexing 

adjustment to the asset's base. The basis of the replacement asset then 

reflected the indexed, carryover-basis of the exchanged asset. Simi

larly, the year of the exchange became the new acquisition year for 

purposes of later re-indexing the indexed carryover-basis of the ex

changed asset upon a sale or another non-taxable exchange thereof. 

31. For example: Stock in X Corp. was acquired in 1970 at a 
cost of $10,000. X Corp. commenced a series of partial liquidations and 
distributed $5,860 to the stockholder in 1975, $12,464 in 1976 and a 
final distribution of $3,290 in 1977. These transactions were treated 
as follows: 

1975: Cost of asset, 1970 $10,000 
Adjustment factor for 1975 sale, 
1970 acquisition 1.386 

Indexed cost 13,860 
Amount recovered 5.860 
Remaining indexed cost 8,000 

1976: Adjustment factor for 1976 sale, 
1975 acquisition 1.058 

Indexed cost 8,464 
Amount recovered 12.464 
Recognized gain $ 4,000 

Remaining indexed cost $ 0 

1977: Amount recovered and to be recog
nized as ordinary income $ 3,290 

32. "Boot" is cash and the fair market value of unlike property 
(including relief of indebtedness) received in an exchange. 
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Pre-1970 capital losses. A transitional problem arose with the 

treatment of pre-1970 capital losses carried over to the 1970-1977 study 

period. In the resolution of the problem, such losses were not indexed, 

but were carried over and first offset against any net indexed gains. 

Any further deductions against income were limited to $1,000 ($2,000 for 

1977) pursuant to the provisions of Sec. 1211 then in effect. 

Unabsorbed net losses. Under both 1977 Law and 1979 Law, Sec. 

1211 prevents the waste of net capital losses by providing an unlimited 

carryover to future years of losses not deducted, a) because of the 

$l,000-$3,000 limitations, or b) because taxable income, computed before 

the capital loss, but after adding back personal exemptions, was less 

than the amount of the year's net capital loss. Such effect of that 

portion of Sec. 1211 dealing with the loss deduction limitation based on 

taxable income (as adjusted) was retained in the Reform Plan simulation. 

That any such unused indexed losses should be treated as net operating 

losses, with the carryback as well as carryover potential set forth in 

Sec. 172, is not an unreasonable argument. However, the ceteris paribus 

framework of the study called for the carryover only of unabsorbed 

losses, in the fashion of present Sec. 1212. Thus, any annual net in

dexed loss which exceeded taxable income computed before deducting the 
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33 
loss and personal exemptions became a carryover to offset net Indexed 

gains and other income of succeeding years. 

Net operating losses. The distinction between a "net operating 

loss" from a trade or business activity under Sec. 172 (ability to carry

over or carryback) and a "net indexed loss" from the disposition of as

sets (ability to carryover only) was retained in the simulation of the 

Reform Plan as indicated immediately above. However, under both 1977 and 

1979 Laws, losses from dispositions of Sec. 1231 assets and from certain 

losses on stock in small business corporations under Sec. 1244 qualified 

as net operating losses, while under the Reform Plan, they fell into the 

category of indexed losses. Historical net operating losses, accord

ingly, were recalculated under the Reform Plan to give effect to this 

change. The recalculations also gave effect to the removal of the long-

term capital gain deduction as a reduction in the amount of the net 

34 operating losses and carrybacks and carryovers thereof. 

33. The amount of indexed loss which was deductible was a deter
minant of the amount of adjusted gross income, which was a determinant of 
the amounts of deductible medical expenses and charitable contributions, 
which, in turn, were determinants of the amount of taxable income before 
deducting the loss. The computation of the deductible loss and unused 
loss carryovers thus required the use of a series of simultaneous equa
tions necessary to accommodate the various combinations of possibilities 
involved or an iterative computational procedure. This problem arose 
also in computing the limits on the deductibility of capital losses under 
1979 Law. Because the employment of either the simultaneous-equation or 
iterative-computation methods would have exceeded the 24K core capacity 
of the computer (an IBM System 32) used in running the study programs, 
the limitations on the deductible losses required manual computations. 
The number of instances among the 1,792 tax returns involved in the study 
where the "taxable income, etc." limitation applied was far greater in 
simulating the Reform Plan than in simulating 1979 Law. 

34. See footnote 12 of this chapter, at p. 91. 
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Indexed losses from non-profit oriented investments In assets. 

Unless an asset is held for use in a trade or business or otherwise for 

profit, any loss on the disposition thereof, except from casualty or 

theft and except for non-business bad debts under Sec. 166, is currently 

non-deductible under Sec. 165, although gains therefrom are taxable. 

Especially prominent in the case of sales of personal residences was the 

situation where nominal gains were converted to real losses after the 

indexing adjustment was applied. In conformity with Sec. 165, any such 

resulting indexed losses from investments with no profit motive were 

treated as non-deductible. 

Reform Plan Calculations 

Under the foregoing provisions, for each of the selected tax

payers for each of the years in the study period, historical adjusted 

gross income was recalculated to reflect the full inclusion (except as 

noted) of the inflation-adjusted gains and losses from disposition of 

assets. Itemized deductions for medical expenses and charitable contri

butions, limited by the amount of AGI, were also recalculated. Other 

itemized deductions or standard deductions and deductions for personal 

exemptions were taken as historically reported. Taxable income for each 

of the simulated returns was recomputed accordingly. 

Tax calculation methods. Only the regular (schedules of tax 

rates applied to taxable incomes) and income-averaging methods of com

puting income tax liabilities applied to the simulation of the Reform 

Plan. As no distinction was drawn between capital and ordinary income, 

no special alternative tax computation method for capital gains was ap

plicable. Moreover, as capital income was given no preference, it would 
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appear to be appropriate that income from personal services, similarly, 

should have received no preferential treatment. Therefore, no maximum 

tax calculation was applied under the Reform Plan. 

The "add-on" minimum tax provisions were held in force under the 

simulation, except for the non-applicability of the long-term capital 

gain deduction as an item of tax preference. In the zero basis (and 

hence non-indexible) situation of long-term capital gain distributions 

from qualified employee plans, a partial tax, computed in the fashion of 

the 10-year forward-averaging provisions of Sec. 402(e), was applied to 

such gains in order to avoid the bunching effect of including the re

sulting entire gain as ordinary income. 

Additional Terms Defined and Explained 

Inflation Effect 

Two published studies of and the dissertation's findings on the 

inflation-induced mismeasurement of reported gains and losses from trans

actions in assets are discussed, respectively, in Chapters 6 and 7. The 

term "inflation effect" is used in the several analyses and comparisons 

presented therein. 

Inflation effect, vhen expressed in monetary units, means the 

absolute difference between the amounts of a reported nominal gain or 

loss and the gain or loss stated in real terms, after adjustment for in

flation by the indexing process. This measure reflects the quantum of 

mismeasurement inherent in the reported nominal amount. 

When the inflation effect is expressed as a percentage of the 

nominal amount of gain or loss, it indicates the proportion of inflation 
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distortion included in the nominal measure. A positive percentage means 

that the nominal amount was a gain and reflects the relative amount of 

its overstatement. If the percentage is greater than 100%, it denotes 

additionally that the transaction was a loss when measured in real terms. 

A negative percentage means that the nominal amount was a loss and re

flects the relative amount of its understatement. When inflation effects 

are categorized by size of taxpayer income or by class of asset, the use 

of the proportional measure gives an indication of the sensitivities to 

the effects of inflation of the particular categories being compared. 

Other Terms 

Chapter 9 presents the findings of the dissertation with respect 

to the tax liabilities of the selected group computed under three ap

proaches to the taxation of gains and losses from transactions in assets. 

These findings result from the use of eight-year averages of tax liabili

ties and are analyzed according to eight-year averages of variously de

fined income bases. Explanations are given below of the construction of 

the several averages and of some of the acronyms employed in reference 

thereto. 

In computing the average tax liabilities of the selected taxpayers 

under 1977 Law, 1979 Law and the Reform Plan, the average amounts were 

respectively reduced by any historical or simulated refunds resulting 

from the carryhack of net operating losses which occurred during the 

study period. When net operating losses were carried over, however, no 

such tax refunds resulted, but the effect of the losses on average 



incomes was duplicated. The averaging computations herein eliminated 

such duplicating effect. They also added back the amounts of any 1970-

1977 net operating losses which gave no tax benefit during the study 

period because they were unabsorbed and carried over to 1978 and subse

quent years. 

As can be observed from various analyses presented in the ensuing 

chapters, the published empirical studies reviewed herein have categor

ized taxpayers according to their adjusted gross incomes, rather than 

their taxable incomes. Thus, itemized or standard deductions and per

sonal and dependent exemptions have not been taken into account in such 

classifications. The carryovers of capital losses from 1969 to the study 

years served to reduce taxable incomes and tax liabilities under all 

36 
three taxing methods. However, in the attempt to assess the normal 

status of a taxpayer from 1970-1977 events only, these carryover losses 

were treated herein in the same category as itemized deductions and ex

emptions, rather than as part of the function of determining adjusted 

gross income. 

As explained earlier, limitations applied in the deductibility of 

losses from transactions in assets, whether in nominal amounts under the 

1977 and 1979 Laws, or in real, indexed amounts under the Reform Flan. 

35. The negative amounts from the loss years reduced the tax
payers' total eight-year incomes and hence the average amounts thereof. 
When the losses were carried over to and deducted in subsequent years, 
the reduction in those years' incomes acted to duplicate the effect of 
the losses in the averages. 

36. See p. 108 of this chapter for the provisions under which 
1969 capital loss carryovers were applied in offsetting gains and fur
ther taken as deductions against ordinary income in the simulation of 
the Reform Plan. 
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Any losses which were not deducted during 1970-1977 were treated as 

carryovers to the post-study years. In the matching of average 1970-

1977 tax liabilities with average 1970-1977 incomes, such carryover 

losses were automatically eliminated from the average-income computations 

by the computational procedures of the study. 

The analyses in Chapter 9 of the equity of the three taxing meth

ods require the use of a definition of income that is broader and more 

comprehensive, in the Haig-Simons sense, than that afforded by the defi

nition of adjusted gross income (AGI) embodied in the tax laws. Musgrave 

and Musgrave (1976, p. 267), for example, expanded AGI by adding back the 

long-term capital gain deduction, non-taxable interest and a number of 

other items of tax deductions and excluded actual and imputed incomes 

which eroded a more comprehensive tax base. Minarik (1977, pp. 277-81) 

was equally expansive in his measurement of comprehensive income. A more 

limited computation appeared in two recent studies on effective individ

ual income tax rates: Okner (1979a and 1979b) increased AGI by the total 

items of tax preferences (including the long-term capital gain deduction) 

reported on returns and reduced it by investment expenses not in excess 

of investment income. As the dissertation focuses on different treat

ments of gains and losses from transactions in assets, its purpose was 

still served by a further limitation in the expansion of income. Accord

ingly, the expanded incomes used herein were computed by adding back the 

long-term capital gain deduction, deducting the amount of long-term capi

tal losses partially excluded and by also restating such resulting fig

ures in real terms. 

With the above explanations, the following terms are defined: 
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Average taxes: Eight-year average of each selected taxpayer's 

1970-1977 tax liabilities, less tax refunds resulting from net operating 

loss carrybacks, thrice-computed under 1977 Law, 1979 Law and the Reform 

Plan. 

Average Modified Adjusted Gross Income (AVMAGI): Eight-year 

average of each selected taxpayer's 1970-1977 AGI, after adding back 

the duplicating effect or post-1977 use of 1970-1977 net operating 

losses and the amount of 1969 capital loss carryovers applied to 1970-

1977. 

Average Expanded Nominal Adjusted Gross Income (AVNAGI): Eight-

year average of each selected taxpayer's 1970-1977 adjusted gross income, 

modified as above, with the 50% long-term capital gains deductions added 

back, or less net capital losses before excluding 50% thereof, but only 

to the extent that they produced a tax benefit (i.e., to the extent that 

taxable income before exemptions was not reduced below zero). 

Average Expanded Real Adjusted Gross Income (AVRAGI): Eight-

year average of each selected taxpayer's 1970-1977 AGI, with the 

historically-reported net gains or losses from transactions in assets 

eliminated, and the substitution therefor of the computed real or in

dexed gains and losses at 100% (but deducting net indexed losses only 

to the extent they produced a tax benefit, i.e., to the extent that 

taxable income before exemptions was not reduced below zero). In addi

tion, recomputed net operating loss carryovers from 1970-1977 and ap

plied 1969 capital loss carryovers were added back in the same fashion 

as noted for AVMAGI. 



CHAPTER 6 

EFFECTS OF INFLATION ON GAINS AND LOSSES 
FROM TRANSACTIONS IN ASSETS: 

PUBLISHED RESEARCH 

The general effect of inflation on historical-cost measured 

gains and losses from transactions in assets is that nominal gains are 

overstated and nominal losses are understated. An assessment of the 

extent of the resulting mismeasurement of such gains and losses and an 

evaluation of systems of taxation in view thereof require not only a 

determination of the magnitude of the inflation distortions, but a 

determination of how inflation has affected taxpayers in different 

income classes. 

The effects of inflation on taxpayers are discernable from a 

comparison of nominal and real gains and losses. Real amounts, in turn, 

are computed by the process of indexing. Indexing requires information 

on the bases (historical costs) and respective holding periods of assets 

on which gains and losses from the dispositions thereof have been re

ported in the income tax returns of individual taxpayers. 

Such information is not available in the annual Statistics of 

Income - Individual Income Tax Returns (either the preliminary or final 

reports) published by the Internal Revenue Service. However, a special 

116 
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report was Issued by the Service which contained summaries of such data 

for 1962 individual income tax returns.̂ " 

In this researcher's review of the literature, only two studies 

were found in which the effects of inflation on reported gains and 

2 
losses could be ascertained separately: Brinner (1976), who used data 

from the Internal Revenue Service for 1962, and Feldstein and Slemrod 

(1978), whose study was based on 1973 information supplied by the 

Service. 

Brinner Study for 1962 

Brinner (1976) explored the effects on taxable incomes and tax 

liabilities of individuals by inflation adjusting, or indexing, the 

nominal amounts of capital gains and losses reported on 1962 returns. 

He also computed an "inflation loss" on personal savings and, moreover, 

recognized the "inflation gains" enjoyed by individuals on personal 

debt. Data on capital gains and losses were taken from an Internal 

3 
Revenue Service 1962 supplemental report, while estimates of personal 

1. Internal Revenue Service, Statistics of Income - 1962. Sup
plemental Report: Sales of Capital Assets Reported on Individual Income 
Tax Returns. Washington: U.S. Government Printing Office, 1966. A 
number of authors indicated that a similar supplemental report for 1973 
was under preparation by I.R.S., but, at the time of the writing hereof, 
it had not been published. 

2. The study performed by the Treasury Department in Blueprints, 
apparently using a specially-constructed data base (described at pp. 145-
146), reported the results of the multi-faceted CIT approach taken 
therein and was not disaggregated to show the separate effects of in
flation on gains and losses from transactions in assets. A study by 
Fellner, Clarkson and Moore (1975), based on data from the "Treasury Tax 
Model" and using the "GNP deflator" as the price-index adjustor, was 
more comprehensive in the tax reform proposals simulated and similarly 
reported only the aggregate results thereof. 

3. See footnote 1 above. 
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savings and personal debt for 1962 were obtained from other sources. 

The following discussion is confined to the inflation effects observed 

by Brinner for capital gains and losses only. 

Methodology 

The 1962 I.R.S. information used by Brinner was in summary form 

and not by individual taxpayer. Transactions with complete information 

on reported gains and losses, asset bases and holding periods were clas

sified by the I.R.S. into four categories: corporate stock, securities 

other than stock, livestock, and real estate, with the latter including 

a subcategory of residences. Within each category, information was 

cross-classified by several adjusted gross income groups. Brinner used 

the Consumer Price Index to calculate adjustment factors, by dividing 

the CPI at time of realization by the CPI at time of acquisition. He 

categorized holding periods as number of months up to 12, number of 

years up to five, five-year intervals up to 20 and 20 years or more. A 

.1% inflation factor per month was used for assets with less than a one-

year holding period. For other holding periods, the inflation factor 

was calculated as the ratio of the December, 1962 GPI to the CPI of the 

mean point of the respective holding period intervals. These factors 

were then applied to the respective asset bases yielding the inflation-

adjusted bases, which, in turn, were then deducted from the respective 

sales prices. The resulting figures thus represented gains and losses 

expressed in real terms. 

The 1962 I.R.S. data also contained categories excluded from the 

foregoing computations in which no basis or holding period information 
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4 were given. To index these excluded items, Brinner applied an averaging 

technique. He took data included in the l.R.S. report for corporate 

stocks, other securities and real estate other than residences and con

structed simple ratios of the sum of the inflation-adjusted gains or 

losses for these assets to the nominal amounts reported in each of the 

AGI classes of taxpayers. These ratios were then applied to the excluded 

items to deflate reported gains (or increase reported losses). Brinner 

also computed mean weighted-holding periods for the various categories 

of the gains and losses, where the weighting factor was the sales price 

of the asset. 

Results Observed 

Aggregating all categories of assets for which complete informa

tion on transactions were known, for all U.S. taxpayers, the gains from 

transactions in assets, nominally reported as $6,008 million, when ad

justed for inflation, were only $2,635 million, or 44% of the nominal 

amounts. Taking only taxable (rather than all) returns into considera

tion, the indexed gains were almost exactly 50% of the nominal amounts. 

This, as noted by Brinner, yielded the same results as the then 50% 

4. Individual income tax returns normally do not reflect asset 
bases and acquisition year data for capital gain dividends, distributive 
shares of gains and losses from partnerships, fiduciaries and small 
business (Subchapter S) corporations, corporate liquidating distribu
tions, retirement plan distributions and gains resulting from prior 
years' installment sales. 
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deduction for long-term capital gains.When transactions with incom

plete information (to which average inflation adjustments were applied) 

were added to the taxable return group, the ratio of indexed gains 

($3,900 million) to nominal gains ($10,052 million) fell to 39%. 

Brinner noted that the overall effects masked wide variations in 

results among taxpayers in different income classes. His general results 

were tabulated into four income groups and are summarized in Tables 6-1 

and 6-2. 

For transactions with complete information and for all transac

tions (Table 6-1), and for the asset categories of corporate stocks, real 

estate other than residences, and personal residences (Table 6-2), the 

data indicated that the proportion of inflation distortions became less 

pronounced as the income class of taxpayers increased. Thus, lower-

income taxpayers were more sensitive to the effects of inflation; or, in 

other words, their investments were less responsive to inflationary 

pressures. 

Brinner's proffered explanations for the foregoing observations 

included two significant comments (1976, p. 135): lower-income taxpayers 

were less able "to afford good information on investment opportunities," 

and in the case of corporate stocks, the results indicated that the 

5. Included in determining this overall result were short-term 
gains and losses, i.e., assets with a holding period of six months or 
less. As previously noted, Brinner applied a .1% per month inflation 
factor to assets with less than a one-year holding period. Thus, the 
inclusion of these short-term transactions, obviously with substantially 
less than a 50% inflation effect, tended to reduce the observed aggre
gate inflation effect. Had the results been reported for long-term 
transactions only, the ratio of total inflation adjusted gains to total 
nominal gains would have been less than 50% and the inflation effect 
more than 50%. 
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Table 6-1. Distribution of Nominal and Indexed Capital Gains and Losses 
and Mean Holding Periods, by Adjusted Gross Income Class, 
Total Taxable Returns of U.S. Taxpayers, 1962 

Gain/(Loss) Amounts in Millions 

Adjusted Gross 
Income Class 

Mean 
Holding-
Period 
(Years) 

Nominal 
Gains 

Indexed 
Gains/ 
(Losses) 

Inflation Effect 
Ratio to 
Nominal 

Amount Gain 

Transactions with Complete Information 

Under $10,000 6.3 $ 885 $ (289) $1,174 133% 

$10,000-$49,999 4.2 1,813 683 1,130 62 

$50,000-$99,999 4.2 775 534 241 31 

$100,000 and over 6.7 2,178 1,910 268 12 

£ Total Taxpayers 5.1 $ 5,658 $ 2,844 $2,814 50% 

All Transactionŝ  

Under $10,000 (c) $ 1,715 $(1,335) $3,050 178% 

$10,000-$49,999 (c) 3,675 1,391 2,284 62 

$50,000-$99,999 (c) 1,353 939 414 31 

$100,000 and over (c) 3.302 2.899 403 12 

Total Taxpayers3 $10,052 $ 3,900 $6,152 61% 

a. Detail amounts do not add to totals due to rounding of data 
by the author. 

b. Includes transactions with incomplete information, which 
transactions were adjusted for inflation by an averaging technique. 

c. Data not provided. 

d. Not provided by Brinner (1976) and calculated herein. The 
amount of the inflation effect is the absolute difference between the 
nominal and indexed gain or loss. 

Source: Brinner, Roger A. "Inflation and the Definition of Taxable 
Personal Income." Inflation and the Income Tax, ed. Henry J. 
Aaron. Washington: The Brookings Institution, 1976, Table 4-3, 
p. 137 and Table 4-4, p. 139. 
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Table 6-2. Distribution of Ratios of Inflation Effects to Nominal 
Gains,3 by Selected Asset Categories and Adjusted Gross 
Income Classes, Transactions with Complete Information, 
Total Taxable Returns of U.S. Taxpayers, 1962 

Real 
Estate 
Other 

Other Than Personal 
Adjusted Gross Corporate Secur Resi~k Resi Live
Income Class Stocks ities dences dences stock 

Under $10,000 (251)% 550% 128% 125% 3% 

$10,000-$49,999 75 1275 45 90 5 

$50,000-$99,999 28 1000 20 92 13 

$100,000 and over 9 209 21 57 _0 

Total taxpayers 35% 400% 64% 125% 4% 

a. Inflation effect (absolute difference between the indexed 
and nominal gain or loss) divided by the nominal gain or loss. A per
centage in excess of 100 indicates that a nominal gain was a real loss. 
A negative percentage indicates that the nominal amount was a loss. The 
inflation effect amounts and percentages were calculated herein from 
data in the Brinner (1976) study. 

b. The dollar amounts from which these percentages were com
puted were calculated by subtracting the data for the category of "per
sonal residences" from the category of "real estate" which included 
personal residences. 

Source: Brinner, Roger A. "Inflation and the Definition of Taxable 
Personal Income." Inflation and the Income Tax, ed. Henry J. 
Aaron. Washington: The Brookings Institution, 1976, Table 4-3, 
p. 137 and Table 4-4, p. 139. 
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lower-income taxpayers generally held "stocks with relatively higher 

dividend payout ratios and, hence, lower rates of appreciation." 

Brinner further offered an "important caveat" in drawing conclu

sions from the observed data (1976, p. 137). 

The gains are not likely to be representative of the average 
portfolio performance of any group because only realized gains 
have been reported. There is no reason to presume a random sam
ple has been sold. In fact, detailed evidence. . .suggests that 
a nonrandom, nonrepresentative sample of assets is sold each 
year. 

An important corollary is that it is incorrect to assume 
that the same assets would have been sold had income in 1962 
been defined on an inflation-adjusted basis. A different tax 
structure probably would have elicited a different set of sales. 

