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ABSTRACT

The purpose of this study is to answer four major questions: What
are some of the major causes of inequities in the federal income tax system?
Are there significant relationships between inequities and incentives in the
federal income tax system? Does legislation created to lessen or alleviate
inequities often create new inequities? What are some of the implications of
some of these inequitable situations and what can be done to change and reform
these so as to reduce the amount of inequities in the future ?
The major premise of this study is that there should be an analysis
of the entire federal income tax system, rather than the piecemeal changes
made by Congress. Furthermore, there should be an examination of the whole
tax structure to determine equitableness. A general method called the Gradual
Simplified Method is developed to test, examine, and evaluate equitableness on
the basis of the net accretion concept of income, the ability-to-pay doctrine,
the principles of simplicity of the tax structure, and the feasibility of the
administration of the system.
This method expects that the whole federal tax system must be
examined over a ten-year period and provisions eliminated or changed unless
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Congress finds it equitable to continue special privileges and provisions for an
additional period of up to ten years.
The study concludes that a continuous monitoring process should be
maintained in accordance with the Gradual Simplified Method in order to alle
viate, eliminate, or minimize the impact of the major inequities in the federal
income tax system. Much of the inequity results from piecemeal development
of provisions, some action and adjudication of the courts, lobbyists of special
interest groups, legislation of private laws, and the inadequate counseling of
the greatest number of taxpayers—those in the low-income bracket.
The study recommends a comprehensive set of legislative reforms
which will eventually be taxation for estate, trust, individual, corporation, and
gifts to an interrelated system of taxes. Among the implications for further
research is the additional refinement of recommended plans, the need to exam
ine and evaluate all provisions, and the adoption of changes as they occur
throughout the federal income tax system.

CHAPTER 1

INTRODUCTION

The history of our tax system is more than an array of activities.
The demand for a federal income tax structure is primarily revenue.

This

demand usually creates inequities in its application; therefore, the need to
maintain an effective federal income tax structure arises largely from the
necessity to ameliorate or remove some of the major inequities by reforming
the laws and regulations.
Tax reforms have been attempted by various political agencies
including Democrats, Republicans, the American Independent Party, and by
professional organizations such as subcommittees of the American Bar
Association and the American Institute of Certified Public Accountants. These
governmental attempts at tax reform resulted not only from the demand by the
federal government for more funds to meet higher budget requirements, but
also from the expression of basic concerns of the taxpayers as presented by
the various political parties and the major communication media. Joseph Barr,
Secretary of the Treasury, testifying before the Joint Economic Committee on
January 17, 1969, states that 157 tax returns in 1967 with adjusted gross
income of over $200,000 paid no income tax, including 21 with adjusted gross
income of over $1 million. Furthermore, the August 12, 1972 issue of
1
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Business Week cites the fact that 112 taxpayers in 1970 with income of over
$200,000 paid no income tax. The Treasury Department Tax Reform Studies
and Proposals of 1969 show that taxpayers with income of $20,000 to $50,000
pay an effective rate of 20 to 30 percent, while at the same time, many tax
payers with income of over $500,000 to $1 million pay the same effective rate.
Many advocates of tax reform, including Joseph Pechman, have sug
gested that all concessions should be eliminated. These reformers consider
that the elimination of tax concessions would result in more equitable taxation
for individuals while increasing the effective tax rates paid by the higher
income bracket taxpayers. Pechman (1967) states that the elimination of tax
preference would result in more equitably distributed taxes while allowing for
the reduction of marginal tax rates. More conservative economists believe
that although some reforms are necessary, most of the preferences are incen
tives necessary for investment and other economic benefits rather than
inequities.

Statement of the Problem
Taxpayers are well awai*e of some of the inequities in the federal
income tax laws. Representatives in Congress, members of the Senate, and
even officials in the White House have been asked to study the tax structure.
Accountants, economists, lawyers, and politicians are demanding some type of
tax reform that will alleviate the existing inequities. Basic questions that will
be evaluated in this research are the following:

1. Are there inequities in the federal income tax laws ?
2. What are some of the causes of tax inequities ?
3. What is the relationship between tax inequities and tax incentives ?
4. Has legislation been successful in solving the taxation imbalances in
the federal income tax system ?

Purpose of the Study
All tax systems include some inequities. A review of the history of
taxation as developed later in this study indicates that there have been inequi
ties and unequal distribution of tax duties for centuries.
The existing federal income tax laws are considered to be progres
sive, and, as such, are expected to be more equitable than a regressive tax.
The question arises, however, is the federal income tax truly progressive?
With the number of preferences, credits, exclusions, and deductions, statis
tics show that taxpayers with income between $20, 000 and $50, 000 pay basi
cally the same rate as taxpayers with much higher income, while low-income
groups get little or no preferential treatment.
The First Income Tax Law of 1861, the Second Income Tax Law of
1894, the Sixteenth Amendment, the Revenue Acts of the current tax law, the
Internal Revenue Codes of 1939 and 1954, the Revenue Rulings, and other legis
lation on federal income tax do not contain any recognizable evidence of
intended inequities. Rather, these regulations and rides were attempts to
eliminate inequities.

The importance of the problem of identifying some of the inequities
in the federal income tax laws will be viewed from an economic perspective,
not from a social