Feldstein and Slemrod Study for 1973 

The Feldstein and Slemrod (1978) paper studied the effects of 

inflation on gains reported by individual taxpayers in 1973, but only on 

sales of corporate stocks. Data regarding the composition of taxable in

comes and asset transactions for a sample of 1973 individual taxpayers 

were obtained from the Internal Revenue Service. This detailed data 

base, as distinguished from the aggregated and summarized 1962 informa

tion used by Brinner (1976), permitted the authors to determine more ac

curately the inflation distortions inherent in the reported gains and 

losses. In addition, it permitted them to calculate the excess amount 

of income tax paid by these taxpayers as a result of the mismeasurement 

of the stock gains and losses. 

Methodology 

Using the I.R.S. supplied data, the nominally reported gains and 

losses from sales of corporate stock were indexed in the same fashion as 
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that used in the simulation of the Reform Plan herein. An annual infla

tion factor, consisting of the annual CPI for 1973 divided by the annual 

CPI for the year of "purchase," was applied to the historical cost of 

the asset to restate it in terms of 1973 dollars. The restated basis 

was then subtracted from the selling price to determine the indexed, 

inflation-adjusted gain or loss. Some of the transactions in the sample 

data did not bear the acquisition date. For these, the authors applied a 

technique of estimating the year of acquisition based on known data clas

sified into a 200-cell matrix of eight AGI classes and 25 classes of 

ratios of selling prices to purchase prices. Sample data were then sta

tistically extended to estimate the effects on the entire population of 

1973 taxpayers. 

Results Observed 

The inflation effects observed by Feldstein and Slemrod (1978) 

were tabulated by taxpayers into eight income groups; a summary of the 

data is presented in Table 6-3. For sales of corporate stocks in 1973, 

individual taxpayers, in the aggregate, reported nominal gains of $4,629 

million which, when adjusted for inflation, represented losses of $910 

million expressed in real terms. The wide variation in inflation effects 

experienced by 1962 taxpayers in different adjusted gross income classes 

and the pattern of a descending proportion of the inflation effect as 

adjusted gross income increased, observed in the Brinner (1976) study 

discussed earlier, also prevailed for 1973. 

Additional comments on the Feldstein and Slemrod (1978) study and 

comparisons with the Brinner (1976) study and the dissertation research 
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Table 6-3. Distribution of Nominal and Indexed Capital Gains from Sales 
of Corporate Stock, by Adjusted Gross Income Class, Total 
Taxable Returns of U.S. Taxpayers, 1973 

Gain/(Loss) Amounts in Millions 

Inflation Effect3 

Indexed Ratio to 
Adjusted Gross Nominal Gains/ Nominal 
Income Class Gains (Losses) Amount Gains 

Less than $0 $ 86 $ (15) $ 101 117% 

$0-$9,999 77 (726) 803 1043 

$10,000-$19,999 21 (895) 916 4362 

$20,000-$49,999 369 (1,420) 1,789 485 

$50,000-$99,999 719 (255) 974 135 

$100,000-$199,999 942 437 505 54 

$200,000-$499,999 1,135 839 296 26 

$500,000 and over 1,280 1,125 155 12 

Total Taxpayers $4,629 $ (910) $5,539 120% 

a. Not provided by Feldstein and Slemrod (1978) and calculated 
herein. The amount of the inflation effect is the absolute difference 
between the nominal and indexed gains. 

Source: Feldstein, Martin and Joel Slemrod. "Inflation and the Excess 
Taxation of Capital Gains on Corporate Stock." National Tax 
Journal, 31 (June, 1978), Table 1, p. 109. 

are made in Chapter 7. Further findings and conclusions by Feldstein 

and Slemrod regarding the "excess" taxes paid due to inflation distor

tions are discussed in Chapter 8. 



CHAPTER 7 

EFFECTS OF INFLATION ON GAINS AND LOSSES 
FROM TRANSACTIONS IN ASSETS: 

DISSERTATION RESEARCH 

An integral step in the simulation of the Reform Flan, as de

scribed in Chapter 5, was the indexing of the gains and losses from 

transactions in assets reported by the selected taxpayers for the period 

1970-1977. The segregation and separate analyses of the resulting data 

allow the distorting effects of inflation on these transactions to be 

observed. This chapter presents the findings of the dissertation on 

such inflation effects and compares its results with the published 

research discussed in Chapter 6. 

Summary of the Selected Taxpayers' 
Transactions in Assets 

As noted in Chapter 5, of the 224 taxpayers comprising the se

lected group, 187 of them reported transactions in assets during the 

1970-1977 study period. In all, data on 2,367 transactions* were re

corded, including years of acquisition and disposition, amounts of sale, 

1. One additional transaction occurred but was eliminated be
cause of the relative size thereof and the swamping effect it would have 
had on the overall results of the study. The taxpayer, in the $0-$4,999 
adjusted gross income class, suffered a non-business bad debt of $440,063 
which, when indexed, resulted in a real loss of $646,012. Because this 
taxpayer had other capital losses and relatively low incomes during the 
study period, the elimination of the one transaction had no effect on 
the determination of his tax liabilities under 1977 Law or under the 
simulations of the 1979 Law and the Reform Plan. 

126 
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basis and nominal gain or loss, as well as certain identification codes. 

These codes permitted data to be analyzed as to the source of the trans

action (whether the taxpayer's own or his distributive share from an

other entity), the type of the asset or transaction involved and the 

manner in which the transaction was qualified or disqualified for the 

2 
indexing adjustment. Additionally, each transaction was identified (by 

a computer program) with the adjusted gross income class of the taxpayer 

for the transaction year. A summary of the 2,367 transactions, showing 

the number thereof and net gains or losses therefrom, classified by 

asset or transaction category and by indexible status is presented in 

Table 7-1. 

Transactions in corporate stocks were classified into three 

categories, stocks in public corporations, stocks in controlled cor

porations, and worthless securities, for the following reasons. Small 

businessmen, who constituted a significant proportion of the selected 

taxpayer group, had a number of transactions in stocks of controlled 

corporations. The gains and losses from these transactions were sub<-

stantial in amount (both for total transactions and indexible transac

tions only) when compared to the results of transactions in stocks of 

public companies. Within the class of corporate stocks, shares in 

controlled corporations can be considered as sui generis because of 

different investment motives and profit horizons of the stockholders 

and because of their ability to control stock values, at least through 

2. See Chapter 5, p. 82 and Appendix C for descriptions of 
the data categories abstracted. 



Table 7-1. Summary of 187 Selected Taxpayers' Gains and Losses from Transactions In Assets, 
1970-1977 

Non-Indexible Transactions 
Indexible Transactions with Less than 1-yr. 

Transactions unknown data Holding Period Other Reasons Total Transactions 
Net Gain/ Net Gain/ Net Gain/ Net Gain/ Net Gain/ 

Category of Asset Number (Loss) Nunber (Loss) Number (Loss) Number (Loss) Number (Loss) 

Stocks In public corporations 
Distributions from mutual funds 
Distributions from other sources 
Balance 714 $ 312,079 

223 
41 

$ 61,750 
(24,878) 

358 $(264,513) 30 

r 

$ 65,844 1,366 $ 150,282 

Bonds and other securities 48 (90,140) 26 (140,095) 6 296 80 (229,939) 

Stocks in controlled corporations 11 89,733 13 333,155 24 422,888 

Worthless securities 28 (181,202) 28 (181,202) 

Non-business bad debts 18 (143,908) 14 (33,398) 3 (29,189) 35 (206,495) " 

Real estate other than residences 387 2,424,223 27 67,134 63 171,998 203 613,116 680 3,276,471 

Personal residences 29 298,927 1 5,691 30 304,618 

Non-realty business assets 58 127,809 14 18,467 8 801 7 28,399 87 175,476 

Livestock 14 3,533 2 (824) 16 2,709 

Non-realty personal assets 4 20,765 1 232 4 2,051 9 23,048 

Retirement plan distributions 12 129.931 12 129.931 

Totals-Numbers of transactions 
-Amounts 

1.311 
$2,861,819 

305 
S122.473 

473 
$(260,108) 

278 
$1,143,603 

2,367 
$3,867,787 

2 to Total Transactions-Numbers 
-Anounts 

55.41 
74.02 

12.92 
3.22 

20.02 
(6.7)2 

11.72 
29.52 

100.02 
100.02 

N3 
00 
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dividend and officer-stockholder compensation policies. Accordingly, 

the transactions in such shares were categorized separately and con

sisted of gains and losses from stock sales and liquidation distribu

tions. The classification of worthless securities was chosen to separate 

voluntary from involuntary dispositions and to reduce the netting effect 

of offsetting losses against gains. Although a few transactions in 

stocks of public corporations, with minor amounts of losses, were in

cluded in the worthless security category, such category was composed 

primarily of losses from stocks in controlled corporations. 

Of the total 2,367 transactions, 473 were non-indexible because 

of the minimum one-year holding period requirement of the Reform Plan. 

An additional 278 transactions were non-indexible for a variety of other 

3 
reasons. Three-hundred five more transactions were also denied the 

indexing adjustment for the reasons indicated below. 

Notwithstanding the general availability to the researcher of 

4 supporting information in the taxpayer or related files which permitted 

the filling-in of data items missing in the selected returns, some data 

were still unavailable to permit the indexing adjustment to be computed 

for 305 transactions which appeared to be otherwise eligible. This 

group consisted of 223 capital gain dividends from regulated investment 

3. Of these 278 transactions, 147 were recognized gains from 
installment collections of pre-1970 installment sales. Zero basis 
assets and other reasons set forth in Chapter 5, pp. 98-100 accounted 
for the remainder. 

4. The related files consisted of returns prepared by the re
searcher's firm or copies of returns prepared by others for those part
nerships, Subchapter S corporations and estates and trusts in which the 
taxpayer was a partner, stockholder or beneficiary. 
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companies (mutual funds) and 82 transactions which represented distribu

tive shares of gains and losses from certain partnerships, fiduciaries 

and Subchapter S corporations. The tax returns of the underlying enti

ties accounting for these 305 transactions were not available to the 

researcher. 

Consideration was given to the use of a procedure, similar to the 

one used by Brinner (1976),of applying average inflation-adjustment 

factors derived from known data to the transactions with unknown data in 

order to adjust them also for inflation distortions. However, because 

of the uncertainties involved, such a procedure was rejected. The 223 

transactions representing capital gain dividends could have resulted not 

only from the mutual funds' sales of corporate stocks, but from bonds 

and other securities as well, a different asset category herein. Also, 

as the demarcation between short-term and long-term transactions was six 

months for 1970-1976 and nine months for 1977, some of the gains could 

have resulted from transactions deemed non-indexible herein due to the 

minimum one-year holding period requirement. The same uncertainties with 

holding periods and asset classifications existed with respect to the 82 

capital and Sec. 1231 gain and loss transactions of distributive shares 

from partnerships, fiduciaries and Subchapter S corporations.̂  More 

5. See Chapter 6, pp. 118-119. 

6. Additionally, Sec. 1231 gains distributed from partnerships, 
fiduciaries and Subchapter S corporations may have been less than the 
actual nominal gains realized on the transaction giving rise thereto; 
any ordinary Income resulting from recapture of depreciation, etc. under 
Sec.'s 1245-1252 was not separately identified on the entities' returns 
and was commingled with other items of ordinary income in arriving at 
the partner's/beneficiary's/stockholder's distributive shares of the 
entity's transactions. 
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importantly, the question was raised whether the inflation effects ob

served from the transactions with known information were representative 

of the group with unavailable information, especially when applied in a 

classified manner. The use of average inflation factors might have re

sulted in either overstating or understating the actual inflation effects 

inherent in the 305 transactions. Accordingly, they were considered to 

be non-indexible for purposes of the dissertation. Such treatment thus 

resulted in some understatement of the inflation effects observed from 

the selected data, introducing therein a bias of unknown amount but of 

known direction. 

After the elimination of the non-indexible transactions for the 

reasons stated above, 1,311 transactions remained to receive the index

ing adjustment, 55.4% of the total 2,367 transactions. The nominal gains 

and losses represented by these indexible transactions aggregated to a 

net gain of $2,861,819. This amount was 74.0% of the net gain of 

$3,867,787 generated by the selected taxpayers' total transactions in 

assets. Various analyses are presented in the following pages of the 

results of indexing these qualifying transactions. 

Inflation Effects Observed 

The 1,311 indexible transactions of the selected taxpayers oc

curring during the eight years of the study period were adjusted for 

inflation by the process of indexing. The indexing factors, based on 

the annual Consumer Price Index, are set forth in Appendix B. These 

transactions, representing a net nominal gain of $2,861,819, when ad

justed for inflation, amounted to a net real loss of $1,291,628. The 
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$4,153,447 resulting inflation effect amounts to 145% of the net nomi

nal gain reported. 

When data were classified by the adjusted gross income group of 

the taxpayers, the results observed in both the Brinner (1976) and 

Feldstein and Slemrod (1978) studies reviewed earlier generally were 

manifested in this study. Inflation distortions in the measurement of 

the nominally reported gains and losses were substantial and were dis

proportionate for taxpayers in different income categories. Classifying 

the data by the year in which the transactions occurred indicated that 

the differences in inflation effect between years were relatively 

modest. When the transactions were grouped by asset category, marked 

variations in inflation effects were observed. 

The composition and distribution of the inflation effects are 

presented in three ways, by adjusted gross income class in Table 7-2, 

by year in Table 7-3 and by asset category in Table 7-4. Tables 7-5, 

7-6 and 7-7 further analyze inflation effects for three classes of 

assets by the size of taxpayer adjusted gross income. In all the 

tables, the amount of the inflation effect is the absolute difference 

between the nominal and the inflation-adjusted or indexed gain or loss. 

Dividing the amounts of the inflation effect by the nominal gains or 

losses yielded ratios which indicated the proportions of inflation ef

fects included in the nominal amounts. A positive percentage indicates 

the proportion of overstatement of nominal gains; if in excess of 100%, 

the nominal gain was a real loss. If the percentage is negative, it 

reflects the proportion of understatement of a nominal loss. 
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Effects by Adjusted Gross Income Class 

The presentation of data by 11 relatively narrow adjusted gross 

income classes, as shown in Table 7-2, indicates some rather sizeable 

but pattemless proportional measures of inflation effect. However, 

when the adjusted gross income classes were broadened and reduced in 

number to the four used by Brinner (1976), as shown at the bottom of 

Table 7-2, the inverse relationship between the size of income and pro

portional effect (or sensitivity to inflation) observed in the Brinner 

(1976) and Feldstein and Slemrod (1978) studies also can be seen in the 

selected data. Thus, the lower-income selected taxpayers, proportion

ally, were more sensitive to and more affected by inflation distortions 

in the measurement of gains and losses from transactions in assets than 

the higher-income taxpayers in the selected group. 

Effects by Years 

Table 7-3 indicates that while the overall effects of inflation 

varied for the selected taxpayers for each of the eight years in the 

study period, the variations were relatively small. No single year's 

ratio of inflation effect to nominal gain varied by more than 54 per

centage points from the ratio for the total of the eight years. None

theless, a rough trend toward the increasing proportionality of inflation 

effects over time can be discerned. This trend is consistent with the 

increase in inflation during the study period, as reflected by the CPI. 

However, the relationship between the inflation effect ratios and the 

CPI, while positive, is very weak: applying a linear regression of the 

inflation effect ratios against the CPI (see Appendix B) for each of the 
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Table 7-2. Distribution of Nominal and Indexed Gains and Losses, by 
Adjusted Gross Income Class, Total Returns of 187 Selected 
Taxpayers, 1970-1977 

Inflation Effect 
Nominal Indexed Ratio to 
Gains/ Gains/ . Nominal 
(Losses) (Losses) Amount Gains 

g b 
Adjusted Gross Income Class ' 

Less than $0 $ (3,153) $ (55,199) $ 52,046 (1651)% 

$0-$4,999 (16,796) (332,429) 315,633 (1879) 

$5,000-$9,999 138,882 (110,569) 249,451 180 

$10,000-$14,999 248,710 (84,798) 333,508 134 

$15,000-$19,999 13,879 (506,419) 520,298 3749 

$20,000-$24,999 194,769 (136,946) 331,715 170 

$25,000-$29,999 154,863 (75,051) 229,914 148 

$30,000-$49,999 811,876 (85,481) 897,357 111 

$50,000-$99,999 502,009 (111,816) 613,825 122 

$100,000-$199,999 805,816 229,705 576,111 71 

$200,000-$499,999 10,964 (22,625) 33,589 306 

Total Taxpayers $2,861,819 $(1,291,628) $4,153,447 145% 

Broadened Adjusted Gross Income Class 

Under $10,000 $ 118,933 $ (498,197) $ 617,130 519% 

$10,000-$49,999 1,424,097 (888,695) 2,312,792 162 

$50,000-$99,999 502,009 (111,816) 613,825 122 

$100,000 and over 816,780 207,080 609,700 75 

Total Taxpayers $2,861,819 $(1,291,628) $4,153,447 145% 

a. AGI classes of $500,000 and over are not shown as there were 
no taxpayers therein during the study period. 

b. Determined annually and not averaged for the period. 
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Table 7-3. Distribution of Nominal and Indexed Gains and Losses, 
by Years, Total Returns of 187 Selected Taxpayers, 1970-1977 

Year 

Nominal 
Gains/ 
(Losses) 

Indexed 
Gains/ 
(Losses) 

Inflation Effect 
Ratio 
to 

Nominal 
Amount Gain 

1970 $ 153,254 $ (108,867) $ 262,121 171% 

1971 242,733 (88,061) 330,794 136 

1972 338,184 31,304 306,880 91 

1973 342,179 (108,755) 450,934 132 

1974 278,094 (84,865) 362,959 131 

1975 353,779 (47,503) 401,282 113 

1976 710,088 (507,682) 1,217,770 171 

1977 443.508 (377.199) 820.707 185 

Totals $2,861,819 $(1,291,628) $4,153,447 145% 
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2 eight years yielded a coefficient of determination (r ) value of only 

.1668.7 

Effects by Category of Assets 

Table 7-4 summarizes the inflation effects on the selected tax

payers by category of asset. The results are generally consistent with 

the Brinner (1976) and Feldstein and Slemrod (1978) findings previously 

discussed. Commentary and supplemental analyses follow. 

Except for transactions in bonds and other securities, the pro

portional inflation distortions on the measurements of the selected 

taxpayers' gains and losses from transactions in stocks of public cor

porations was the most pronounced of all asset categories. The dis

aggregation of data for transactions in stocks of public corporations, 

by broadened adjusted gross income classes and by years, is shown in 

Table 7-5. As can be seen, the selected taxpayers' investments in these 

stocks were clearly a poor hedge against inflation. Large distortions 

were observed for taxpayers in all income categories and generally 

g 
parallel the Brinner (1976) and Feldstein and Slemrod (1978) findings. 

The use of a yearly classification, in contrast, revealed no pattern 

from which conclusions might be drawn. 

7. The inflation effect ratios incorporate not only the impact 
of inflation, herein measured over time by the CPI, but also the effect 
of the proportionality of the acquisition price to the disposition price 
(see Chapter 1, footnote 7, p. 5). Accordingly, no a priori reason 
existed for believing that the relationship between the inflation effect 
ratios and the CPI was a strong one. 

8. See Table 7-8, p. 146, for a comparison of the dissertation 
study results with those of Brinner (1976) and Feldstein and Slemrod 
(1978). 
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Table 7-4. Distribution of Nominal and Indexed Gains and Losses, by 
Asset Category, Total Returns of 187 Selected Taxpayers, 
1970-1977 

Asset Category 

Number 
of Nominal Indexed 

Trans- Gains/ Gains/ 
actions (Losses) (Losses) 

Inflation Effect 
Ratio 
to 

Nominal 
Amount Gain 

Stocks in public 
corporations 

Bonds and other 
securities 

Stocks in controlled 
corporations 

Worthless securities 

Non-business bad 
debts 

Real estate other 
than residences 

Personal residences 

Non-realty business 
assets 

Livestock 

Non-realty personal 
assets 

Totals 

714 $ 312,079 $ (991,406) $1,303,485 418% 

48 (90,140) (608,656) 

11 89,733 38,966 

28 (181,202) (223,696) 

18 (143,908) (174,183) 

387 

29 

58 

14 

2,424,223 844,110 

298,927 (264,138) 

127,809 

3,533 

20,765 

78,196 

(974) 

10.153 

1,311 $2.861.819 $(1.291.628) 

518,516 (575) 

50,767 57 

42,494 (23) 

30,275 (21) 

1,580,113 65 

563,065 188 

49,613 39 

4,507 128 

t 
10.612 51 

$4.153.447 145% 
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Table 7-5. Distribution of Nominal and Indexed Gains and Losses from 
Transactions in Stocks of Public Corporations, by Adjusted 
Gross Income Class and by Year, Total Returns of Selected 
Taxpayers Reporting Such Transactions, 1970-1977 

Inflation Effect 
Nominal Indexed Ratio to 
Gains/ Gains/ Nominal 
(Losses) (Losses) Amount Gain 

Adjusted Gross Income Class 

Under $10,000 $ 44,636 $(194,737) $ 239,373 536% 

$10,000-$49,999 113,799 (583,421) 697,220 613 

$50,000-$99,999 162,267 (91,172) 253,439 156 

$100,000 and over (8.623) (122.076) 113.453 (1316) 

Total Taxpayers $312,079 $(991,406) $1,303,485 418% 

Year 

1970 $151,034 $ 42,711 $ 108,323 72% 

1971 96,873 (95,892) 192,765 199 

1972 139,476 (8,622) 148,098 106 

1973 (74,671) (252,577) 177,906 (238) 

1974 (56,941) (139,620) 82,679 (145) 

1975 12,317 (93,662) 105,979 860 

1976 30,993 (327,912) 358,905 1158 

1977 12.998 (115.832) 128.830 991 

Total Taxpayers $312,079 $(991,406) $1,303,485 418% 
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The substantial inflation effects revealed for transactions in 

bonds and other securities (primarily composed of bond sales) is con-

9 
sistent with Brinner's (1976) findings. Moreover, it is an effect 

which flows inexorably from the mechanisms of the market: as interest 

rates generally rise with inflation, nominal prices of bonds decrease, 

thereby increasing the inflation losses which would have existed even 

if the nominal prices remained constant. 

The small inflation distortion shown for stocks in controlled 

corporations, in comparison to stocks in public corporations, results 

from their earlier-noted different nature. Generally, for such cor

porations, earnings are reinvested rather than paid in dividends, 

thereby relatively increasing the gains or decreasing the losses, at 

the time of the disposition of the shares. 

The inflation effects for worthless securities and for non

business bad debts were comparatively quite small, primarily because of 

the relatively short holding period for these assets prior to their 

worthlessness. Most of the dollar amount of the losses from non-business 

bad debts resulted from uncollectible loans to controlled corporations, 

the losses from the stock investments therein being included in the 

worthless securities category. 

In overcoming the effects of inflation, the selected taxpayers 

performed fairly well in their investments in non-residential real 

estate. Two factors, however, contributed to some understatement of 

the inflation distortions. First, a number of the assets were 

9. See Table 6-2, p. 122. 
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substantially depreciated buildings with a low adjusted-basis to selling 

price ratio; therefore, the indexing adjustment had a relatively small 

effect. Second, of the 387 indexible transactions in this category, 218 

were annual gains recognized on 52 installment sale elections. As ex

plained in Chapter 5,̂  the adopted rule for indexing installment gains 

froze the inflation effect at the time of the installment sale. There

fore, the effects of further inflation distortions on the installment 

collections in post-sale years were not reflected in the study results. 

Further analyses of the inflation effects for transactions in 

real estate other than residences, by taxpayer income class and by year, 

are shown in Table 7-6. No material differences between income classes 

are distinguishable as compared to the pattern observed by Brinner 

(1976) for 1962.̂  It is conjecture whether this lack of material 

difference was due to the inclusion of installment sales in the selected 

data (they were excluded from the data base used by Brinner (1976)), 

whether the lower-income selected taxpayers were equally as adept in 

12 real estate investments as the higher-income group, or whether the 

experiences of the selected group, because of the time difference or 

geographical concentration, were different from the national experience 

in 1962. The yearly data revealed only a weak trend toward an increasing 

10. See pp. 105-106. 

11. Table 6-2, op. cit. 

12. In other words, large investments in real estate were not 
proportionately better, from an inflation standpoint, than smaller ones. 
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Table 7-6. Distribution of Nominal and Indexed Gains and Losses from 
Transactions in Real Estate Other than Personal Residences, 
by Adjusted Gross Income Class and by Year, Total Returns of 
Selected Taxpayers Reporting Such Transactions, 1970-1977 

Inflation Effect 
Ratio 

Nominal Indexed to 
Gains/ Gains/ Nominal 

(Losses) (Losses) Amount Gain 

Adjusted Gross Income Class 

Under $10,000 $ 194,392 $ 52,208 $ 142,184 73% 

$10,000-$49,999 1,325,723 462,880 862,843 65 

$50,000-$99,999 247,797 127,287 120,510 49 

$100,000 and over 656.311 201.735 454.576 69 

Total Taxpayers $2,424,223 $844,110 $1,580,113 65% 

fear 

1970 $ 104,462 $ (5,886) $ 110,348 106% 

1971 184,249 104,070 80,179 44 

1972 303,615 185,311 118,304 39 

1973 339,741 155,205 184,536 54 

1974 348,560 149,495 199,065 57 

1975 176,992 63,305 113,687 64 

1976 663,160 104,500 558,660 84 

1977 303.444 88.110 215.334 71 

Total Taxpayers $2,424,223 $844,110 $1,580,113 65% 
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inflation effect, which weakness may have been due to the inclusion in 

the data of the post-sale year installment gains. 

The substantial inflation effect which appeared for sales of 

personal residences is consistent with Brinner's (1976) findings for 

1962. It indicates that, at least for the selected taxpayers during 

the study period, ownership of personal residences did not provide the 

protection against inflation of popular belief. Table 7-7 shows the 

inflation effects for sales of residences, disaggregated by taxpayer 

income class and by years. Analyzing the inflation effect ratios by 

years revealed no trend or pattern commensurate with an increasing rate 

of inflation over time. However, when the data were classified by tax

payer income class, the higher proportion of inflation effects experi-

13 
enced by the lower income taxpayers, observed by Brinner for 1962, 

was apparent. 

The non-realty business asset category was predominantly com

posed of substantially depreciated personal property. Also, in a number 

of instances of a package sale of tangible business assets, it included 

internally-generated goodwill where no allocation of the selling price 

to the goodwill element was made. Accordingly, applying the inflation-

adjustment factors to the relatively low bases of the assets, as com

pared to their selling prices, resulted in only a modest proportion of 

inflation distortions in the nominal gains reported. 

The substantial (128%) inflation effect shown in Table 7-4 for 

transactions in livestock is not consistent with the findings from 

13. Table 6-2, op. cit. 
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Table 7-7. Distribution of Nominal and Indexed Gains and Losses from 
Sales of Personal Residences, by Adjusted Gross Income Class 
and by Year, Total Returns of Selected Taxpayers Reporting 
Such Transactions, 1970-1977 

Nominal 
Gains/ 

(Losses) 

Indexed 
Gains/ 
(Losses) 

Inflation Effect 
- Ratio 

to 
Nominal 

Amount Gain 

Adjusted Gross Income Class 

Under $10,000 $ 51,583 $ (58,036) $109,619 213% 

$10,000-$49,999 166,321 (162,540) 328,861 198 

$50,000-$99,999 55,375 (51,686) 107,061 193 

$100,000 and over 25.648 8.124 17.524 68 

Total Taxpayers $298,927 $(264,138) $563,065 188% 

fear 

1970 $ 13,512 $ (6,403) $ 19,915 147% 

1971 (6,846) (43,669) 36,823 (538) 

1972 10,500 5,147 5,353 51 

1973 24,281 (58,422) 82,703 341 

1974 30,293 (19,834) 50,127 165 

1975 16,482 (24,167) 40,649 247 

1976 77,092 (9,053) 86,145 112 

1977 133.613 (107.737) 241.350 181 

Total Taxpayers $298,927 $(264,138) $563,065 188% 
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Brinner's 1962 study.̂  Generally, the sold livestock were substan

tially depreciated with relatively long holding periods; moreover, the 

involved taxpayers could be termed "gentleman ranchers." These facts 

were probably quite different from the average 1962 U.S. rancher. 

The very few transactions in non-realty personal assets (e.g., 

objects d'art) do not permit the drawing of any general conclusion about 

the 51% inflation ratio inherent therein. 

Some Comparisons between Studies 

The previous section, which reported the 1970-1977 inflation 

effects observed in the dissertation study, made a number of general 

comparisons to 1962 and 1973 effects reported, respectively, by Brinner 

(1976) and Feldstein and Slemrod (1978). Some specific inter-study 

comparisons are of interest with respect to the only asset category 

common to the two published and the dissertation studies—corporate 

stocks. 

Brinner's observations for 1962 included short-term gains, as 

did the Feldstein and Slemrod 1973 data. The 1962 short-term trans

actions received a .1% per month inflation adjustment. While not spe

cifically stated in the Feldstein and Slemrod study, presumably short-

term 1973 transactions also received an inflation adjustment if the 

acquisition date was in 1972. However, in the dissertation study, 

corporate stocks held less than one year received no such adjustment. 

Thus, even though the data of the three studies were not derived in a 

14. Table 6-2, op. cit. 
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completely similar manner, nonetheless there is sufficient commonality 

to permit some comparative observations. Table 7-8 juxtaposes ratios 

of inflation amounts to nominal gains/losses observed in the three stud

ies for sales of corporate stocks, summarized by the adjusted gross 

income classes used by Brinner. 

tion on the mismeasurement of gains and losses from transactions in 

corporate stocks was much more severe for taxpayers with adjusted gross 

incomes under $50,000 than for those with greater amounts. The increase 

in the inflation ratios from 1962 to 1973 and to 1970-1977 reflect the 

increased rates of inflation extant during 1973 and 1970-1977 when 

compared to 1962."''̂  The substantial increase in the 1970-1977 ratios 

over 1973 are explained also by the elimination of short-term (holding 

period of one year or less) gains and losses from the computations. 

15. The rate of inflation may be measured by the relative per
centage increase in the CPI for some selected period. The use of a 
four-year period, as an example, yields the following: 

The data in Table 7-8 clearly reveal that the impact of infla-

Period 

Absolute four- % change based 
year-increase on CPI in 4th 

in CPI preceding year 

1959-1962 4.0 
23.3 

4.6% 
21.2 1970-1973 

Means of four 4-year periods 
ending with each of the years 
1970-1973 
1974-1977 

21.2 
41.2 

20.6 
33.1 

Mean of eight 4-year periods 
ending with each of the years 
1970-1977 31.2 26.9 
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Table 7-8. Comparative Distribution of Inflation Effect Ratios for 
Transactions in Corporate Stocks, by Adjusted Gross Income 
Class, Total Returns Reporting such Transactions of U.S. 
Taxpayers, 1962 and 1973 and of Selected Taxpayers, 
1970-1977 

Adjusted Gross 

Inflation Effect Ratios-
Percent of Inflation Amount 

Nominal Gains/(Losses) 
to 

Income Class 1962 1973 1970-1977 

Under $10,000 (251)% 555% (1634)% 

$10,000-$49,999 75 694 657 

$50,000-$99,999 28 135 160 

$100,000 and over 9 28 87 

Total All Classes 35% 120% 337% 

Sources: 
1962: Brinner (1976), as summarized in Table 6-2, p. 122 herein. 
1973: Feldstein and Slemrod (1978), as summarized in Table 6-3, 

p. 125 herein. 
1970-1977: Dissertation study, Table 7-5, p. 138 herein, plus 

transactions in stocks of controlled corporations 
exclusive of worthless securities. 
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The question arises as to why there was a consistent pattern in 

the results of sales of corporate stocks by the higher-income taxpayers 

being affected proportionately less by inflation than sales by lower-

income taxpayers. One possible explanation is that the higher-income 

taxpayers' holding periods of stock were shorter, whereby the effects 

of inflation over time were minimized. The Feldstein and Slemrod (1978) 

study gave no date on holding periods, but Brinner (1976) did compute 

sales-weighted average holding periods for the assets included in his 

study.̂  Within each asset category, his tabulation of mean holding 

periods by size of adjusted gross income revealed no particular pattern 

or trend, except in the case of corporate stocks. In this category, 

holding periods increased as income increased. To discern whether the 

1962 pattern prevailed in the selected taxpayers' data, the mean holding 

periods, weighted by sales prices, were computed for their long-term 

transactions in stocks of public and private (controlled) corporations 

by the same income classes used by Brinner. Comparative results are 

shown in Table 7-9. 

For both the 1962 and 1970-1977 data, the weighted holding 

periods for all corporate stocks increased with the increase in adjusted 

gross income. (The comparatively longer holding periods noted for the 

1970-1977 period were due to the exclusion of short-term transactions 

from the weighting computations, while they were included in Brinner's 

figures.) The longer periods for which stocks were held by the higher-

income taxpayers, ceteris paribus, would suggest larger proportional 

16. See Chapter 6, p. 119. 
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Table 7-9. Comparative Distribution of Holding Periods for Transactions 
in Corporate Stocks, by Adjusted Gross Income Class, Returns 
Reporting Such Transactions, Total Taxable Returns of U.S. 
Taxpayers, 1962 and Total Returns of Selected Taxpayers, 
1970-1977 

Mean Sales-Weighted 
Holding Periods (Years) 

1970-1977 
Taxpayer Adjusted 
Gross Income Class 1962 

Public 
Corporations 

Controlled 
Corporations Total 

Under $10,000 2.6 4.4 3.0 4.4 

$10,000-$49,999 2.9 5.4 24.0 5.5 

$50,000-$99,999 3.9 7.5 8.0 7.6 

$100,000 and over 7.0 7.6 9.0 8.3 

Total Taxpayers 3.7 5.8 9.4 5.9 

Source of 1962 data: Brinner, Roger A. "Inflation and the Definition 
of Taxable Personal Income." Inflation and the Income Tax, ed. 
Henry J. Aaron. Washington: The Brookings Institution, 1976, 
Table 4-3, p. 136. 

inflation effects, rather than the smaller ones demonstrated by the data. 

Thus, the explanation for the inverse relationship between sizes of in

come and inflation effect ratios must lie in the relative proportions of 
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acquisition to disposition prices.̂  In other words, the larger infla

tion distortions inherent in longer holding periods were more than offset 

by the investment strategies of the higher-income taxpayers which yielded 

more nominal gains per dollar of investment than the strategies of the 

lower-income taxpayers. 

Two of Brinner's explanations for the lesser inflation effect on 

18 
higher-income taxpayers, noted earlier, suggested that higher-income 

taxpayers could afford better investment advice and that they held stocks 

with lower dividend payout ratios and higher appreciation potential. The 

19 
receipt of better investment advice may be questionable. But, the 

17. As an example of how a low proportion of acquisition price 
to disposition price can override the increased inflation effects of a 
longer holding period, consider low-income taxpayer L and high-income 
taxpayer H, each with a $2,000 nominal gain in 1977 from the following 
transactions: 

L H 

Years of purchase 1973 1969 
Purchase prices $1,200 $ 200 
Sales prices, 1977 $3,200 $2,200 
Nominal gains $2,000 $2,000 
Indexing factors (see Appendix B) 1.364 1.653 
Indexed bases $1,637 $ 331 
Indexed gains $1,563 $1,869 
Inflation effects 
Amounts $ 437 $ 131 
Ratios to nominal gains 21.9% 6.6% 

Rate of inflation during holding 
periods 36.4% 65.3% 

Ratios of acquisition prices to 
disposition prices 37.5% 9.1% 

18. See Chapter 6, pp. 120, 123. 

19. The researcher has witnessed innumerable occasions where the 
professional advisory services employed by more affluent taxpayers have 
been of little or no value. 
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more affluent taxpayers generally have larger and more diversified stock 

portfolios and generally spend more of their personal time in the man

agement thereof. 

However, Brinner's comment was most appropriate that stocks with 

low dividend yields and higher rates of appreciation were chosen by 

higher-income taxpayers. This observation is especially applicable to 

the stocks in controlled corporations disposed of by the selected tax

payers during the study period. Of the $38,966 indexed gains shown in 

Table 7-4, the gains of the high-income taxpayers were $139,501; the 

middle- and low-income groups had indexed losses from their transactions 

20 
in such stocks. Such concentration of gains, coupled with the gener

ally longer holding periods of the selected taxpayers for stocks in con

trolled corporations than in public corporations, observed in Table 7-9, 

supports the conclusion concerning the investment strategies of the 

higher-income taxpayers. 

One other possible explanation for the inverse relationship be

tween income and proportional inflation effect may be the major reason 

20. The distribution by adjusted gross income class of the 
$89,733 nominal gain and $38,966 indexed gain from the selected tax
payers transactions in stocks of controlled corporations, as shown in 
Table 7-4, was as follows: 

Inflation Effect 
Nominal Indexed Ratio to 

Adjusted Gross Gain / Gain/ Nominal 
Income Class (Loss) (Loss) Amount Gain 

Under $10,000 $(60,393) $(78,477) $18,084 (30)% 
$10,000-$49,999 ( 7,500) ( 8,558) 1,058 (14) 
$50,000-$99,999 12,875 (13,500) 26,375 205 
$100,000 and over 144,751 139.501 5.250 4 

Total Taxpayers $ 89.733 $ 38.966 $50,767 57 % 
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for these observed results. As the inflation and holding-period effects 

were derived from realized gains and losses, the higher-income taxpayers 

may not have sold their stocks with substantial unrealized gains; in

stead, they may have kept them in their portfolios to avoid the income 

taxes which would have been due on realization (i.e., the lock-in ef

fect) . Only when the real gains were substantial in relationship to 

nominal gains, or only when offsetting losses were already realized or 

potentially realizable, did the higher-income taxpayers act to realize 

their gains. Such a "hold until beneficial to sell" strategy is fully 

consistent with the lower inflation effect ratios as well as with the 

longer holding periods observed for the higher-income taxpayers. 

Summary 

The Brinner (1976) and Feldstein and Slemrod (1978) inflation 

studies, reviewed in Chapter 6 and compared herein, indicated that nomi

nal gains and losses for taxpayers in all income categories were sub

stantially mismeasured due to the effects of inflation. While different 

categories of assets had different sensitivities to the effects of in

flation, taxpayers in lower-income groups experienced a greater propor

tional mismeasurement effect than did taxpayers with higher incomes. 

The dissertation study, which examined selected taxpayers over a period 

of time, rather than for the single years used by Brinner and Feldstein 

and Slemrod, supported the findings of these authors. 

The inflation effect ratios used herein, if applied to amounts 

of nominal gains, would operate in the same manner as the percentages 

used in the law to determine the long-term capital gain deduction. The 

1962, 1973 and 1970-1977 inflation effect ratios, which appear in the 
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several tables of this and the preceding chapter, for the vast majority 

of income classes and asset categories, are substantially different from 

the pre-1979 50% and present 60% long-term capital gain deductions. 

Hence, the deductions in the law, sometimes defended as inflation ad-

21 
justments, were not even close approximations thereof. For many tax

payers, the effect, of both the 50% and 60% deductions did little to 

ameliorate the inflation distortions inherent in their nominally mea

sured gains; for other taxpayers, they produced windfall benefits. 

Thus, given the distortions in the measurement of income, im

portant questions remain as to the effects of such distortions on the 

tax liabilities of taxpayers and on the distributional equities of the 

resulting tax burdens. These subjects are discussed in the two follow

ing chapters. 

21. When applied to individual taxpayers, this argument is 
spurious. No single factor becoming operative at the beginning of the 
long-term holding period and continuing indefinitely can approximate 
all possible inflation effects. When, however, the argument is applied 
to encompass the net inflation effects of all transactions for a year 
of all taxpayers taken as a whole, it was seen to be accurate for 1962 
(Brinner, 1976), but only when short-term transactions are included. 



CHAPTER 8 

THEORIES OF EQUITY AND VIOLATIONS THEREOF 
IN THE TAXATION OF GAINS AND LOSSES 

FROM TRANSACTIONS IN ASSETS 

The popular notion of the fairness of a taxing system is re

ferred to as "equity" in more technical terms. While the pursuit of 

certain economic and social objectives through the income tax laws may 

result in some inequities, the preservation of the law's essential fair

ness, or equity, seems important.̂ " 

1. A set of tax laws perceived by all to be fair and equitable 
probably would not deter taxpayers in their attempts to avoid paying 
taxes. The planning of one's affairs in order to minimize tax burdens 
has been long recognized as proper conduct. An eloquent and often-quoted 
statement to this effect was made by Judge Learned Hand in Commissioner 
v. Newman (U.S.C.A. 2, 1947), 159 F.2d 848, 850; 47-1 USTC 1F9175. 
"There is nothing sinister in so arranging one's affairs as to keep 
taxes as low as possible. Everybody does so, rich or poor, and all do 
right, for nobody owes any public duty to pay more than the law demands: 
taxes are forced exactions, not voluntary contributions. To demand more 
in the name of morals is mere cant." However, a set of tax laws per
ceived to be unfair and inequitable might be expected to engender il
legal efforts at tax evasion. Some recent evidence of the extent of 
taxpayer dishonesty in the compliance with federal and state income tax 
laws has been studied by Penniman (1980). But, notwithstanding such 
evidence, the self-assessment approach of the federal income tax system 
generally has been considered to be largely successful. Even with the 
overseeing function of the Internal Revenue Service and the (most often) 
insistence on taxpayer honesty when tax returns are prepared, or when 
tax advice is given, by lawyers and C.P.A.'s practicing under codes of 
professional ethics, as well as by many other tax practitioners, perhaps 
the main reason for the success of the system is. that taxpayers, in the 
main, have regarded the system as being fair. 

153 
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A caveat not to overlook considerations of equity was recently 

expressed by Professor Richard A. Musgrave (1979, p. 353). He noted 

that focusing on the use of the tax system to stimulate capital growth 

2 
with investment incentives, as reflected by recent legislation, has 

been more to the benefit of high-income taxpayers than to those in low-

income categories. As such, he felt that the 1978 Revenue Act, as it 

affected the taxation of capital gains, was "intolerable on equity 

grounds" and a "massive step backward" from prior law (Musgrave, 1979, 

p. 356). However, Professor Musgrave's comments should not be inter

preted as limiting considerations of equity only to comparisons of tax 

liabilities between high-income and low-income taxpayers; indeed, the 

issues are much broader. 

The right of government to impose taxes on its citizenry flows 

from the necessity of generating revenues to pay for the goods and 

3 services supplied by government. The propriety of the public sector 

in taking this role, vis-a-vis the private sector, is an allocational 

issue justified on grounds of efficiency. The traditional economics 

4 literature separates the allocation function of government from the 

2. See Chapter 10, pp. 220-222 for a discussion of the issues 
involving the effects on capital formation of the taxation of gains and 
losses from transactions in assets. 

3. The question arises whether this right is coupled with an 
obligation to raise taxes in an equitable manner. No such duty appears 
to have been mentioned in the Internal Revenue Code, Treasury Department 
interpretations of the law, or in court cases. In addition to the right 
to tax, the federal government has assumed also the right to pursue 
redistributional and stabilization policies. 

4. Textbook summaries of the traditional view of the allocation 
function of government may be read in Musgrave and Musgrave (1976, pp. 
7-10, 66-78) and in Herber (1979a, Chapters 1-3, generally). 
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distribution function, with only the latter being concerned with matters 

of equity in taxation. 

The traditional, normative theories of equity require a number 

of simplifying and somewhat unrealistic assumptions in order to be ap

plied operationally. A more recent theory, termed "optimal taxation,""* 

attempts to address these weaknesses and to simultaneously deal with the 

often-conflicting objectives of efficiency and equity. However, the 

refinement of traditional theories offered by this recent view is yet 

in stages of development and requires a multi-dimensional input of more 

still-unmeasurable data in order to lend itself to empirical study. 

Notwithstanding the inherent limitations of the traditional 

approaches, they do provide frameworks in which the equities of differ

ent taxing systems or methods may be compared. The following sections 

of this chapter review the traditional theories of equity in taxation, 

briefly summarize the recent view, and discuss the present taxing 

system's violations of equitable principles. Some recent empirical 

evidence of such violation is then examined. The next chapter presents 

the findings of the study conducted herein to assess the comparative 

equities of 1977 Law, 1979 Law and the Reform Plan, as they apply to 

the taxation of gains and losses from transactions in assets. 

Traditional Theories of Equity 

The two major traditional theories which have developed in the 

assessment of the equity of a taxing system are the benefit theory and 

5. See a brief discussion of the optimal taxation approach at 
pp. 160-162 later in this chapter. 
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the ability to pay theory.̂  A theory of absolute equality may be dis

regarded.'' 

The Benefit Theory 

The benefit theory (called the "voluntary exchange approach" in 

g 
its more sophisticated, modern formulation ) views taxes as the price 

paid to government, in a voluntary exchange, for goods and services 

supplied by the public sector (public goods). Equity is achieved (and, 

moreover, social welfare is increased) as such a voluntary exchange, 

theoretically, takes place only if the value or benefit to the taxpayer 

of the consumption of the public good is equal to or greater than the 

cost of his tax payment. While the benefit theory has the advantage of 

addressing the problem of the distribution of tax burdens and simul

taneously dealing with the efficiency in the allocation of economic 

resources to the public sector, it has limited application. The prin

ciple applies only in situations where specific benefits are conferred, 

such as user-prices, earmarked taxes or administrative revenues (e.g., 

6. The material presented in this section is drawn largely from 
Musgrave and Musgrave (1976, Chapter 9) and Herber (1979a, Chapter 6). 

7. The standard of absolute equality and its expression in the 
form of a lump-sum or head tax has been rejected by modern society. 
See, e.g., Herber (1979a, p. 106). 

8. The benefit approach to the theory of taxation, sometimes 
referred to as the "special benefit theory," dates back to the seven
teenth century. During its long history, several versions and inter
pretations have evolved. One such version, sometimes called the "general 
benefit theory," is similar to the "optimal taxation" approach which is 
discussed later in this chapter. A review of the history of the bene
fit theory and of the opinions of the many writers on the subject may be 
read in Musgrave (1959, Chapter 4). 



157 

federal gasoline taxes being earmarked for highway construction). In 

the furnishing of most public goods (e.g., national defense), the very 

nature of the joint consumption of the good by the citizenry induces 

the "free-rider" problem. Under this situation, the tax must be ex

tracted by law since taxpayers do not make voluntary payments, and the 

g 
quid-pro-quo concept of a voluntary exchange is inoperative. Moreover, 

the theory accepts, a priori, the existing distribution of wealth and 

income among taxpayers and does not attempt to effectuate redistribu

tions thereof. 

The Ability-to-Pay Theory 

The ability-to-pay theorŷ  (also referred to as the "marginal 

utility approach") is based on a concept of equal sacrifice of utility, 

or the foregone marginal utility associated with the tax payment. How

ever, utility is incapable of cardinal measurement or, indeed in most 

cases, of ordinal comparison. As a surrogate for the elusive utility 

concept, income has been adopted by Western societies as the best 

9. In the case of a private good, the exercise of a choice to 
consume the good is made in rivalry with other consumers. Unless an 
individual is willing to pay for the good, he is excluded from its con
sumption. In the case of a pure public good, however, no such choice 
is necessary or available. All citizens jointly consume the total of 
the public good in a nonrival fashion. Failure to pay does not exclude 
an individual from the class of consumers. Thus, with no economic in
centive to pay for the consumption, an individual is motivated to "take 
a free ride" and let others shoulder the burden of the cost of the good. 

10. "Ability-to-pay," a concept of economic capacity, must be 
distinguished from "wherewithal-to-pay," a concept of cash availability. 
The latter concerns the problems of the timing of tax payments. See, 
e.g., Sommerfeld, Anderson and Brock (1979, pp. 5/6-5/7). 
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measure of ability to pay.̂  Subsumed in the adoption of an income 

measurement of utility are the assumptions that increments of marginal 

utility are a decreasing function of income (a diminishing marginal 

utility schedule) and that such function for each taxpayer is the same. 

Given the concepts of equitably sharing tax burdens by the equal 

sacrifice of the marginal utilities of income taken by a tax system, 

sacrifice may be viewed in three ways. An "equal absolute sacrifice" 

theory would extract amounts of income from taxpayers so as to cause the 

loss to each of the same amounts of total utility. The "equal propor

tional sacrifice" approach would determine the amount of the tax pay

ments so as to equalize the proportion of the units of utility 

represented in the tax payments to the total utility of the pre-tax 

income. The "equal marginal sacrifice" theory would leave taxpayers in 

positions such that the marginal utilities of their post-tax incomes 

would be equalized. With the assumption of identical schedules of mar

ginal utility of income, this theory also equalizes post-tax incomes 

among all taxpayers. The application of this approach produces the 

"least aggregate sacrifice" of utility for society, as aggregate taxes 

are paid with incomes representing the least amounts of marginal utility. 

Superimposed on the foregoing, the concept of equity may be ap

plied in two ways. "Horizontal equity" requires that taxpayers with 

equal incomes should pay equal amounts of tax. "Vertical equity" 

11. Wealth, as a measure of ability to pay, is also used as the 
basis for the imposition of federal gift and estate taxes. For an in
dictment of these laws as violating equitable principles, see Cooper 
(1979). 
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mandates that taxpayers with higher incomes should pay proportionately 

higher amounts of tax. 

12 Given an accepted definition and measurement of income, the 

concept of horizontal equity becomes relatively simple to apply in a 

taxing system. To satisfy the requirements of vertical equity, on the 

other hand, requires additionally a knowledge of the "shape" of the 

schedule of marginal utility of income. In addition to the consensus 

that the marginal utility of income (presumed to be identical for all) 

decreases as income increases, it is presumed to be decreasing at an 

13 
increasing rate. But, even with these assumptions, the slopes and 

elasticities of the marginal utility function at any given point are 

not known. 

The existing federal individual income tax system has resulted 

from a political interpretation of the marginal utility function, im

posing a series of progressive or graduated tax rates ranging from 14% 

12. See Chapter 3, pp. 52-54 for the CIT approaches to the prob
lems of arriving at acceptable definitions and measurements of income. 

13. Under this assumption, the elasticity of the marginal util
ity function is greater than unity at all points. Also under this as
sumption, the progressivity of the income tax structure is justified 
under all three of the sacrifice theories. The elasticity of marginal 
utility with respect to income is defined as follows: 

AMU 
MU 
o Y B —- • 

mu AY ' 
Y 
o 

where Y * income, 
MU = marginal utility, 
A = change in income or marginal utility, 
Y = income before change, 

MUq = marginal utility before change. 
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to 70% on an income base defined as "taxable income." The equal-

absolute or equal-proportional sacrifice rules appear to have been 

adopted in the progressive rate structures. Additionally, above the 

14 
levels of taxable income where the 70% maximum rate takes effect, 

one could conclude that the resulting proportionality of the rate 

structure is based on an assumption that the marginal utility of income 

has ceased to decrease and has become a level function. 

Recent Views 

Over the past decade, a theory of "optimal taxation" has devel

oped that seeks to simultaneously deal with the issues of equity and 

efficiency in taxation. It recognizes that a progressive tax system 

imposed burdens (i.e., loss of utility), not only in the collection of 

the tax, but in also inducing allocational "nonneutralities"̂ "' by its 

14. The 70% rate becomes applicable at different levels, de
pending on the filing status of the taxpayer. Disregarding the zero 
bracket and treating it as a minimum standard deduction, the 70% rate 
is applied to taxable incomes in excess of the amounts indicated below 
under the rate schedules extant for 1970-1978 and for 1979 and subse
quent years: 

Filing Status 

Married, filing jointly 
Head-of-household 
Single person 
Married, filing separately 

1970-1978 

$200,000 
180,000 
100,000 
100,000 

1979 

$212,000 
159,000 
106,000 
106,000 

Note that the ad hoc inflation adjustment of the rate brackets by the 
Revenue Act of 1978, effective for 1979, did not apply for heads of 
households with taxable incomes in excess of $159,000. No explanation 
for this discrimination was found in the Ways and Means Committee or 
Senate Finance Committee Reports (U.S. Congress, House, 1978b and U.S. 
Congress, Senate, 1978b) on their respective Bills leading to the Reve
nue Act of 1978. 

15. See Chapter 10 for some further comments on the subject of 
the neutrality of a taxing system. 
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influence on taxpayer behavior. The theory recognizes additionally that 

the redistribution of benefits to lower-income individuals, in the form 

of transfer payments, "negative" income taxes and "tax expenditures," 

results in utility gains and hence more equity. Optimality would be 

achieved when the marginal utility loss to society due to the alloca-

tional distortions of the tax payments is equal to the marginal utility 

gain to society resulting from the use of the tax revenues. 

The subject of optimal taxation is too broad for any extended 

discussion herein. However, note should be taken that in its approach, 

not only are problems of measuring utilities of income encountered, but 

also those of dealing with work and leisure proferences and wealth and 

ability endowments. Moreover, Feldstein (1976) asserted that in the 

application of the principles of optimal taxation, the design of a tax 

system de novo must be distinguished from the reform of an existing 

system. A similar comment was made by Musgrave (1976b, p. 4) that 

"people in equal pre-tax positions should also be left in post-tax 

equality." 

While writers in the field seek to establish models to arrive at 

optimality,disagreement still exists at the theoretical level. For 

example, Herber (1979a, pp. 114-115) felt that the effort to integrate 

efficiency aspects with equitable concepts may result in the undermining 

of the income-based vertical-equity principle. Musgrave (1976b), on 

the other hand, maintained that vertical equity and efficiency benchmarks 

16. See, e.g., Feldstein (1976) and Rosen (1976). 
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are compatible, but that the optimal taxation view ignores horizontal 

equity standards. Feldstein (1976), also considering the incidence of 

income taxation, argued that the traditional ability-to-pay approach, 

based on a Haig-Simons definition of income, produces both inefficiencies 

and inequities. 

Violations of the Ability-to-Pay 
Theory of Equity 

Returning to traditional theory, a number of authors'̂  have com

mented that the present tax system's allowance of various income exclu

sions and deductions, along with special treatments of certain activities, 

have resulted in a substantial erosion of a more comprehensive tax base. 

Additionally, these authors have concluded that such provisions have 

also violated both the horizontal and vertical concepts of the ability-

to-pay theory of equity. In a separate argument, the effects of infla

tion have also been held to undermine the equity of the law. This 

section examines how equitable principles have been so violated in the 

taxation of gains and losses from transactions in assets. 

Theoretical Considerations 

David (1968, p. 54) summarized the view expressed by many that 

the present system of taxation of capital gains (setting aside, for the 

moment, the issue of inflation effects) violates both horizontal and 

vertical equity. If income is the measure of ability to pay, whether 

17. See, e.g., Herber (1979a, pp. 163-169) and Minarik (1977, 
pp. 277-283). 
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one has income from labor or from the conversion of capital, the same 

amounts of income generate the same amounts of taxpaying capacity (abil

ity) . Hence, horizontal equity is violated when capital gain income is 

taxed preferentially, as compared to income from labor. Vertical equity, 

legislatively determined in the progressive rate structure, is likewise 

violated: as capital gains are more highly concentrated in the hands of 

18 
higher income taxpayers, preferential treatment of capital gains has 

a greater erosion effect on the progressive rate structure for the more 

affluent. 

In a different context, vertical equity may also be violated by 

the "bunching effect" on capital gain income. Wetzler (1977, pp. 130-

132) and Pechman (1977, p. 108), among others, have observed that as 

gains are taxed only when realized, such gains may be subject to higher 

progressive rates than those which would have applied if the gains had 

been taxed as they accrued. Especially if gains are to be included as 

ordinary income, Wetzler (1977, p. 131) suggested that "three ways to 

18. For example, data from Internal Revenue Service, Preliminary 
Report. Statistics of Income-1977. Table 4, pp. 27-28 reveals the 
following: 

Adjusted Gross Income Class 
Under $50,000 Total 
$50.000 and over Taxpayers 

Number of returns filed 
(in millions) 85.1 1.4 86.5 
Total adjusted gross income 
(in millions) $1,033,028.0 $122,671.1 $1,155,699.1 
Net capital gains reported 
(in millions) $12,873.2 $9,314.3 $22,187.5 
Mean capital gains per 
taxpayer $151 $6,653 $257 
% of capital gains to adjusted 
gross income 1.2% 7.6% 1.9% 
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alleviate the bunching problem. . .are to reduce the steepness of the 

rate schedule, to prorate the gain, and to expand income averaging." 

However, depending upon a taxpayer's position over the period during 

which such gains accrued, the additional tax due to the bunching effect 

may be more, or less, than an imputed interest factor on the deferral 

of annual taxes on the accrued gains. 

Another obvious, although infrequently mentioned, violation of 

both horizontal and vertical equity concerns the limitations under the 

law on the deduction of capital losses. Long-term capital losses are 

reduced by 50% when offset against ordinary income and the deduction of 

both short-term and the halved long-term losses are limited to $3,000 

per year ($2,000 in 1977 and $1,000 previously). Wetzler (1977, 

pp. 132-134) acknowledged the unfairness of the law but admitted that 

such "harsh treatment" is necessary so long as tax preferences exist for 

capital gains, or else taxpayers would arrange their capital transac-

19 
tions to realize gains in one year and losses in another. 

The effect of inflation on horizontal equity is readily discern-

able. Two taxpayers with equal other incomes and equal amounts of real 

capital gains may pay different amounts of taxes on such gains, if, due 

to differences in holding periods and/or ratios of purchase to sales 

prices, the effects of inflation on the translation of real to nominal 

gains has been different. Musgrave (1976a, pp. 323-324) argued for the 

recognition of the substantial horizontal inequities caused by the 

19, To some extent, taxpayers do this already, especially when 
short-term losses and long-term gains can be scheduled to be realized 
in separate years. 
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inflation distortions in the measurement of income and urged that the 

importance thereof should not be downgraded. 

Inflation also adversely affects vertical equity. Bailey (1976, 

pp. 299-302) noted that the imposition of a tax on gains, a substantial 

part of which may be inflation-induced and illusory, subjects the trans

action to a progressive rate structure substantially in excess of that 

intended. The violation of equitable principles is more severe if the 

transaction, after indexing, is a real loss. 

Empirical Evidence 

As part of their study of the effects of inflation on the taxa

tion of capital gains and losses on 1973 sales of corporate stocks, 

20 
Feldstein and Slemrod (1978) recalculated 1973 individual tax liabil

ities using the indexed gains and losses derived from their study. 

These recalculations retained the differential treatment of capital 

gains and losses extant in 1973 (50% long-term capital gain deduction, 

alternative tax computation and $1,000 limit on deduction of capital 

losses). Isolating the marginal tax liabilities of the total U.S. tax-

paying population attributable to both the nominal and real, or indexed, 

gains and losses, the authors estimated that of the $1,138 million of 

taxes paid on 1973 nominal gains and losses, $477 million was attribut

able to the inflation effect. Their findings are summarized in 

Table 8-1 and reflect the previously-observed inverse relationship 

20. See Chapter 6, pp. 123-125 for a summary of their methodol
ogy and inflation effects observed. 



Table 8-1. Distribution of Marginal Tax Liabilities and Inflation Effect Ratios on Nominal and Real 
Capital Gains and Losses from Sales of Corporate Stocks, by Adjusted Gross Income Class, 
Total U. S. Taxpayers, 1973 

Dollar Amounts in Millions 

Tax on Real Gains, Tax on Real Gains, 
Differential Treatment Ordinary Income Treatment 

Tax on 
(Decrease) from 

Tax on Nominal Gains 
Increase/(Decrease) 

from Tax on Nominal Gains Inflation 
Adjusted Gross 
Income Class 

Nominal 
Gains Amount Amount 

X 
(Decrease) Amount Amount 

% Increase/ 
(Decrease) 

Effect. 
Ratios 

Less than $0 $ 1 $ 0 $ (1) (100)Z $ 4 $ 3 300% 117% 

$0-$9,999 (5) (25) (20) (400) (38) (33) (660) 1,043 

$10,000-$19,999 23 (34) (57) (248) (112) (135) (587) 4,362 

$20,000-$49,999 80 (52) (132) (165) (216) (296) (370) 485 

$50,000-$99,999 159 58 (101) (64) 14 (145) (92) 135 

$100,000-$199,999 215 141 (74) (34) 302 87 40 54 

$200,000-$499,999 291 235 (56) (19) 523 232 80 26 

Over $500,000 374 337 (37) (10) 715 341 91 12 

Total Taxpayers $1,138 $661® $(477)a (42)% $1,193® $ 55® 5Z 120% 

a. Detail amounts do not add to totals due to rounding of data by the authors. 

b. Data taken from Table 6-3, p. 125. 

Source: Feldstein, Martin and Joel Slemrod. "Inflation and the Excess Taxation of Capital Gains on Corporate Stock." 
National Tax Journal. 31 (June, 1978), Tables 1 and 4, pp. 109, 114. 
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between size of adjusted gross income and extent of proportional infla-

21 
tion effect. 

The authors also made various disaggregated and classified 

analyses of the marginal tax liabilities on the nominal and real gains 

for those taxpayers in the Treasury sample who reported net positive 

nominal gains. These analyses indicated that wide disparities in rela

tive excess tax liabilities existed among taxpayers, both within desig

nated adjusted gross income classes as well as across the income 

22 
classes. Accordingly, the authors concluded (at pp. 110, 113) that 

The mismeasurement of capital gains does more than raise the 
effective tax rate on real capital gains. It also introduces 
an arbitrary randomness in the taxing of capital gains. Two 
individuals with the same real capital gain can pay tax on very 
different nominal gains. [The analyses give] striking evidence 
that equal real capital gains are taxed unequally to a very 
substantial extent. ... In short, the effect of taxing 
nominal gains rather than real gains is of very little signifi
cance for some taxpayers but involves a very substantial dis
tortion for others. 

In addition, Feldstein and Slemrod simulated several other tax

ing methods, one of which was to treat the indexed gains and losses as 

short-term gains and losses with no limitation on the deduction of 

losses, i.e., as the equivalent of ordinary income or loss under the 

Reform Plan. The marginal tax liabilities resulting from this simula

tion were reported by adjusted gross income class and are also summarized 

in Table 8-1. (For convenience in the ensuing discussion, the inflation 

effect ratios from Table 6-3 have been added to Table 8-1.) 

21. See Table 6-3, p. 125. 

22. Feldstein and Slemrod (1978), Tables 2 and 3, pp. 111-12. 
The data from these tables are not summarized herein. 



Unfortunately, the authors reported no disaggregated and classi

fied analyses of the marginal taxes resulting from this ordinary income 

treatment as they did with the differential treatment, hence conclusions 

regarding any "arbitrary randomness" observed were not given. However, 

some analysis of the aggregated data is possible. 

Table 8-1 indicates that when the gains and losses were indexed 

and treated as ordinary income, tax liabilities decreased for the tax

payer groups with adjusted gross incomes between $0 and $99,999, inclu

sive, and increased for those with negative incomes and with adjusted 

gross incomes of $200,000 and over. For the taxpayers in the $0 to 

$99,999 AGI groups, the substantial reduction in tax liabilities re

flects the fact that their reported nominal gains, when adjusted for 

inflation, were real losses, as indicated by the inflation effect ratios 

being in excess of 100%. For the taxpayers with incomes of $200,000 and 

over, the increase in tax liabilities would have resulted from the in

flation effect ratios being substantially less than 50%. Thus, the 

aggregate effect of the inflation adjustment in reducing nominal gains, 

but treating them as ordinary income, was less than the combined effect 

of the 50% long-term capital gain deduction and the use of the alterna

tive tax computation. 

With respect to the taxpayers whose adjusted gross incomes were 

either negative or in the $100,000-$199,999 range, using the reasoning 

of the foregoing discussion, both groups should have shown reductions 

in tax liabilities, not increases. The negative AGI group's nominal 

gains resulted in indexed losses, as indicated by the 117% inflation 



169 

effect ratio. The $100,000-$199,999 AGI group had an inflation effect 

ratio of 54%, thus indicating that the indexing adjustment reduced 

income more than the 50% long-term capital gain deduction. There is a 

plausible explanation for the inconsistency in the results for the 

$100,000-$199,999 group: The effect of the difference of four percent

age points could have been .offset by some short-term gains receiving 

the indexing adjustment but not the 50% long-term capital gain deduc

tion, and by the elimination of the alternative tax computation in the 

ordinary-income treatment calculations. The discrepancy in the results 

observed for the taxpayers with negative incomes, however, appears too 

large to be similarly accounted for. As the researcher can offer no 

further reason for this discrepancy, it will remain unexplained herein. 

The Feldstein and Slemrod (1978) study permits only limited 

conclusions to be drawn as to the effects of inflation on equity. In

dexing the gains for inflation introduced a greater progressivity of 

effective tax rates on the reported gains, both when taxes were computed 

under the differential treatment or under the ordinary income treatment; 

i.e., indexing was more beneficial to lower income taxpayers. This in

crease in progressivity resulted from the inverse relationship between 

the size of adjusted gross income and proportion of inflation effect. 

However, such finding, by itself, does not reveal whether the relative 

progressivity effects among all taxpayers were increased, not just those 

with capital gains. The finding that horizontal equity was violated 

because of inflation distortions was based on a comparison of the tax 

liabilities on the nominal and real gains only, both being preferentially 
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computed. A conclusion cannot be drawn from the findings whether hori

zontal equity was also distorted when gains and losses, measured In real 

terms, were treated non-preferentlally like other items of ordinary 

income. Some insight into these issues is sought in the dissertation 

research presented in the next chapter. 



CHAPTER 9 

COMPARATIVE EQUITIES OF THREE METHODS OF 
TAXING GAINS AND LOSSES FROM TRANSACTIONS 

IN ASSETS AND OTHER ANALYSES: 
EMPIRICAL FINDINGS OF STUDY 

The theory, and, to a limited degree, the empirical findings 

discussed in Chapter 8, indicate that the differential treatment of 

capital gains and losses and the effects of inflation in the measure

ment of the gains and losses violate traditional norms of equity in 

taxation. The study herein seeks some additional insight into the fol

lowing of the many unanswered questions raised by these conclusions: 

From the view of the normal financial status of taxpayers, how do the 

three approaches to the taxation of gains and losses from transactions 

in assets, 1977 Law, 1979 Law, and the Reform Plan segment of a Compre

hensive Income Tax (as interpreted herein) compare under traditional 

ability-to-pay equity norms? Is the Reform Plan any more equitable than 

other approaches, as many proponents assert? Was the Revenue Act of 

1978, as it affected the taxation of capital gains and losses commencing 

in 1979, indeed a "massive step backward" from 1977 Law, as suggested 

by Professor Musgrave?"'" 

Preambles 

The method by which answers to the foregoing questions were 

sought in this study differed in two significant respects from the 

1. See Chapter 8, p. 154. 

171 
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approach taken by Feldstein and Slemrod (1978) discussed in the preced

ing chapter. First, the Feldstein and Slemrod study was based on na

tional taxpayer data, but only for a single year. The research herein 

used data from only a selected group of taxpayers, but for a period of 

eight years. Second, the Feldstein and Slemrod study was confined only 

to those taxpayers who had capital gains and losses; comparative analy

ses were of the marginal tax liabilities attributable to these gains 

and losses. The taxpayers in the dissertation study included individ

uals who had no transactions in assets; comparative analyses were made 

of total tax liabilities to discern how taxpayers with transactions in 

assets fared during a period of inflation vis-a-vis those without such 

transactions. 

The assessment of normality of a taxpayer was approximated 

herein through the use of eight-year averages of tax liabilities and of 

variously-defined incomes. Chapter 5 described in detail the provisions 

under which the selected taxpayers' historical data for 1970-1977 were 

modified for the purpose of consistency and whereby incomes and tax 

liabilities were recomputed in the simulation of selected provisions of 

1979 Law and of the indexing/ordinary-income approach of the Reform 

Plan. Chapter 5 also explained the manner in which the averages of the 

several tax liabilities and incomes were calculated, and defined certain 

2 terms, together with their acronyms, which are used in this chapter. 

For convenience, they are restated below. 

2. At pp. 112-115. 
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Average taxes: Eight-year average of each selected taxpayer's 

1970-1977 tax liabilities, less tax refunds resulting from net operating 

loss carrybacks, thrice-computed under 1977 Law, 1979 Law and the Reform 

Plan. 

Average Modified Adjusted Gross Income (AVMAGI): Eight-year 

average of each selected taxpayer's 1970-1977 AGI, after adding back the 

duplicating effect or post-1977 use of 1970-1977 net operating losses 

and the amount of 1979 capital loss carryovers applied to 1970-1977. 

Average Expanded Nominal Adjusted Gross Income (AVNAGI): Eight-

year average of each selected taxpayer's 1970-1977 adjusted gross income, 

modified as above, with the 50% long-term capital gains deductions added 

back, or less net capital losses before excluding 50% thereof, but only 

to the extent that they produced a tax benefit (i.e., to the extent that 

taxable income before exemptions was not reduced below zero). 

Average Expanded Real Adjusted Gross Income (AVRAGI); Eight-

year average of each selected taxpayer's 1970-1977 AGI, with the 

historically-reported net gains or losses from transactions in assets 

eliminated, and the substitution therefor of the computed real or in

dexed gains and losses at 100% (but deducting net indexed losses only 

to the extent they produced a tax benefit, i.e., to the extent that 

taxable income before exemptions was not reduced below zero). In addi

tion, recomputed net operating loss carryovers from 1970-1977 and ap

plied 1969 capital loss carryovers were added back in the same fashion 

as noted for AVMAGI. 

All three average adjusted gross incomes for all taxpayers were 

positive numbers. Such result was due to the add-back of the duplicating 
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and post-1977 use of net operating loss carryovers, the movement of the 

deduction of 1969 capital loss carryovers to below adjusted gross income 

and the limitation of the deduction of net nominal and real losses to 

only amounts which resulted in a tax benefit. 

Included in the analyses presented in this chapter are the his

torical and derived data for all 224 selected taxpayers, not just the 

3 187 who had transactions in assets during the study period. The 37 

taxpayers whose incomes were unaffected by inflation distortions in the 

measurement of gains and losses from transactions in assets were in

cluded because their tax liabilities, also so unaffected, served as a 

reference point, common to all the recalculations of the simulations. 

More importantly, the incorporation of these taxpayers' data was neces

sary to permit the various comparisons herein of tax liabilities when 

gains and losses from transactions in assets, after indexing, were taxed 

in the same way as other types of income. 

The non-random manner in which the taxpayer data was selected 

for use in the study, as commented on previously, precludes its results 

and conclusions from statistical extension to the entire population of 

U.S. taxpayers. However, as Foster and Vickrey (1978, p. 927), among 

others, have noted, in similar situations, the selected data 

can be viewed as a population which is significant in its own 
right or as a representative sample from some undefined popula
tion. . . . [I]t is not uncommon in various areas of research 
to apply sample selection criteria or some other procedure which 
precludes randomness. . .and subsequently to allow the reader 
to make whatever extrapolations he feels to be warranted. 

3. See Table 4-1, p. 68, for the distribution of the total 
selected group by AVMA.GI class. 
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The reader's extrapolations and the interpretations and conclu

sions to be drawn from the ensuing discussion are subject to the addi

tional limitations in the study previously mentioned. They are 

reiterated and summarized below. 

The use of simple eight-year averages of incomes and tax liabil

ities may not be the best approximation of the normal financial status 

of taxpayers. A more comprehensive expansion of adjusted gross income 

than computed herein could have resulted in the categorization of tax

payers into different income groups and with different effective rates 

of tax on expanded incomes. Such different categorizations and effec

tive rates could have produced comparative equity and progressivity 

results different from those in this study. Methodologies, different 

from those used herein, for measuring and comparing the equities and 

progressivities of the three taxing methods, could have yielded results 

different from those found. The inability to index a number of trans

actions in assets introduced a bias toward understating the effects of 

inflation on the selected taxpayers, the amount of which is unascertain-

able. The simulation herein of the Reform Plan required the exercise 

of the researcher's judgment in adopting certain rules; other researchers, 

the Treasury Department or Congress may have had different ideas. But 

perhaps most importantly, the observed results did not recognize changes 

in taxpayer behavior with respect to their historical transactions in 

assets nor to changes in equilibrium price levels. Such behavior and 

price levels reasonably could be expected to have been different had the 

laws been different with respect to transactions in assets. 
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The balance of this chapter is divided into five sections. 

First, a summary of the selected taxpayers' average taxes and adjusted 

gross incomes is presented. The responses of the three taxing methods 

to the horizontal equity standard are then examined, followed by a com

parison of the methods with respect to vertical equity and progressiv-

ity. The fourth section is a discussion of other findings of the study. 

The various inferences drawn from the data herein conclude the chapter. 

Summary of Average Taxes and ̂  
Average Adjusted Gross Incomes 

Table 9-1 presents the differences in the eight-year average 

amounts of taxes calculated under 1977 Law, 1979 Law and under the 

Reform Plan, in the context of the average taxpayer within each of the 

average modified adjusted gross income (AVMAGI) classes and of the mean 

selected taxpayer. While all class-average taxpayers showed decreases 

in tax liabilities computed under 1979 Law and the Reform Plan when 

compared to those calculated under 1977 Law, there were a number of 

individual taxpayer instances wherein the tax under 1979 Law and/or 

under the Reform Plan was greater. Particularly when individual eight-

year average tax liabilities computed under the Reform Plan were com

pared to those computed under 1977 Law, evidence of both increases and 

decreases supports the "arbitrary randomness" conclusion of Feldstein 

and Slemrod (1978) quoted in Chapter 8."* Also, more frequent and larger 

4. A reproduction of a computer printout, which lists the aver
age incomes and average taxes for each of the 224 selected taxpayers, 
appears in Appendix D. The data are ordered and subtotaled by size of 
AVMAGI. 

5. At p. 167. 



Table 9-1. Distribution of Mean Eight-Year Average Tax Liabilities Computed under Different Taxing 
Methods, by AVMAGI Class, 224 Selected Taxpayers, 1970-1977 

Mean Average Tax Liabilities8 

1979 Law Reform Plan 

Number of 1977 
(Decrease) from 

1977 Law 
(Decrease) from 

1977 Law 
AVMAGI Class Taxpayers Law Amount Amount X Amount Amount % 

$0-$4,999 24 $ 191 $ 191 $ (0) (0.0) 7. $ 178 $ (13) (6.8)2 

$5,000-$9,999 42 626 597 (29) (A. 6) 564 (62) (9.9) 

$10,000-$14,999 38 1,296 1,272 (24) (1.9) 1,243 (53) (4.1) 

$15,000-$19,999 31 2,293 2,121 (172) (7.5) 2,148 (145) (6.3) 

$20,000-$24,999 25 3,140 3,079 (61) (1.9) 3,056 (84) (2.7) 

$25,000-$29,999 14 4,509 4,217 (292) (6.5) 4,213 (296) (6.6) 

$30,000-$49,999 33 7,417 7,305 (112) (1.5) 7,209 (208) (2.8) 

$50,000-$99,999 14 18,351 17,537 (814) (4.4) 16,511 (1,840) (10.0) 

$100,000 and over 3 43.572 43.120 (452) jQLiO) 43.475 (97) (0.2) 

All Taxpayers 

Total Amounts 

224 

$925,181 $895,704 $(29,477) $876,645 $(48,536) 

Mean Selected 
Taxpayer $ 4.130 $ 3.999 $ (131) (3.2)2 $ 3.914 $ (216) (5.2)% 

a. All entries represent the total of the eight-year average taxes for the taxpayers in a class divided by 
the number of taxpayers therein. 

See text for definition of terms. 

•vl -j 
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disparities were observed when taxpayers' individual year liabilities 

were compared. The effect of the individual taxpayer increases and de

creases will be observed in the section of this chapter next following. 

Table 9-1 indicates that the entire selected group would have 

saved $29,477 of average annual taxes had the 1979 Law been in effect 

for 1970-1977, an average of $131 or 3.2% for the mean selected tax

payer. AVMAGI class-average taxpayers' savings ranged from 0% to 7.5%. 

Similarly, had the Reform Plan been in effect during 1970-1977, the 

group's average annual taxes would have decreased by $48,536, an average 

of $216 or 5.2% for the mean selected taxpayer. AVMAGI class-average 

savings ranged from 0.2% to 10.0%. No particular pattern of propor

tional decreases in average taxes under 1979 Law from 1977 Law is dis-

cernable over the AVMAGI classes. The proportional decreases of the 

average taxes under the Reform Plan from 1977 Law only roughly parallel 

the proportional inflation effect differences among AGI classes pre

viously observed in Table 7-2. 

Table 9-2 presents the differences in the amounts of average 

modified adjusted gross income (AVMAGI), average expanded nominal ad

justed gross income (AVNAGI) and average expanded real adjusted gross 

income (AVRAGI), also in the context of an average taxpayer within each 

of the AVMAGI classes and of the mean selected taxpayer. AVNAGI was 

consistently greater than AVMAGI, indicating that the add-back of long-

term capital gain deductions exceeded the increase in the offset of 

ordinary income by capital losses taken at 100%, AVRAGI, on the other 

hand, was consistently less than AVMAGI, indicating that the inflation 

adjustment was greater than the net effect of the long-term capital gain 



9-2. Distribution of Mean Eight-Year Average Adjusted Gross Incomes Computed under Different 
Measures, by AVMAGI Class, 224 Selected Taxpayers, 1970-1977 

£| 
Mean Average Adjusted Gross Incomes 
Mean AVNAGI Mean AVRAGI 

Number of Mean 
Increase from 
Mean AVMAGI 

(Decrease) from 
Mean AVMAGI 

AVMAGI Class Taxpayers AVMAGI Amount Amount Z Amount Amount Z 

$0-$4,999 24 $ 2,973 $ 3,144 $ 171 5.8Z $ 2,943 $ (30) (1.0)Z 

$5,000-$9,999 42 7,311 7,499 188 2.6 6,877 (434) (5.9) 

$10,000-$14,999 38 11,879 12,216 337 2.8 11,758 (121) (1.0) 

$15,000-$19,999 31 17,541 19,105 1,564 8.9 17,508 (33) (0.2) 

$20,000-$24,999 25 22,071 23,217 1,146 5.2 21,825 (246) (1.1) 

$25,000-$29,999 14 27,494 29,791 2,297 8.4 27,321 (173) (0.6) 

$30,000-$49,999 33 38,005 38,901 896 2.4 37,462 (543) (1.4) 

$50,000-$99,999 14 65,234 69,745 4,511 6.9 60,548 (4,686) (7.2) 

$100,000 and over 3 124.762 127.201 2.439 2.0 119.623 (5.139) (4.1) 

All Taxpayers 

Total Amounts 

224 

$4 .851.939 $5 .036.163 $235,286 $4,719,935 $130,942 

Mean Selected 
Taxpayer $ 21.660 $ 22.706 $ 1.046 4.8Z $ 21.071 $ (589) (2.7)Z 

a. All entries represent the total of the eight-year average Incomes for taxpayers In a class divided by 
the number of taxpayers therein. 

See text for definition of terms. 
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deduction and limited capital loss offsets. The proportional effects 

of these differences is asymmetric over the AVMAGI classes, with in

creases from AVMAGI to AVNAGI ranging from 2.0% to 8.9% and decreases 

from AVMAGI to AVRAGI ranging from 0.2% to 7.2%. The mean selected 

taxpayer's AVNAGI was $1,046 or 4.8% greater than his AVMAGI, while 

his AVRAGI was $589 or 2.7% less. 

Assessment of Horizontal Equity 

Given the "arbitrary randomness" conclusion of Feldstein and 

Slemrod (1978) as supported by this study's data, the question still 

remains as to how the three methods of taxation compared in the assess

ment of horizontal equity. In other words, how close to one another 

were the average tax liabilities of taxpayers with equal incomes? 

To place equal income taxpayers together, the selected taxpayers 

were twice-classified into groups by size of AVNAGI and of AVRAGI. As 

previously noted, the effect of deductions for 1969 capital loss carry

overs, itemized deductions and personal and dependent exemptions, not 

entering into the computation of AVNAGI or AVRAGI, was common across 

each taxpayer under each of the three taxing methods. The $100,000 and 

above AVNAGI and AVRAGI groups were combined with the next lower groups 

as there were respectively only five and four members of the higher 

groups, too few to lend themselves to the comparative calculations used 

herein. 

Once the taxpayers were so classified, an assessment of "close

ness" could be observed in the relative dispersion of tax liabilities 

for the taxpayers within a given income class. One measure of relative 
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dispersion is the coefficient of variation (CV).̂  The computations of 

CV's herein consisted of dividing the standard deviation̂  of the tax 

liabilities within each income class by the mean liability of the class 

and multiplying the result by 100 to express the ratio as a percentage 

of the mean. The lower the coefficient, the less the relative disper

sion in the class. CV's were calculated for the three sets of tax 

liabilities for each of the income groupings; 48 such calculations 

resulted from two income bases, three taxing methods and eight income 

groups. Recognizing that extreme cases might obscure more normal com

parisons, the 48 tax groupings were reconstructed to eliminate from 

each group the 10% of taxpayers therein with the lowest ratios of aver

age tax to income as well as the 10% of taxpayers with the highest 

ratios. The calculated CV's are presented by income class in Table 9-3a 

(AVNAGI) and Table 9-3b (AVRAGI). 

To observe total taxpayer effects, average CV's, weighted by 

the number of taxpayers in the respective income groupings, were calcu-

g 
lated for each of the three taxing approaches. However, even with the 

weightings, disproportionately high CV's for a given income class could 

overwhelm lower CV's and obscure overall results. Therefore, in 

6. See, e.g., Hunstberger, Croft and Billingsley (1980, 
pp. 67-68). 

7. Since the selected group is herein considered as its own 
population, the population standard deviation (?), n-weighted, was cal
culated rather than a sample standard deviation (s) weighted by n-1. 

8. The weighted-average CV's have no intrinsic meaning or rele
vance in and by themselves. They are merely one attempt to express an 
overall-taxpayer effect in the comparisons of the horizontal equities 
of the three taxing methods. 



Table 9-3a. Distribution of Coefficients of Variation3 of Average Tax Liabilities Computed under 
Different Taxing Methods, by AVNAGI Class, 224 Selected Taxpayers, 1970-1977 

Average Expanded Nominal All Taxpayers 11th to 90th Percentile 
Adjusted Gross Income 

(AVNAGI) Class 
Number of 
Taxpayers 

1977 
Law 

1979 
Law 

Reform 
Plan 

Number of 
Taxpayers 

1977 
Law 

1979 
Law 

Reform 
Plan 

$0-$4,999 23 100.3* 103.1 110.9 19 94.8* 96.9 110.3 

$5,000-$9,999 40 55.8* 58.3 64.9 32 40.5* 44.3 46.2 

$10,000-$14,999 39 35.8* 38.8 38.5 31 25.6* 26.9 27.3 

$15,000-$19,999 26 28.8* 29.5 39.7 20 14.4* 14.8 17.2 

$20,000-$24,999 27 29.1* 30.3 33.2 21 21.0 22.0 20.3* 

$25,000-$29,999 14 28.7* 30.3 29.3 12 20.6 25.8 19.1* 

$30,000-$49,999 36 32.3* 34.5 32.4 28 22.8 24.2 21.7* 

$50,000 and over 19 55.5* 58.0 69.2 15 38.1* 38.2 42.3 

Total Taxpayers 224 178 

Weighted Average Coefficient 45.0 47.2 51.2 34.1 36.0 37.4 

*I,owest Coefficient: 
Number of Classes 8 0 0 5 0 3 

Percent Taxpayers Included 100Z 0Z 02 66Z OZ 34Z 

a. Each entry Is the coefficient of variation (standard deviation, "n weighted," divided by the mean and 
expressed as a percentage) of tax liabilities for the number of taxpayers in the- income class. 

See text for further explanations. 



Table 9-3b. Distribution of Coefficients of Variation3 of Average Tax Liabilities Computed under 
Different Taxing Methods, by AVRAGI Class, 224 Selected Taxpayers, 1970-1977 

Average Expanded Real All Taxpayers 11th to 90th Percentile 
Adjusted Gross Income 

(AVRAGI) Class 
Number of 
Taxpayers 

1977 
Law 

1979 
Law 

Reform 
Plan 

Number of 
Taxpayers 

1977 
Law 

1979 
Law 

Reform 
Plan 

$0-$4,999 30 90.0* 91.2 112.5 24 81.6* 84.1 106.5 

$5,000-$9,999 38 52.0 49.6* 51.4 30 35.9 36.5 34.3* 

$10,000-$14,999 44 37.4 38.7 34.9* 36 30.4 30.5 26.4* 

$15,000-$19,999 22 34.7* 36.4 40.9 18 24.8 26.3 24.1* 

$20,000-$24,999 27 25.7 26.1 22.6* 21 18.9 19.0 16.2* 

$25,000-$29,999 11 25.7 24.8 19.3* 9 21.6 16.5 15.3* 

$30,000-$49,999 37 4*7.5 48.6 32.9* 29 26.2 28.1 23.5* 

$50,000 and over 15 54.3* 56.7 64.2 11 36.6* 37.9 38.0 

Total Taxpayers 224 178 

Weighted Average Coefficient 47.5 48.0 48.1 35.6 36.3 36.8 

•Lowest Coefficient: 
Number of Classes 

Percent Taxpayers Included 
2 

302 

1 

172 

4 

12* 

2 

202 

0 

02 

6 

802 

a. Each entry 1s the coefficient of variation (standard deviation, "n weighted," divided by the mean and 
expressed as a percentage) of tax liabilities for the number of taxpayers in the Income class. 

See text for further explanations. 
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addition, a count, together with the proportion of the total taxpayer 

group represented thereby, was taken as to which tax method accounted 

for the lowest coefficient in an income class. Results of this analysis 

permitted an assessment of which method was more horizontally equitable 

for most taxpayers without the inequity of one class' rating offsetting 

the equity of another. The weighted-average coefficients and counts 

are also shown in Tables 9-3a and 9-3b. 

With AVNAGI taken as the accepted definition of income, Table 

9-3a clearly shows that 1977 Law produced greater measures of horizontal 

equity than either 1979 Law or the Reform Plan: for all taxpayers, 1977 

Law had the lowest CV's in all income classes and the lowest weighted-

average CV. For taxpayers in the 11th to 90th percentiles, 1977 Law 

had the lowest weighted-average CV and was lowest in five of the income 

classes representing 66% of the taxpayers included therein. In the com

parison between 1979 Law and the Reform Plan for second place, inspec

tion of the data would seem to favor 1979 Law as being more horizontally 

equitable, but by only a small margin. 

Adjusting the income base for the inflation effects on the mea

surement of gains and losses from transactions in assets and defining 

it as AVRAGI, many taxpayers fell into different income groupings. This 

regrouping yielded results different from the AVNAGI analyses. Table 

9-3b reveals that under the AVRAGI computations, for both the all-

taxpayer and 11th to 90th percentile taxpayer analyses, the weighted-

average CV's were lowest for 1977 Law, with 1979 Law and the Reform 

Plan ranking second and third, respectively. However, when lower scores 
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by income class were counted, the Reform Plan ranked first in both the 

all-taxpayer and middle-80% taxpayer groupings. These scores consisted 

of four income classes containing 53% of the taxpayers in the all-

taxpayer group and six income classes with 80% of the taxpayers in the 

11th to 90th percentile group. 1977 Law again ranked ahead of 1979 Law. 

The better showing of the Reform Plan, when AVRAGI was used as 

the base for the classification of taxpayers, was to be expected, as 

there is a direct relationship between the computation of the income 

base and of taxable incomes and hence of tax liabilities. Nonetheless, 

the evidence of superior horizontal equity ratings of the Reform Plan 

9 over 1977 Law is not unequivocal. 

Figures 9-la and 9-lb present the data used in the respective 

CV analyses of Tables 9-3a and 9-3b in a different and graphic fashion.̂  

For each income base, AVNAGI and AVRAGI, ratios were computed of average 

tax liabilities to income, i.e., effective tax rates, for each of the 

selected taxpayers under each of the three tax treatments. Taxpayers 

were classified into eight income groups, as in the CV analyses. The 

9. Comparisons of the three laws aside, it is interesting to 
note that weighted average coefficients using AVNAGI as an income base 
for taxpayer groupings were, overall, slightly less than those resulting 
from using the AVRAGI base. Taking the means of the weighted average 
coefficients for all three tax methods, for the all-taxpayers classifi
cation, the AVNAGI-base mean was 47.8 as compared to 47.9 for the AVRAGI-
base analysis. Similarly, for the 11th to 90th percentile grouping, the 
means were 35.8 and 36.2, respectively. This may suggest—although no 
assertion is made herein that it does—that measuring income in nominal 
terns, for purposes of assessing horizontal equity in the manner of the 
analysis, is a preferable procedure. 

10. The graphic form of Figures 9-la and 9-lb is similar to the 
one used by Okner (1979b, Figure 3, p. 373) in his study on effective 
tax rates, as well as by others. 
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ranges of the effective tax rates for taxpayers in each income class 

are depicted by bar diagrams for each of the taxing methods. Represen

tations for the $30-50,000 and $50,000 and over classes are slightly 

separated from the lower, $5,000-size classifications, to indicate the 

larger income limits encompassed therein. 

The cross-hatched portions of the bar diagrams represent the 

ranges of effective tax rates for the 11th to 90th percentiles of the 

taxpayers in the income class, determined in the same fashion as in the 

proceding CV analyses. The rates of the median taxpayers in each class 

are also shown. In all cases, the shorter the bar, the closer, less 

dispersed were the effective tax rates for the taxpayers within the 

class. Note that for both the AVNAGI (Figure 9-la) and AVRAGI (Fig

ure 9-lb) $0 to $5,000 income classes, the lower rate limits for both 

the all-taxpayer and the 11th to 90th percentile depictions coincided 

at 0%. 

While the data underlying Figures 9-la and 9-lb are essentially 

the same as those used in Tables 9-3a and 9-3b, the graphical presenta

tion does not permit the refined mathematical comparisons of the tables. 

Nonetheless, the observations made on the findings set forth in the 

tables are generally applicable to the figures. With AVNAGI as the 

income base, 1977 Law has the overall appearance of greater horizontal 

equity. In the AVRAGI diagram, the visual evidence would seem to favor 

the Reform Plan. 

Taking note of the many arguments discussed in earlier chapters 

that a nominal measure of gains and losses from transactions in assets 



189 

is distorted and incorrect, the use herein of a real measure of income, 

AVRAGI, appears to be the preferable one from which to draw conclusions. 

Thus, based on the limited evidence of the foregoing analyses, the 

Reform Plan, of the three taxing approaches considered, seems to have 

provided somewhat more horizontal equity for the selected taxpayers 

taken as a group. 

Assessment of Vertical Equity 

The concept of vertical equity is used as a mandate for progres

sive personal income taxation. As earlier noted, it is based on an 

assumption that the marginal utility of income decreases at an increas

ing rate, i.e., that its elasticity at all points is greater than one.*̂  

Equalizing the sacrifice (however defined) of the marginal utility of 

income taken in the form of tax payments thus merely calls for the 

taxing system to be a progressive one. Whether a more or less progres

sive effective rate structure is more vertically equitable depends, 

then, on the evaluator's concept of the elasticity of the marginal util

ity of income function, and probably is biased depending upon which 

side of the income spectrum the evaluator sits. In the final analysis, 

the matter becomes one for political judgment. Accordingly, the func

tion of this subdivision of the paper is only to compute and compare 

measures of progressivity reflected by the application of 1977 Law, 

1979 Law and the Reform Plan. 

For the purpose of these analyses, the selected taxpayers and 

their respective average tax liabilities were twice-grouped into AVNAGI 

11. See Chapter 8, p. 159 and footnote 13 thereat. 
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and AVRAGI Income classes, as was done earlier for the analyses of hori

zontal equity; the $100,000 and over class, however, was kept separate. 

Average (by number of included taxpayers) class incomes and class tax 

liabilities were computed, together with the ratios of the mean taxes 

to the mean incomes. The results of these computations are set forth 

in Tables 9-4a and 9-4b. 

Under both a nominal definition of income (AVNAGI, Table 9-4a) 

and a real definition of income (AVRAGI, Table 9-4b), all three taxing 

methods, for all income classes, exhibited increasing ratios of tax 

liabilities to income, i.e., effective tax rates, as income increased. 

Hence, all three methods exhibited progressivity throughout the income 

spectrums and, by definition, all three are vertically equitable. 

The relative progressivity of the three taxing methods can be 

observed visually in Figures 9-2a and 9-2b where the effective tax rates 

from Tables 9-4a and 9-4b were plotted against the mean class AVNAGI's 

and AVRAGI's, respectively. 

In both figures, the plots of the effective tax rates under all 

three methods are roughly parallel, and as can be observed, under both 

income definitions, the rate differences between taxing methods tended 

to be larger at the higher income levels. Additionally, when income 

was defined nominally as AVNAGI, Figure 9-2a reveals a sharp decline in 

progressivity from the mean $50,000 to $99,999 taxpayer to the mean 

taxpayer in the $100,000 and over class. On the other hand, when income 

was defined in real terms as AVRAGI, the appearance of progressivity 
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Table 9-4a. Number of Taxpayers, Mean Class Incomes and Distribution of 
Ratios to Mean Incomes of Mean Tax Liabilities Computed 
under Different Taxing Methods, by AVNAGI Class, 224 
Selected Taxpayers, 1970-1977 

Average Expanded Ratio of Mean Tax Liabilities 
Nominal Adjusted Number Mean to Mean Incomes 
Gross Income of Tax- Class 1977 1979 Reform 
(AVNAGI) Class payers Income Law Law Flan 

$0-$4,999 23 $ 2,969 6.22% 6.11% 5.35% 

$5,000-$9,999 40 7,235 8.18 7.92 7.48 

$10,000-$14,999 39 11,945 10.33 10.05 9.93 

$15,000-$19,999 26 17,302 11.95 11.53 10.41 

$20,000-$24,999 27 22,738 13.26 12.97 12.87 

$25,000-$29,999 14 27,201 14.93 14.20 14.79 

$30,000-$49,999 36 37,737 18.41 17.91 17.74 

$50,000-$99,999 14 60,655 27.42 26.52 25.12 

$100,000 and over 5 122.065 28.53 27.48 27.63 

Total Taxpayers 224 $ 22.706 18.19% 17.61% 17.24% 



192 

Table 9-4b. Number of Taxpayers, Mean Class Incomes and Distribution of 
Ratios to Mean Incomes of Mean Tax Liabilities Computed 
under Different Taxing Methods, by AVRAGI Class, 224 
Selected Taxpayers, 1970-1977 

Average Expanded Ratio of Mean Tax Liabilities 
Real Adjusted Number Mean to Mean Incomes 
Gross Income 
(AVRAGI) Class 

of Tax
payers 

Class 
Income 

1977 
Law 

1979 
Law 

Reform 
Plan 

$0-$4,999 30 $ 3, ,031 7. ,09% 6. ,56% 5. ,08% 

$5,000-$9,999 38 7, ,472 9, ,62 9. ,25 8, .45 

$10,000-$14,999 44 12, ,240 11. ,65 11. ,39 10, .68 

$15,000-$19,999 22 17. ,298 12. ,62 12. ,09 11. .25 

$20,000-$24,999 27 22, ,455 14, .23 13. ,78 14, .12 

$25,000-$29,999 11 27, ,386 17. ,43 16. ,75 17, .07 

$30,000-$49,999 37 37, ,649 21, .23 20. .65 19, .42 

$50,000-$99,999 11 60, ,522 28, .07 26. ,79 26, .44 

$100,000 and over 4 114, ,911 34. .66 33. ,97 35, .72 

Total Taxpayers 224 $ 21, ,071 19, .60% 18, .98% 18, .57% 
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between the same income groups was substantially improved, as seen in 

Figure 9-2b.12 

Under both definitions of income, the effective tax rates of the 

mean average taxes computed under all three taxing methods appear rather 

close and exhibit a significant parallelism. Larger differences appear 

when progressivity is compared between the use of the different defini

tions of income. To illustrate these differences, the mean class-

average tax liabilities computed under 1977 Law, 1979 Law and the Reform 

Plan were further averaged within income classes. New ratios to the 

respective mean class-incomes of the resulting averages of the three 

mean average tax liabilities were constructed under both income defini

tions. The results of this analysis are presented graphically in Fig

ure 9-3, in a fashion similar to that used in Figures 9-2a and 9-2b. 

In Figure 9-3, both the nominal and real definitions of income 

are measured on the same horizontal scale in order to be comparative. 

The income points at which the effective tax rates were plotted are the 

same as those used in Figures 9-2a and 9-2b. While the identification 

and number of the selected taxpayers were somewhat different under the 

two income definitions, the juxtaposition of the effective rates in the 

graph does illustrate the apparent improvement in the appearance of 

progressivity when income is defined in real rather than nominal terms. 

12. In the interpretation of these observed results, additional 
caution should be taken because of the relatively few selected taxpayers 
in the highest income class. As indicated in Tables 9-4a and 9-4b, the 
$100,000 and over income class consisted of only five taxpayers when 
AVNAGI was used as the income base, and four when AVRAGI was employed. 
Moreover, one taxpayer, common to both class definitions, had no trans
actions in assets during the study period, although he was adversely 
affected by the elimination of the maximum tax computation under the 
Reform Plan. 
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In addition to visual inspection, progressivity may be quanti

fied. One method for quantifying the amount of progressivity revealed 

in the foregoing tables and figures has been suggested by Musgrave and 

Musgrave (1976, pp. 285-86), the calculation of a coefficient termed 

13 
"Average Rate Progression." This coefficient is a measure of the 

slope of the curves depicted in Figures 9-2a and 9-2b, determined be

tween each point of plotting effective tax rates against mean incomes. 

Progressivity is indicated by a positive coefficient, the larger the 

coefficient, the steeper the slope and the greater the quantum of pro

gressivity. The coefficients for both the AVNAGI and AVRAGI graphs are 

set forth in Tables 9-5a and 9-5b. Additionally, some overall measure 

of progressivity appeared desirable to compare the three taxing methods 

to one another as they applied to the entire selected group. For this 

purpose, the individual coefficients were weighted by the average 

13. Two other measures of progressivity were also presented. 
However, their use is redundant as they yield the same comparative re
sults as the Average Rate Progression. Moreover, they are related to 
plots of effective rates or tax liabilities on log charts, which charts 
are not included in the instant analyses. 

14. The coefficients were determined under the following for
mula (Musgrave and Musgrave, 1976, p. 285). 

T /Y - T /Y 
1 1 0 0 Average Rate Progression = - - ; where 

1 " 0 

Yq = lower mean Income, 
Ŷ  = higher mean income, 
TQ = mean tax liability, lower income group, 
T̂  = mean tax liability, higher income group. 

As applied herein, mean incomes were expressed in $1,000 and the T/Y 
ratios in percentages. 
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Table 9-5a. Coefficients of Average Rate Progression between Means of 
AVNAGI Classes for Average Tax Liabilities Computed under 
Different Taxing Methods, 224 Selected Taxpayers, 1970-1977 

Weighting: Coefficient of Average Rate 
Average Progression 

Mean Class Number of 1977 1979 Reform 
AVNAGI Taxpayers Law Law Plan 

$2,969 
31.5 .459 .424 .499 

$7,235 { 
} 39.5 .456 .452 .520 

$11,945 
} 32.5 .302 .276 .090 

$17,302 ; 
} 26.5 .241 .265 .453 

$22,738 
} 20.5 .374 .276 .430 

$27,201 * 
} 25.0 .330 .352 .280 

$37,737 i } 25.0 .393 .376 .322 
$60,655 , 

} 9.5 .018 .016 .041 
$122,065 

Total Weights 210.0 

Weighted Mean 
Coefficients .355 .339 .359 

See text for explanations. 



199 

Table 9-5b. Coefficients of Average Rate Progression between Means of 
AVRAGI Classes for Average Tax Liabilities Computed under 
Different Taxing Methods, 224 Selected Taxpayers, 1970-1977 

Weighting: Coefficient of Average Rate 
Average Progression 

Mean Class Number of 1977 1979 Reform 
AVRAGI Taxpayers Law Law Plan 

$3,031 . 
} 34.0 .570 .606 .759 

$7,472 ' 
} 41.0 .426 .449 .468 

$12,240 ; 
} 33.0 .192 .138 .113 

$17,298 ' 
} 24.5 .312 .328 .557 

$22,455 ' 
} 19.0 .649 .602 .598 

$27,386 ; 
} 24.0 .370 .380 .229 

$37,649 ' 
} 24.0 .299 .268 .307 

$60,522 i 
} 7.5 .121 .132 .171 

$114,911 

Total Weights 207.0 

Weighted Mean 
Coefficients .387 .384 .425 

See text for explanations. 
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number̂  of taxpayers in the two income classes between which the co

efficients were computed. Weighted mean coefficients were calculated 

and appear also in the tables. 

When AVNAGI was used as the income base, the weighted coeffi

cients indicated that for most taxpayers, the Reform Plan was slightly 

more progressive than 1977 Law, with 1979 Law ranking last. When in

come was defined in real terms as AVRAGI, the Reform Plan again ranked 

highest with 1977 Law slightly more progressive than 1979 Law. 

Comparative measures of overall relative progressivity were also 

determined in another way. For each of the three taxing methods and for 

the two definitions of income, AVNAGI and AVRAGI, least-square linear 

regressions were computed of the eight-year average tax liabilities of 

each of the 224 selected taxpayers to their respective incomes. Pro-

gressivity can be compared by the slopes of the resulting regression 

equations. Graphical representations are not presented herein as the 

plots of the three regression lines, for both income bases, were prac

tically superimposed on one another and the very slight visual differ

ences between them were almost indistinguishable. Details of the 

regression analyses are, however, set forth in Table 9-6. 

Under an AVNAGI definition of income, the slightly greater slope 

of 1977 Law over the other two taxing methods indicates a slightly 

greater progressivity; the slopes of 1979 Law and the Reform Plan are 

15. The weights did not total to the 224 taxpayers in the se
lected group for the reason that the number of taxpayers in the lowest 
and highest income classes only received a half-weight each, while the 
number in all other classes received full weighting. 



Table 9-6. Results of Regression Analyses: Average Tax Liabilities Computed under Different 
Taxing Methods Regressed on AVNAGI and AVRAGI, 224 Selected Taxpayers, 1970-1977 

Slope of Regression 
Line ($ tax per 
$ income) 

Intercept Y axis 
($ tax) 

Intercept X'axis 
($ income) 

Amount of tax on 
$100,000 of income 

Coefficient of „ 
determination (r ) 

Income Base: AVNAGI Income Base: AVRAGI 
1977 1979 Reform 1977 1979 Reform 
Law Law Plan Law Law Plan 

.2874 

$(2,395) 

$ 8,335 

$26,344 

.8535 

.2774 

$(2,301) 

$ 8,294 

$25,444 

.8308 

.2770 

$(2,375) 

$ 8,576 

$25,322 

.7802 

.3215 

$(2,644) 

$ 8,225 

$29,507 

.8811 

.3125 

$(2,586) 

$ 8,276 

$28,666 

.8695 

.3215 

$(2,860) 

$ 8,897 

$29,287 

.8552 



202 

almost Identical. Using AVRAGI as the income base, the slopes of 1977 

Law and the Reform Plan are exactly the same and only greater than 1979 

Law by a very small amount. The virtual superimposition of the regres

sion lines, under both income measures, is further discernable from the 

very close tax liabilities for incomes of $100,000 as predicted by the 

regression equations. 

The negative Y-axis intercepts can he interpreted as negative 

income taxes on defined expanded incomes of $0. The X-axis intercepts 

can be interpreted as the maximum income levels for which no tax lia

bilities exist. Note that substantial proportions of the total vari

ances of the individual tax liabilities from the mean tax liabilities 

were accounted for by the linear regression model: coefficients of 

2 determination (r ) were sizeable in all cases. 

Summarizing the foregoing findings on the comparative measures 

of progressivity of 1977 Law, 1979 Law and the Reform Plan, the Reform 

Plan showed some evidence of being slightly more progressive than the 

other two methods. If greater progressivity is equated with greater 

vertical equity, then the Reform Plan may be said to have been more 

vertically equitable for the group of selected taxpayers; however, not 

by any wide margin. Similarly, 1979 Law, with overall rankings in the 

comparative measures of progressivity behind 1977 Law, appears to have 

been the least equitable, but likewise, not substantially so. 
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Other Study Analyses 

Broadening of the Tax Base 

One of the subsidiary objectives of the study was to determine 

whether the full inclusion in 'income of gains and losses from transac

tions in assets, after adjustment for inflation, would increase, or 

broaden the tax base. Such broadening is one of the main purposes of a 

comprehensive income tax approach, of which the Reform Plan is a limited 

interpretation. The data herein clearly indicate that compared to both 

historical 1977 Law and current 1979 Law, for the selected taxpayers 

during the 1970-1977 study period, the tax base was not broadened but, 

in fact, was narrowed under the Reform Plan. 

Table 9-2 earlier in this chapter indicated that the real, but 

inflation-adjusted AVRAGI definition of adjusted gross income, for all 

selected taxpayers was less by 2.7% than average modified AG1 defined 

historically. Furthermore, Table 9-1 revealed that there was a 5.2% 

decrease in average tax liabilities computed under the Reform Plan from 

those computed under 1977 Law and that these Reform Plan taxes were also 

less than taxes computed under 1979 Law. With rates of tax held con

stant under all three taxing methods, the smaller tax liabilities ob

viously were generated from smaller taxable incomes. The decreasing 

effect, rather than the CIT-contemplated increase, resulted from the 

inflation adjustments being greater than either the 50% or 60% long-term 

capital gain deductions and from the removal of limitations on deduc

tion of capital losses. 
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Miscellaneous Data 

As a result of the extraction of the selected taxpayers' histor

ical income tax return information and of the simulation of 1979 Law and 

the Reform Plan, certain data were accumulated in addition to that which 

has been presented heretofore. These data were not necessary for the 

inflation effect computations of Chapter 7 nor for the immediately pre

ceding equity analyses. However, they should be of some interest. The 

additional data are summarized in Table 9-7. 

Columns 1-5 compare the amounts of losses from transactions in 

assets which remained unused as deductions at the end of the study period 

because of the various limitations imposed under the three methods of 

taxation. These losses, historically or under the simulations, were 

carried over to 1978 and subsequent years. The amounts of tax benefits 

from the use of these losses which the selected taxpayers would have 

enjoyed cannot be computed because of unknown variables in the post-

1977 years. Nonetheless, some indication of their worth can be observed. 

The larger capital loss carryovers computed under 1977 Law, as 

compared to the amounts computed under 1979 Law, resulted from the in

creased deduction limits of the 1979 Law, whereby more of such losses 

were deducted against income in the simulations. Ceteris paribus, these 

larger available deductions would result in greater post-1977 tax bene

fits. If the post-1977 tax benefits under both 1977 and 1979 Laws were 

related back to the 1970-1977 study period, the reduction in the observed 

tax liabilities under 1977 Law would have been greater than the reduc

tion in the taxes computed under 1979 Law. 



Table 9-7. Comparisons of Miscellaneous Data Computed under Different Taxing Methods, by AVMAG1 
Class, 224 Selected Taxpayers, 1970-1977 

Unused Losses from Transactions in Assets Long-term Capital Long-term Capital 
Carried over to 1978 Loss Reductions Gain Deductions 

Capital Losses3 Reform Plan 

AVMAGI Class 

1977 
Law 
(1) 

1979 
Law 
(2) 

Indexed 
1970-1977 
Losses 
(3) 

Unused 1969 
Capital 
Losses8 

(4) 
Total 
(5) 

1977 
Law 
(6) 

1979 
Law 
(7) 

1977 
Law 
(8) 

1979 
Law 
(9) 

$0-$4,999 $ 14,257 $ 11,189 $ 105,476 $ 1,591 $ 107,067 $ 10,513 $ 11,984 $ 38,159 $ 51,299 

$5,000-$9,999 196,219 158,114 241,779 19,536 261,315 14,485 27,494 116,825 143,904 

$10,000-$14,999 85,076 34,860 83,405 40,244 123,649 25,010 15,913 130,516 176,756 

$15,000-$19,999 19,292 532 51,522 0 51,522 29,852 34,608 434,820 523,813 

$20,000-$24,999 15,848 6,500 45,614 2,950 48,564 11,227 18,590 242,626 281,199 

$25,000-$29,999 64,511 45,634 93,471 0 93,471 5,586 16,077 278,124 331,451 

$30,000-$49,999 62,351 40,354 386,594 0 386,594 20,840 40,265 309,225 369,213 

$50,000-$99,999 112,978 93,317 24,948 0 24,948 9,590 9,555 627,823 706,824 

$100,000 and over 1.575 575 0 0 0 0 0 60.099 76.268 

Totals $572,107 $391,075 $1,032,809 $64,321 $1,097,130 $127,103 $174,486 $2 .238.217 $2,660,727 

a. Includes both short-term and long-term losses. 

i 
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The total of the unused indexed losses and 1969 capital losses 

under the Reform Plan would be applied to incomes for 1978 and subse

quent years in a completely different manner than under existing law. 

Therefore, their effect in the reduction of post-1977 tax liabilities 

cannot be compared with the effects of the capital loss carryovers under 

1977 and 1979 Laws. However, the amounts of these tax benefits would 

appear to be substantial. If such benefits were also related back to 

the study period, the computed tax liabilities under the Reform Plan 

similarly would have been reduced. 

Columns 6 and 7 compare the amounts of long-term capital losses 

which were of no benefit to the selected taxpayers under 1977 and 1979 

Laws because of their 50% reduction when applied against ordinary in

come. The 1979 Law amounts were greater than those for 1977 as more of 

such losses were applied against income, the same reason for the dif

ference between the 1977 and 1979 Law capital loss carryovers mentioned 

above. However, the $47,383 difference between the 1977 and 1979 Law 

capital loss reduction amounts is less than 50% of the $181,032 differ

ence between the capital loss carryover amounts. Such a result was due 

to the short-term treatment under the 1979 Law simulations of a number 

of losses which were historically reported as long-term. 

Finally, columns 8 and 9 compare the amounts of long-term capi

tal gain deductions actually enjoyed by the selected taxpayers and the 

amounts computed under 1979 Law. The larger amounts under 1979 Law 

reflect the increase in the percentage deduction from 50% to 60%, less 

the effect of some historical long-term capital gains being treated as 

short-term under the rules of 1979 Law. The effect of these differences, 
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along with the effect of the differences in the long-term capital loss 

reductions, were reflected in the average incomes and tax liabilities 

of the selected taxpayers computed under 1977 Law and 1979 Law. 

Conclusions 

The data presented in this chapter and the conclusions drawn 

therefrom are subject to the several limitations previously mentioned. 

The reader's interpretations of the data results and the inferences 

drawn herein should be made with these limitations in mind. 

The computed reductions in the selected taxpayers' average tax 

liabilities under both 1979 Law and the Reform Plan, when compared to 

their historical liabilities under 1977 Law, did not, by themselves, 

ensure commensurate increases in equity. With respect to the issue of 

horizontal equity, no evidence was found which would give an unambiguous 

priority to one tax treatment over the others. Measuring income in 

nominal terms, the law as it existed in 1977 seemed to treat most of the 

selected taxpayers in equal positions a little more equally. But, based 

on a preferable real definition of income, the Reform Plan approach to 

the taxation of gains and losses from transactions in assets performed 

slightly better than the other methods. 

The results of the vertical equity/progressivity analyses were 

a little less equivocal. The Reform Plan, overall and under both defi

nitions of income, appeared to be more progressive, and presumably more 

vertically equitable, than the other approaches. In the two-way com

parison between 1977 Law and 1979 Law, the former, to a degree, was more 

progressive than the latter. As such, the findings herein support 
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somewhat the earlier-quoted criticism of 1979 Law by Professor Musgrave 

(1979, p. 356) that it was "intolerable on equity grounds" and a "mas

sive step backward" from 1977 Law. However, the quantum of gross in

equity between 1977 Law and 1979 Law suggested by his remarks was not 

revealed by the limited and restricted evidence herein. More data, 

particularly on higher-income taxpayers, would be necessary in order to 

respond in an authoritative manner. 

Perhaps the only firm conclusion which may be drawn from the 

research reported in this chapter is that the measurement of gains and 

losses from transactions in assets in nominal terms results in an illu

sion of vertical inequity, whichever of the three taxing methods is 

employed. As observed in the effective rate analyses of Figures 9-2a 

and 9-2b and the composite analysis of Figure 9-3, the marked decrease 

in the slopes of the graphs of effective tax rates at the upper income 

levels appeared only when income was defined in nominal terms. When 

adjustment was made for the measurement distortions caused by inflation, 

progressivity at the higher income levels was not substantially less 

than at lower levels of income. 

If the research of this dissertation, conducted here in micro

cosm, is indeed representative of the U.S. taxpaying population, then 

its value lies in suggesting a possible de-emphasis of the importance 

of the equity benchmark in assessing the taxation of gains and losses 

from transactions in assets. The three approaches examined in this 

study are fairly representative of the spectrum of the various ways 

which have been proposed for such taxation. The evidence presented 

herein is only' suggestive of better equity ratings for one taxing method 



or another; no clear mandate for a preference appeared. As the group of 

selected taxpayers have been shown to have had a greater sensitivity to 

the taxation of gains and losses from transactions in assets than aver

age U.S. taxpayers in comparable income classes,̂  a reasonable conclu

sion is that differences in equity ratings which might result from 

national analyses would be even less distinct. Thus, perhaps, in the 

very narrow, comparative application to only the taxation of gains and 

losses from transactions in assets, from an equity viewpoint, it does 

not make too much difference which of the three taxing methods should be 

17 
followed. Accordingly, greater reliance may have to be placed on 

other benchmarks, and other goals may have to be accorded greater im

portance, for a proper evaluation of these three approaches. An over

view of such other goals and benchmarks is presented in Chapter 10. 

16. See Chapter 4, pp. 79-80. 

17. No condemnation of the equity standard itself is intended 
in these comments. The standard is and should remain important. More
over, before a taxing system can be judged individually as to its re
sponse to the standard, broader and more expansive measures of "income" 
are required, including a broader application of adjusting the tax base 
for inflation. 



CHAPTER 10 

GOALS AND OBJECTIVES OTHER THAN EQUITY 

A number of often-overlapping and conflicting goals and objec

tives result from the multiple uses to which the federal income tax 

system has been put and the multiple criteria which have been applied in 

judgment of the system, as well as in efforts to improve it. In addi

tion to the goal of equity, four others are particularly relevant in an 

examination of the taxation of individuals' gains and losses from trans

actions in assets. 

Two of these goals, neutrality and simplicity (as well as equity) 

appear in the announced objectives of the comprehensive Income tax. A 

statement by MacLaury (1977, p. viii) expresses the consensus view: 

The idea is that all income should be taxed alike and that the 
revenue generated by the broader tax base should be used to 
lower the tax rates substantially. The removal of special pro
visions and the reduction of the high marginal rates, it is 
felt, would improve the equity of the income tax, minimize the 
influence of tax considerations on business decisions, and make 
the income tax easier to administrate and more comprehensible 
to large numbers of taxpayers. 

The other two goals are the mitigation of the lock-in effect and the 

stimulation of capital formation. These latter two have been cited fre

quently by Congress as rationale for many of the amendments to the laws 

dealing with transactions in assets that have been made over the years.̂  

1. See Chapter 2, pp. 30-43 for a summary of the history of 
these laws. 

210 
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The following discussion of these four goals is intended pri

marily to place them in perspective and to indicate the nature and ex

tent of the controversy in their application. While some observations 

are made from employing these goals in judgment of 1977 Law, 1979 Law 

and the Reform Plan, a comprehensive analysis of these goals and how 

they related to the three taxing methods is beyond the scope of this 

study. 

Neutrality 

A tax is deemed neutral if its imposition does not result in a 

2 
"substitution effect" and thereby does not affect economic decisions. 

Under the traditional doctrine of Pareto efficiency in the allocation of 

resources, interference with free market decisions distorts the movement 

towards Pareto optimality, creates excess burdens on society and hence 

is inefficient. However, the full application of the traditional theory 

is impractical. The theory assumes that the pre-tax state of allocation 

is already efficient; few, if any, would agree. More importantly, no 

recognition is given to the effect of public expenditures (and "tax 

expenditures" in the form of income tax preferances) in moving society 

toward more efficiency (as well as in affecting the distribution of 

income). Thus, more recent views of the traditional theory look upon 

"positive non-neutralities" (effects moving society toward an economic 

2. If, under a tax system, a taxpayer has the opportunity to 
choose alternative courses of economic activity, each of which will 
leave him in a different post-tax position, the tax is deemed to have a 
substitution effect. The presumption is that the taxpayer will pursue 
that choice which will maximize his utility. All taxes exert an "income 
effect" in their reduction of disposable income. 
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goal) as desirable and "negative non-neutralities" (effects moving so-

3 ciety away from an economic goal) as undesirable. 

The problem of non-neutrality and "the influence of tax consid-

4 erations on business decisions" perhaps is best exemplified by the 

issues surrounding tax shelters and the so-called loopholes in the law. 

These issues are discussed below. 

Tax Shelters and Loopholes 

The term "tax shelter" is generally viewed as a legitimate means 

of saving taxes; the term "loophole," however, sometimes is perceived 

as a device skirting the boundaries of legitimacy, of which advantage 

is taken only by the unscrupulous. But, as Eisenstein (1961, pp. 182-

85) and Freeman (1973, pp. 3-5), among others, have commented, there is 

nothing unsavory about the term "loopholes." They are special provi

sions, purposively legislated, to give some special group some particu

lar preference for some particular reason. The distinction, then, if 

any, between a tax shelter and a loophole is not one of morality. How

ever, a tax shelter may be thought of as a package of loopholes. 

"Tax shelters combine three basic elements in varying degrees: 

tax deferral, heavy reliance on borrowing, and the capital gains tax ad

vantage." (Break and Pechman, 1975, p. 72). To this can be added any 

permanent tax savings realizeable from the investment credit. The term 

"shelter" means that the taxable income from the investment is less than 

3, For a discussion of these matters, see Musgrave and Musgrave 
(1976, pp. 66-71) and Herber (1979a, pp. 89-93, 248-49). 

4. MacLaury (1977, p. viii), as quoted on p. 210. 
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any cash flow therefrom or that in the absence of a cash flow, that such 

taxable income is negative and deductible from other income of the tax

payer. "Tax deferral" is frequently accomplished through such deduc

tions as depreciation, depletion, research and development costs, carry

ing costs and promotional and administrative expenses being taken in the 

early years of an investment. "Heavy reliance on borrowing" enables the 

taxpayer to leverage his investment in order to compound the availabil

ity of deductions, the value of which (in terms of tax savings) exceeds 

the cost of borrowing. The "capital gains advantage" means that when 

the taxpayer disposes of the investment, some of his accumulated shel

tered will then be taxable, not as ordinary income, but as long-term 

capital gain. 

Periodically, it seems, the government becomes concerned that 

excessive advantage is being taken of certain loopholes and seeks to 

plug them. The Tax Reform Act of 1969 (P.L. 91-172), for example, in

troduced limitations on the use of accelerated depreciation of real 

estate, imposed the minimum tax on tax preferences and made the use of 

private foundations less desirable. The Tax Reform Act of 1976 

(P.L. 94-455), among other things, eliminated the gas and oil percentage-

depletion allowance except for certain small producers, introduced the 

at-risk provisions of I.R.C. See's. 465 and 704(d) to limit the use of 

non-recourse debt, and extended and increased the application of the 

minimum tax. Provisions of the Revenue Act of 1978 (P.L. 95-600) 

further extended the at-risk rules. 
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In criticizing the promotion of tax shelters, President Carter, 

in his Tax Message to Congress of January 21, 1978 (U.S. President, 

1978, p. 9) noted that 

some promoters have now adapted their operations to provide 
shelters in forms that were not specifically covered by the 
1976 Act. In fact, shelter activity in 1977 may have surpassed 
the level reached in 1976. . . . Tax shelter experts promote 
their services in large and expensive advertisements in the 
financial sections of our Sunday papers. . . . Such flagrant 
manipulation of the tax laws should not be tolerated. 

Neutrality of the Three Taxing Methods 

How do 1977 Law, 1979 Law and the Reform Plan respond to the 

neutrality standard? The substantial decrease in the taxation of long-

term capital gains of 1979 Law from that of 1977 Law would seem to en

courage more use of tax shelters, and hence be less neutral, because of 

the "capital gains tax advantage" mentioned earlier. 

The Reform Plan, however, would seem to discourage the use of 

tax shelters. Along with the other features of a comprehensive income 

tax, the contemplated lower schedule of tax rates would diminish the 

inducement to shelter current income. Moreover, the indexing adjust

ment, as a substitute for the eliminated preferential treatment of long-

term capital gains, would generally provide little tax benefit. At the 

time a tax-sheltered investment is disposed of, most often its adjusted 

basis is quite low. Applying the indexing adjustment to such a low 

basis would have little effect in reducing taxable income. 

Simplicity 

The desire for a simple, easily understood, easily administered 

tax law is of long standing. Complexities exist because the income tax 
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laws seek to accomplish many objectives within a framework of a number 

of benchmarks, many of which function to make the law less simple. 

Thus, while seeking to stop the proliferation of "flagrant" tax shel

ters, President Carter's 1978 Tax Message to Congress also suggested the 

introduction of further complexity into the law: "I recommend action 

that will build upon the 1976 reforms and further reduce tax shelter 

abuses." (U.S. President, 1978, p. 9). 

Complexity Added by Capital Gains and Losses 

Perhaps one of the major reasons for the complexity of the tax 

laws is the differential treatment of gains and losses from transactions 

in assets. Schroeder (1975) studied the simplifying effect on the in

come tax laws of completely removing the special treatment of capital 

gains and losses. He concluded that 8.19% of the Code sections, 5.46% 

of the Revenue Rulings and 11.04% of the court cases could have been 

fully eliminated if gains and losses from capital transactions were 

treated as ordinary income. He further found that some simplifying (but 

not eliminating) effect could have been made on 32.59% of the Code sec

tions, 6.24% of the Revenue Rulings and 16.55% of the court cases. 

Complexity of the Three Taxing Methods 

Comparing 1977 Law to 1979 Law with respect to the taxation of 

gains and losses from transactions in assets, little difference in com

plexity appears to exist. The important applicable difference in the 

texts of the two sets of laws concern mathematical computations 
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only."* The basic complexities, as studied by Schroeder (1975), did not 

change. 

The Reform Plan, by eliminating the distinction between ordinary 

and capital assets, at first blush would seem to be a much simpler law. 

However, while the mathematics of the indexing adjustment are relatively 

simple, the set of rules under which it would be applied reintroduces 

complexity into the law.̂  Break and Pechman (1975, p. 50) felt that 

"indexing asset values for tax purposes would raise difficult practical 

problems and add considerable complexity to the tax law." However, 

their comment, to a degree, was based on a broader application of the 

indexing adjustment (e.g., to savings accounts and debt) than is con

templated in the Reform Plan. Although the concept of indexing the 

basis of assets was previously endorsed by the American Bar Association 

and by several members of its Section of Taxation,̂  the Special Commit

tee on Simplification of the Section stated that "because it finds the 

resulting complexity insoluble, the Committee does not favor an infla

tion adjustment to basis (indexing)." (American Bar Association, 1979a, 

p. 588). 

5. See Chapter 2, pp. 41-42 for the computational changes in 
the 1979 Law arising from the elimination of the alternative tax compu
tation, the increase in the long-term capital gain deduction to 60%, the 
introduction of the alternative minimum tax and the elimination of the 
interaction of the long-term capital gain deduction with the maximum 
tax. 

6. As evidence of this complexity, note the elaborate set of 
rules and conditions set forth in Chapter 5 which were necessary for the 
simulation of the Reform Plan. 

7. See Chapter 3, p. 61 and footnote 27 of Chapter 3 at p. 62. 
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Mitigation of the Lock-In Effect 

The lock-in effect is the tendency of taxpayers to postpone the 

realization of gains on appreciated assets in order to postpone the pay

ment of taxes thereon. The unrealized gains thus are said to be "locked-

g 
in." As discussed in Chapter 2, Congress, in its desire to augment tax 

revenues, introduced the preferential treatment of capital gains into 

the 1921 tax laws in order to encourage taxpayers to realize their gains 

and thereby mitigate the lock-in effect. 

The Lock-in Effect Function 

The magnitude of the lock-in effect is difficult to estimate. A 

study by Bailey (1969), confined to corporate shares, concluded that the 

low ratio of realized to accrued gains could not be explained alone by 

the deferral effect (the reduction in the present value of a tax payment 

postponed to a later time), and that the tax laws themselves exerted a 

considerable inducement for postponement of realization. Wetzler (1977, 

p. 136) reported that "little is known about the extent to which in

vestors respond" to incentives for postponement of realization of gain, 

other than a significant effect of postponement until the short-term 

holding period has passed. However, research by Feldstein and Yitzhak! 

(1978), also limited to corporate stocks, indicated that investors are 

"quite sensitive to tax considerations in their decisions to sell common 

stocks." (Feldstein and Yitzhaki, 1978, p. 18). 

8. At pp. 30-31. 
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Present law provides several types of incentives or opportuni

ties for the postponement of gain realization. A summary of these in

ducements has been given by Wetzler (1977, p. 135). 

1. Deferring the payment of tax until time of gain realization, 

rather than paying taxes on gains as accrued, amounts to an interest-

9 
free loan from the government (the deferral effect). 

2. The appreciation in value of property transmitted at death perm

anently escapes taxation because of the step-up in basis at death.̂  

3. Expectations by the taxpayer that his future marginal tax rates 

will be lower, or that the property will be passed to a related person 

(by gift) who will recognize the gain at lower marginal rates. 

4. The function of applying a lower effective rate as the holding-

period lengthens (the current distinction between short- and long-term 

gains, prior law which provided for graduated increases of the exclusion 

11 12 
ratio, and new proposals for such graduated increases). 

9. This statement may suggest that deferment results from the 
simple choice of continuing to hold an asset rather than selling it. 
Although the subject was not addressed by Wetzler, a number of provi
sions in the law permit the deferral of gain recognition for certain 
"non-taxable exchanges" of property. See Chapter 2, p. 25 and foot
note 3 thereat. 

10. Wetzler's comment was confined to property acquired prior 
to 1977 because of the then applicability of the carryover basis rules 
of Sec. 1023. But, as noted in Chapter 2, footnote 27, p. 38, the 
carryover-basis rules have been repealed. 

11. The Revenue Act of 1934 contained such a provision, as noted 
in Chapter 2, p. 31. 

12. See notations of these proposals in Chapter 3, p. 47 
and in Chapter 2, p. 40, together with footnote 33 thereat. 
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The magnitude of the lock-in effect thus appears to be directly 

proportional to the expected effective marginal tax rate. However, even 

if effective rates were substantially lowered, some incentive to post

pone realization would still exist, if for no other reason than the 

deferral effect. Hence, several proposals, in addition to the lowering 

of rates, have been made to counteract the lock-in effect: tax gains 

as they accrue (e.g., Commission to Revise the Tax Structure, 1973, 

p. 17), tax gains on constructive realization at death (e.g., David, 

1968, p. 108) and at time of gift (e.g., Wetzler, 1977, p. 137), and 

impose a charge for the deferral, i.e., assess interest on the taxes 

applicable to the gains as they accrue, which taxes are deferred until 

the gain is realized (e.g., Wetzler, 1977, p. 121). 

The Lock-in Effect of the Three Taxing Methods 

The lower effective marginal rates of tax on long-term capital 

gains under 1979 Law, as compared to 1977 Law, would appear to induce 

less of the lock-in effect than under prior law. Under an assumption 

of no change in price levels, the Reform Plan, in its non-preferential, 

ordinary-income treatment of long-term capital gains, would appear to 

exacerbate the lock-in effect. But, given the existence of inflation 

and the indexing mechanism to adjust therefor, the limited evidence 

13 
presented in this study indicates that for the period 1970-1977, the 

Reform Plan would have had a somewhat greater mitigating influence on 

the lock-in effect than either 1977 Law or 1979 Law. 

13. Table 9-1, p. 177 and Figure 9-2a, p. 193 show that tax 
liabilities and effective tax rates on income measured in nominal terms 
were generally less under the Reform Plan than when computed under either 
1977 Law or 1979 Law. 
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Stimulation of Capital Formation 

The interrelated problems of inflation, unemployment and economic 

growth are encountered in the pursuit of a stabilized economy. The es

sential feature common to these problems is the need to stimulate the 

accumulation of the nation's stock of productive physical capital. The 

phrase "capital accumulation" or "capital formation," and its purpose, 

has been explained (U.S. Congress, Staff of the Joint Committee on Taxa

tion, 1977, p. 3): 

[The] construction of plant, equipment and housing, accumulation 
of inventories, discovery and development of mineral deposits, 
research and development of new products and processes, and im
provements in the skills and health of workers. . . [i]n order to 
provide the improvement in our standard of living that Americans 
expect. 

The stimulation of capital formation through tax incentives is sometimes 

referred to as "supply-side tax policy." But, the choice of the best 

way to achieve it is the subject of much recent controversy. 

Two schools of thought appear to have developed. One theory 

holds that giving incentives directly to business, through tax provi

sions and otherwise, will encourage the investment in new productive 

assets. The other view seeks such encouragement indirectly through the 

14 
fostering of savings (i.e., reduction in consumption) by society. 

14. The basic economic mechanisms involved in the two theories 
have been frequently obscured by the rhetoric which has often accompanied 
the arguments on the issues. Both views recognize that business invest
ment will generally take place only if the rate of return thereon exceeds 
the actual or opportunity cost of the financial capital employed. The 
direct incentive theory seeks to decrease the initial cost of the invest
ment (e.g., by the investment credit), thereby increasing the rate of 
return, or by increasing the post-tax returns through the decrease in 
tax rates. The indirect theory would have the public (and government) 
consume less current income and thus save more. The resulting greater 
supply of capital, then, should result in a reduction in interest rates 
and thus a reduction in the cost of capital to industry. 
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A good example of the direct incentive theory is found in "Tax 

Policy and Capital Formation," a study prepared for the Task Force on 

Capital Formation of the Committee on Ways and Means (U.S. Congress, 

Staff of the Joint Committee on Taxation, 1977). Their recommendations 

foi programs to stimulate capital formation consisted of integrating the 

corporate and individual income taxes, increasing the investment credit, 

15 liberalizing depreciation rules, reducing corporate income taxes and 

indexing the tax rates and the tax base for inflation. 

The indirect approach is perhaps best exemplified by the reduc

tion in the effective tax rates on long-term capital gains accomplished 

by the Revenue Act of 1978 (P.L. 95-600). The theory holds that by 

increasing the post-tax income of investors, personal savings would be 

increased.̂  

The pros and cons of both theories have been widely published in 

the scholarly and popular business literature and much testimony thereon 

has been presented to Congress. Numerous econometric models have pro

duced conflicting results and interpretations. The issues and answers 

on the subject of capital formation are thus far from being clear and 

no firm consensus of opinion has yet formed. That doubt still exists 

as to the appropriateness of the 1978 Revenue Act's reduction in capital 

gains taxation is evidenced by a direction in the Act that a study be 

performed "on the effectiveness of the changes made by this title in the 

15. But a reduction in corporate taxes by decreasing the tax on 
corporate capital gains was not recommended. 

16. See, e.g., U.S. Congress, Senate (1978b, p. 192). 
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tax treatment of capital gains of individuals and corporations in stimu

lating investment and increasing the rate of economic growth." 

(P.L. 95-600, Sec. 555). 

Any further analysis of and discussion on the subject of capital 

formation exceeds the limits of the dissertation. In view of the great 

diversity in opinion which presently exists, any observations herein on 

whether the goal of stimulating capital formation is best served by 

1977 Law, 1979 Law or the Reform Plan, would be conjecture. 



CHAPTER 11 

SUMMARY AND RECOMMENDATIONS 

The achievement of an equitable distribution of tax burdens 

among individual taxpayers has been prominent among the many often-

conflicting goals and objectives of the federal income tax system. The 

traditional ability-to-pay principle of equity has been violated by the 

historical differential treatment in the law of gains and losses from 

individuals' transactions in assets. In addition, the inflation-induced 

mismeasurement of such gains and losses has further aggravated the 

breach of the equity benchmark. 

The main purpose of the dissertation was to examine these viola

tions of the equity standard. In particular, the study considered how 

three different approaches to the taxation of gains and losses from 

transactions in assets, the law as in the immediate past (1977 Law), the 

law as it now exists (1979 Law) and the law as it should exist (the Re

form Plan), as some people have proposed, compared under various measures 

of the ability-to-pay theory of equity. Several secondary objectives of 

the study were natural outgrowths of the methodology employed. 

A number of limitations in the study prohibit its findings from 

being generally applied. Nonetheless, the researcher believes that some 

additional insight has been provided into the problems considered herein. 

This closing chapter contains summaries of the foundations for the study 

223 
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and its findings and conclusions, together with recommendations for 

further research. 

Summary of the Foundations for the Study 

The current state of the law by which the federal government 

taxes individuals' gains and losses from transactions in assets consists 

of a complex set of rules. These rules reflect a differential treatment 

of such gains and losses vis-a-vis items of ordinary income and deduc

tions. This differential treatment has evolved from legislative re

sponses to a number of different and often conflicting goals and objec

tives. Among the many different ways in which transactions in assets 

could be taxed, one proposal, which has received much support, is to 

treat all realized gains and losses therefrom as ordinary income or 

loss, after indexing them to compensate for the effects of inflation 

(herein, the Reform Plan). 

The nature of the study is an empirical examination of the his

torical incomes and tax liabilities of a selected group of taxpayers for 

the years 1970-1977. This group did not represent a random sample from 

the population of U.S. taxpayers. Based on the historical income data, 

tax liabilities were recalculated in a simulation of selected provisions 

of the 1979 federal tax laws and of the Reform Plan as interpreted and 

applied in this research. 

Two published studies on the effects of inflation on reported 

gains and losses of U.S. taxpayers revealed that such effects were sub

stantial. Moreover, the studies indicated that there was an inverse 
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relationship between the amount of the proportional inflation effect and 

the amount of taxpayers' adjusted gross incomes. 

One of the published studies further found that the effects of 

inflation on the taxation of gains and losses resulted in a substantial 

inequity in the application of the law. Because the law measures gains 

and losses in nominal, historical-cost terms, the amounts of real, 

inflation-adjusted gains and losses are considerably different. The 

published study concluded that if tax liabilities were computed using 

these inflation-adjusted gains and losses, they would be quite differ

ent, with proportional effects varying widely among taxpayers. 

Summary of the Study Findings and Conclusions 

A necessary step in the simulation of the Reform Plan was the 

indexation of the gains and losses from transactions in assets which 

were reported by the selected taxpayers for 1970-1977. As a result, 

data became available on the extent and distribution of inflation dis

tortions inherent in the nominal measurement of such gains and losses. 

The study found that these distortions were substantial. The propor

tional inflation effect, or ratio of inflation gain to nominal gain, 

was most pronounced when experienced by taxpayers with low incomes. 

Such relative effect decreased as the taxpayers' incomes increased. 

These study findings were fully consistent with findings of earlier 

published research. 

The observation of annual inflation effects for each of the 

eight study years indicated a general trend toward an increasing distor

tion over time. However, such annual effects exhibited a very low 
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correspondence with the annual increase in inflation as measured by the 

Consumers' Price Index. When inflation effects were classified by type 

of asset, marked differences were noted between the various categories. 

The nominal measures of gains and losses from transactions in stocks of 

public corporations and in bonds and other securities were substantially 

distorted by inflation. Taking the selected taxpayers as a group, their 

investments in the personal residences which were disposed of during the 

study period were a poor hedge against inflation. Inflation effects for 

the remaining asset groups were less pronounced. 

Although the former 50% and now 60% long-term capital gain de

ductions sometimes have been defended as approximations of an inflation 

adjustment, the evidence herein indicated that such approximations were 

very crude. For some taxpayers, the percentage deductions were grossly 

inadequate to compensate for the inflation-induced overstatement of 

reported gains. Other taxpayers, however, benefited from the deductions 

permitted under 1977 Law or 1979 Law as the inflation distortions in 

their transactions were less than 50% or 60%, respectively. The inade

quacy of the percentage deductions could be seen also when the total 

group of selected taxpayers for the entire eight years of the study 

period were considered as a whole. Their reported net nominal gain from 

transactions in assets included an inflation effect of 145%; i.e., when 

adjusted for inflation, the overall result of their transactions was a 

real loss. 

A corollary to the foregoing observations was the finding that 

the base-broadening objective of a comprehensive income tax system was 
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not served by the Reform Plan as simulated in this study. Although 

gains and losses from transactions in assets were included in income in 

full and not treated differentially, the lesser incomes and tax liabili

ties resulting from the Reform Plan calculations, when compared to the 

approaches of 1977 or 1979 Law, indicated that the tax base was narrowed 

rather than broadened. 

The examination into the comparative equities of the three tax

ing methods was based on the traditional theory of ability-to-pay. 

Under a limited expansion of the legal definition of "adjusted gross 

income," "income," taken as the accepted measure of "ability," was de

fined in both nominal and real terms, Using these two income bases, 

various computations were made to assess both the horizontal equities 

and vertical equities of the three approaches. From an overall view, 

no conclusion could be drawn that one taxing method was clearly and 

unequivocally more equitable than the others. 

In the assessment of horizontal equity, 1977 Law scored the 

highest for the selected taxpayers, but only when a nominal measure of 

income was used to classify the selected taxpayers into groups with 

equal incomes. The use of a real, inflation-adjusted income definition 

resulted in a number of the taxpayers being classified into different 

income groups. Under this latter classification, the Reform Plan ap

peared to be more horizontally equitable than either 1977 Law or 1979 

Law. 

The examination of vertical equity was limited to comparisons 

of i .e resulting progressivities of the different methods. Under both 
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definitions of income, measures of progressivity were very close and a 

fair degree of parallelism was observed. However, within the narrow 

ranges of the scores, from an overall result and also under both income 

definitions, the Reform Plan exhibited the largest degree of progressiv

ity and 1979 Law the least. 

While the differences in the measures of progressivity between 

the three taxing methods were small, a substantial dissimilarity was 

observed when progressivity based on a nominal definition of income was 

compared to that based on income defined in real terms. Under the 

nominal definition, a sharp decrease in effective tax rates occurred at 

the higher level of the income spectrum encompassed in the study. When 

income was defined in real terms, however, such decrease was not mani

fested and overall progressivity was substantially improved. Based on 

these findings, and equating progressivity with vertical equity, the 

research suggests that when gains and losses from transactions in assets 

are measured in nominal terms, an illusion is created that vertical 

equity has been violated. When the illusory gains resulting from infla

tion are eliminated from the measurement process, the appearance of 

vertical equity is restored. 

The achievement of an equitable distribution of tax burdens 

among individuals has been shown to be an important normative objective 

of the federal income tax system. However, in an application restricted 

only to the taxation of gains and losses from transactions in assets, 

does the equity standard deserve the historical emphasis which it has 

received? This question arises from the following observations: 



1. The three approaches to the taxation of gains and losses from 

transactions in assets examined in the study, 1977 Law, 1979 Law 

and the Reform Plan, fairly appear to be cross-sectional expres

sions of the many different ways in which such gains and losses 

could be taxed. 

2. The selected taxpayers, with their relative activity in trans

actions in assets having been greater than their national coun

terparts, were more sensitive to the inequities resulting from 

the distorting effects of inflation on and the differential 

treatment of the gains and losses from such transactions. 

3. The evidence generated in this study indicated that only small 

differences existed in the equities of the three disparate 

methods for the group of selected taxpayers. 

4. If the experience of the selected group can be extended to all 

U.S. taxpayers, then any differences in the equities of the 

three methods which would be observed nationally could be rea

sonably expected to be still smaller than the results observed 

herein. 

Thus, given an inflationary economy and notwithstanding the recognition 

that the long-term capital gain deduction in the 1977 and 1979 Laws have 

only crudely compensated for the distorting effects of inflation on such 

gains, it may be that there has been too much historical concern over and 

prominence given to the equity benchmark when applied to the issues 

surrounding the taxation of gains and losses from transactions in as

sets. If so, then other goals and objectives pertinent to the subject 

take on a greater importance in the evaluation of the three approaches. 
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The four goals and objectives so deemed pertinent are neutrality, 

simplicity, mitigation of the lock-in effect and the stimulation of 

capital formation. With respect to the neutrality standard, the Reform 

Plan would appear to offer the least encouragement to taxpayers to 

structure their economic affairs primarily for tax purposes, such as 

investing in certain tax shelters. The use of tax shelters would seem 

to be most encouraged under 1979 Law. While the "deferral effect" as

pect of tax shelters would exist under all three approaches, the "capi

tal gains advantage" on the disposal of the sheltered investment would 

be noticeably absent under the Reform Plan. Moreover, with a generally 

low basis for the investment at time of disposition, the indexing ad

justment would do little to compensate for the effects of inflation. 

As for simplicity, the calculations involved in the indexing 

adjustment under the Reform Plan are relatively straightforward; little 

complexity would be added to the law thereby. However, the basic com

plexity of existing law, that of distinguishing capital gain and loss 

situations from ordinary gain and loss situations, would remain under 

the Reform Plan; it still would be necessary to distinguish the trans

actions in assets which would qualify for the indexing adjustment. The 

elaborate set of rules which were adopted in this study in order to 

simulate the Reform Plan further evidence such a conclusion. 

The lock-in effect was observed to be an inverse function of the 

expected marginal tax rate at time of gain recognition. As such, 1979 

Law would offer less inducement to postpone such realization than 1977 

Law. Whether or not the Reform Plan would mitigate the lock-in effect 
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to a greater extent than 1979 Law would depend on whether, for a particu

lar transaction, the proportional inflation effect inherent in an un

realized gain would be more or less than the 60% long-term capital gain 

deduction of 1979 Law. 

The stimulation of the formation of productive capital through 

supply-side tax policy, so as to produce more goods and services and 

increase the productivity of labor, is asserted to be necessary in order 

to combat inflation and reduce unemployment. A great divergence of 

opinion exists on how best to effectuate such stimulation. One school 

of thought believes that direct tax incentives to business will produce 

the most encouragement for investment in capital goods. Another view 

seeks such stimulus indirectly through the encouragement of individual 

savings. Those who argue for reduced taxation of gains and losses from 

transactions in assets belong to the latter school. This study recog

nized that the issues, much less the answers, on the subject are far 

from clear and that no firm consensus of opinion has yet formed. As 

the further pursuit of this topic was beyond the scope of the disserta

tion, no attempt was made to evaluate the three taxing methods with 

respect to their effect on capital formation. 

Finally, some supplemental data generated in the study indicated 

that the selected taxpayers' long-term capital gain deductions, long-

term capital loss reductions and amounts of capital losses which were 

offset against ordinary income, were all greater under 1979 Law than 

under 1977 Law. These results occurred even though the holding period 

for distinguishing short-term from long-term transactions was greater 

under 1979 Law. In addition, note was taken of the substantial amounts 
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of capital and indexed losses which were of no tax benefit during the 

study period and which were actually or conceptually carried over to 

post-1977 years. The anticipated tax benefits from the use of these 

carryover losses were not calculated. 

Perhaps the ultimate benefit of the research conducted in this 

study is to indicate that more research is needed. Conclusive answers 

remain to be found to the many questions arising from the manner of 

taxing individuals' gains and losses from transactions in assets. Some 

suggestions for such further research are set forth in the following 

section. 

Recommendations for Further Research 

The major limitation to the study was the restriction of the 

data base to the information from the selected taxpayer group. A wel

come replication of this research would be one which utilized a larger 

taxpayer group over time. Such larger group should include taxpayers 

with incomes higher than those encountered in this study and, prefer

ably, the group should be able to be statistically related to the popu

lation of U.S. taxpayers. 

The approximation of a selected taxpayer's normal financial 

status was, in part, represented herein by simple averages of his eight 

annual tax liabilities computed under each of the three taxing approach

es. In such representation and in the several comparisons made of such 

average tax liabilities, no recognition was given to any differences in 

the timing of the annual tax payments under the 1979 Law and Reform Plan 

simulations as compared to the historical pattern of payments under 1977 



233 

Law. The combined effect of inflation and an imputed interest factor 

in, respectively, increasing or decreasing the burden of an accelerated 

or postponed tax payment, could have had an effect on the determination 

of normal tax liabilities and on the comparative measures of equity de

veloped in this study. Additional effects on such measures could have 

resulted from including the effects of the future benefits of the losses 

on transactions in assets carried over to post-study years. These re

finements of this study's methodology might provide further insight into 

some of the problems addressed herein. 

The concept of the Reform Plan, that of applying the indexing 

adjustment only to transactions in non-monetary assets, has been con

sidered for separate adoption (e.g., the House Bill preceding the Reve

nue Act of 1978) as compared to its broader application to both monetary 

assets and debt, as well as to depreciation. Published empirical re

search is scarce, especially on this latter symmetrical use of the 

adjustment mechanism in indexing the tax base. The effect on tax lia

bilities of indexed depreciation and the recognition of inflation gains 

and losses from, respectively, the repayment of debt and the ownership 

of monetary assets, needs further study. Such redetermined tax liabili

ties then need to be examined for their response to the equity standard. 

Although a large number of econometric models have been devel

oped to gauge the macroeconomic effects of changes in tax laws, more 

knowledge is needed of the microeconomic behavior of individual tax

payers to such changes. Only then can the effects of proposed law 

changes be estimated with a reasonable assurance of accuracy. 
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Finally, note should be taken that the normative literature on 

the subject of the taxation of gains and losses from transactions in 

assets is vast and appears almost exhaustive; perhaps a surfeit thereof 

already exists. Empirical research in the area, however, is in short 

supply. Before any meaningful consensus can develop as to how trans

actions in assets should be taxed, additional quantitative and behavioral 

information appears necessary. To such end, cooperation in research of 

this type is particularly recommended to public accountants. C.P.A.'s 

and others in public practice are generally very close to and intimate 

with the tax and financial problems of clients and have a privileged 

access to a vast data base. As such, the members of the profession are 

in a singularly advantageous position to make a substantial contribution 

toward the improvement of the tax laws. 



APPENDIX A 

COMPARATIVE PRICE INDICES: 
ANNUALLY, 1946 TO 1977 

(1967 = 100) 

Consumer Implicit Price Deflators'' 
Price Gross National National 
Index* Product Income 

1946 58.5 55.5 57.1 
1947 66.9 62.0 64.8 
1948 72.1 67.2 69.1 
1949 71.4 66.6 67.8 

1950 72.1 67.9 69.1 
1951 77.8 72.5 73.5 
1952 79.5 73.4 73.9 
1953 80.1 74.5 74.7 
1954 80.5 75.5 76.1 
1955 80.2 77.2 77.8 
1956 81.4 79.6 80.1 
1957 84.3 82.3 82.6 
1958 86.6 83.6 83.8 
1959 87.3 85.4 85.4 

1960 88.7 86.9 86.6 
1961 89.6 87.7 87.4 
1962 90.6 89.3 89.0 
1963 91.7 90.6 90.3 
1964 92.9 92.0 91.7 
1965 94.5 94.1 93.8 
1966 97.2 97.1 97.5 
1967 100.0 100.0 100.0 
1968 104.2 104.5 104.2 
1969 109.8 109.7 109.1 

1970 116.3 115.6 114.9 
1971 121.3 121.5 120.7 
1972 125.3 126.6 126.3 
1973 133.1 134.0 134.2 
1974 147.7 147.1 147.5 
1975 161.2 159.9 160.9 
1976 170.5 169.4 169.3 
1977 181.5 178.8 178.8 

Sources: (a) U.S. Bureau of Labor Statistics, Handbook of 
Labor Statistics. 1978. Washington: U.S. Gov
ernment Printing Office, 1979, Table 119. 

(b) U.S. Bureau of Economic Analysis, Survey of 
Current Business. 
1946-1974: Vol. 56:1, pt. 2 (January 1976), 

Table 7-6; 
1975: Vol. 56:6 (June 1976), Tables 19 

and 23; 
1976-1977: Vol. 58:6, pt. 1 (June 1978), 

Tables 21 and 24. 
Data in these tables were based on 1972 - 100 
and were recomputed herein to be comparable to 
the 1967 - 100 base of the CPI. 
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APPENDIX B 

EXAMPLES OF INDEXING FACTORS FOR INFLATION ADJUSTMENTS3: 
QUINQUENNIALLY, 1930-1960 AND ANNUALLY, 1960-1977 

Acqui- Realization Year 
sition 
Year CPIb 1970 1971 1972 1973 1974 1975 1976 1977 

1930 50.0 2.326 2.426 2.506 2.662 2.954 3.224 3.410 3.630 

1935 41.1 2.830 2.951 3.049 3.238 3.594 3.922 4.148 4.416 
1940 42.0 2.769 2.888 2.983 3.169 3.517 3.838 4.060 4.321 
1945 53.9 2.158 2.250 2.325 2.469 2.740 2.991 3.163 3.367 
1950 72.1 1.613 1.682 1.738 1.846 2.049 2.236 2.365 2.517 
1955 80.2 1.450 1.512 1.562 1.660 1.842 2.010 2.126 2.263 

1960 88.7 1.311 1.368 1.413 1.501 1.665 1.817 1.922 2.046 
1961 89.6 1.298 1.354 1.398 1.485 1.648 1.799 1.903 2.026 
1962 90.6 1.284 1.339 1.383 1.469 1.630 1.779 1.882 2.003 
1963 91.7 1.268 1.323 1.366 1.451 1.611 1.758 1.859 1.979 
1964 92.9 1.252 1.306 1.349 1.433 1.590 1.735 1.835 1.954 
1965 94.5 1.231 1.284 1.326 1.408 1.563 1.706 1.804 1.921 
1966 97.2 1.197 1.248 1.289 1.369 1.520 1.658 1.754 1.867 
1967 100.0 1.163 1.213 1.253 1.331 1.477 1.612 1.705 1.815 
1968 104.2 1.116 1.164 1.202 1.277 1.417 1.547 1.636 1.742 
1969 109.8 1.059 1.105 1.141 1.212 1.345 1.468 1.553 1.653 

1970 116.3 n.a. 1.043 1.077 1.144 1.270 1.386 1.466 1.561 
1971 121.3 n.a. 1.033 1.097 1.218 1.329 1.406 1.496 

1972 125.3 n.a. 1.062 1.179 1.287 1.361 1.449 
1973 133.1 n.a. 1.110 1.211 1.281 1.364 
1974 147.7 n.a. 1.091 1.154 1.229 
1975 161.2 n.a. 1.058 1.126 
1976 170.5 n.a. 1.065 

1977 181.5 n.a. 

a. Computed as CPI (realization year) divided by CPI (acquisition 

year). 

b. Consumer Price Index for Urban Wage Earners and Clerical Workers 
(all items index). 

Sources: 1935-1977, U.S. Bureau of Labor Statistics, Handbook of Labor Sta
tistics. 1978, Washington: U.S. Government Printing Office, 1979, 
Table 119; 1930-1934, Computed from data in Internal Revenue Serv
ice, Blueprints for Basic Tax Reform. Washington: U.S. Government 
Printing Office, 1979, Table 1, p. 78. 
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FORMS USED IN DATA ABSTRACTION 
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TP Master Information - File 101 

Filing Status 

Method Tax Comp/Recomp. 

F 

201 Contrib - 50% 

202 30% 

203 20% 

204 C/0 50% 

205 C/0 30% 

206 Medical - Insurance.... 

207 Drugs 

208 Other 

209 St/Loc Txs & Cas Loss.. 

210 Gas Tax 

211 Qual Inc for Maxi Tax.. 

212 Tax Pref's - Cap Gain.. 

213 Item Ded.. 

214 Other 

215 Reported Tax - Income.. 

216 Minimum. 

217 Total... 

218 76/77 Recomp - Income.. 

219 Minimum. 

220 Total... 

221 Tax Ref - NOL C/B 

1970 

Taxable. Income Pre-70 Cap Loss C/0 Post-77 Ca p I.nss C/0 
1966 1967 1968 1969 Short Lone Short Long 

1970 1971 1972 1973 1974 1975 1976 1977 

1 1 1 1 1 I 
Taxes and Miscellaneous Information 

1971 1972 1973 1974 1975 1976 

CODES 

FilinR Status 

J Joint return 
S Single 
H Head of household 
M Married, separate 

Tax Computation Method 

R Rate schedules 
G Income averaging 
D Alternative tax 
X Maximum tax 
S Special computation 

1977 

ro 
u> 
oo 



TP Recap Taxable Income 

F 
Sale of Assets 

301 Net Capital Gain 

1970 1971 1972 1973 1974 1975 1976 1977 F 
Sale of Assets 

301 Net Capital Gain 

302 Net Capital Loss ( ) ( ) ( ) ( ) ( ) ( ) ( ) ( ) 
303 Ord - P/F/SBC ** 

304 Ord - Other 

305 Total 

306 Salaries and Wages 

307 Dividends 

308 Interest 

309 Business Income 

310 Pens's & Annuities 

311 Rents 

312 Royalties 

313 Partnerships 

314 Fiduciaries 

315 Small Bus Corp's 

316 Farm, etc 

317 All other 

318 Adjustments ( ) ( ) ( ) ( ) ( ) ( ) ( ) ( ) 
319 Less above ** ( ) [ ) ( ) ( ) ( ) ( ) ( ) ( ) 

320 Adjusted Gross Income.... 

321 Stnd Ded/0 Bracket 

320 Adjusted Gross Income.... 

321 Stnd Ded/0 Bracket ( ) [ ) ( ) ( ) ( ) [ ) ( ) ( ) 
322 Itemized Deductions ( ) C ) ( ) ( ) ( ) ( ) ( ) ( ) 
323 Exemptions ( ) [ ) ( ) ( ) ( ) ( ) ( ) ( ) 

324 Taxable Income 

325 NOL C/0 Add-back 

CO 
VO 
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TP Detail - Sale of Assets 

Year of Sale 

& / . / 
Sale 

Adj 
Basis 

Gain 
(Loss) Indexed 

Ord Inc 
Included 

Tot 

L/T 

C/L 

Tot 

L/T 

C/L 

C/L Deduction 

C/0 Created 

L/T C/G Dedu 

C/L C/0 Appl 

Net Gain/(Lc 

ct ion C ) 
( ) 

L/T C/G Dedu 

C/L C/0 Appl 

Net Gain/(Lc ss) (File 305) 

CODES 

Source of Data 

T Taxpayer's own transaction 
P Share from partnership 
F Share from fiduciary 
S Share from Sub S corp. 
M Mutual fund distribution 

Class of Asset 

S Public corp. stock 
C Controlled corp. stock 
B Bonds, notes, other sec. 
W Worthless security 
P Personal residence 
R Real estate - other 
L Livestock 
D Retirement plan dlst. 
N Non-business bad debt 
E Business personalty 
A Non-business personalty 

As Reported 

S Short-term capital gain/loss 
L Long-term capital gain/loss 
I Ordinary income/loss 
W Ordinary and short-term capital 
X Ordinary and long-term 

Code 

R Indexible, regular computation 
I Indexible, installment sale 
S Indexible, special computation 
Q Indexible, but no information 
N Non-indexible, less than 1 year 
H Non-indexible, pre-'70 Inst, sale 
Z Non-indexible, other reasons 
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TP Indexing Installment Sale 

Property. 

Yr 

Gross Sales Price.. 

Bases, less A/D 

TP's share 

% 

Total 

Expenses of sale. 

Total. 

Gain.. 

Contract Price 

Ratio Gain to Contract Price... 

Index 

Factor 

Indexed 

Gain 

Ratio 
Indexed 
To 

Reported 
Gain 

Yr 
Detail 
Item No Collections 

As Reported 
Indexed Yr 

Detail 
Item No Collections Ord. 1231/Cap Total Indexed 



APPENDIX D 

COMPUTER LISTINGS OF SELECTED TAXPAYERS* 
AVERAGE ADJUSTED GROSS INCOMES 

AND AVERAGE TAXES 
(Listed in ascending order of size of 

AVMAGI and subtotaled by AVMAGI Classes) 
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TAXPAY ER 

EH 1 

Cl6 
Wl5 
UOI 
AOI 
so2 
004 
S36 

I LOI 

I 
813 
S37 

L___ 

Ml6 
808 
M20 

AVIolAGI 

H 4 1 

I 348 
1393 
1438 
1 5 22 
1591 
24 30 
2512 
2b28 
2b61 
2834 

AVERAGE AGI 0 S AND TAXES 

AVNAGI 

3626 
I 34t:l 
1323 

AVRAGI 

---- ·- ar6 
2637 
1348 
905 

1451 1426 
1522 1522 

All _11 TAX AV 79 TAX 

____ o ______ ______ _ ___ ·a-·· 
582 

0 

0 
0 

607 
0 

0 
0 

41 41 
~- -----1"5"91 ______ _ -51"'-·- -·---:;r 

2406 2355 
2527 2520 
2628 2628 
_2661 2661 
2848 2841 

186 
140 

69 
42 

253 

193 
148 
b9 

42 
253 

PAGE 

All RP TAX 

- - -- -0 -··--· - --- -· -.- . - --- ·--- ------·- . 

466 
0 

0 
0 

41 
- -----""ST - - --- ------ ·--

185 
150 
69 
42 

255 
3062 3062 3062 2 

260 
293 

-2 - --·---- -- --·2 · ---- ------ -- - - - --- - - -

3362 3419 31t:l6 
Jo24 3024 ·2042 

258 
2'l8 

233 
84 

--·------------·------J 
J 
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Ro-9 ,-----~~----------,3,776~5~-------,3~4~6cr-----~ 450 450 450 
138 
485 

001 3805 3805 
K07 4079 5197 
~~.-------,4~3"15~---------4~31 5 T02 

S l9 439 9 4399 
P02 4517 5625 
GOB 4523 4523 
C18 4912 4912 
woe 4'l45 4945 

3805 138 138 
2586 485 454 

-- "4 ji 5- ------------,-1·---- --------,2 --- --- . -

4399 
4887 
4523 
4912 
4945 

522 
116 

91 
320 
523 

536 
103 

91 
322 
509 

""1 2- -·-·-- --- - ---- -- ---- - ---------- - ------ - ------ - --

536 
162 

91 
322 
509 

L._ _ ___ ____ _______ _ _ - -- ------- ---·- ------- - --------------·- ·- ·· · ---- - ---- -

I 
I 

I 

AIIII4AG1 
All RP TAX 

AVNAGI 

-------- --------
75 .. 51 

AVRAGI AV 77 TAX AV 79 TAX 

70635 .. 575 4577 
L___ ____________ __ 

71347 
4283 

TAXPAY E R 

H04 
LOB 
1<.05 
H09 
Ml9 

I G05 
H02 

i CIO 
P07 
Cl3 
530 
002 
W06 
Sl3 
H05 
A05 

AIIMAG1 AVNAGI IWRAGI All 77 TAX All 79 TAX All RP TA X 

5270 5271 3992 0 0 ---=~------ · ·~i---~---~ -- ~------------- -----------] 5 .1~1 5677 5 .. 13 423 410 -
-----5463--- ---s69!J -----4899 __ _ 289 279 236 

547'1 5480 
5536 5073 
5755 5630 
5B37 3652 
5915 5866 
5939 5939 
5'176 5976 
6111 6916 
6249 62~9 

6631 6628 
6651 6714 
6!>70 7138 
6703 7136 

5480 
2515 

361 
579 
246 

366 371 
3b3 
243 

276 150 
457 .. 55 

5584 
320b 
5756 

26 
216 -- ----------------------------------------------------~----· 

----5939 ------- ---- 6....--3 _________ 6~------ :~~---- ---------··--- - - . 

5976 676 6b9 669 
2716 375 361 62 
6249 
5959 

795 
227 
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AVERAGE AGI 1 S AND TAXES PAGE 

TAXPAYER AV"'AGI AVNAGI AVRAGI AV ·77 TAX AV 79 T4X AV RP TAX 

Sl7 6910 8309 7676 686 670 733 
P05 704~ 7355 6964 740 726 721 
820 7131 7366 5764 937 925 674 
C20 7146 7146 7148 407 '406 406 
1:119 7150 7417 6883 857 849 822 
003 7250 7250 7250 526 526 526 ------- --- - ----- -- -

7286 509 7266 
·-:::-=-=--:-----------7-2-8b _ ____ ___ _ ~.---.----- · --~.-;;-2 ___ ----·442 __________ __ ---- .. - --· ·- --- -- -- -- ------------ ----- ·- -

531 7396 5183 2955 356 230 0 
PIO 7471 8877 7653 381 264 448 
Ml3 7488 8566 7003 332 299 256 
R04 7672 ·7673 7673 1108 966 966 
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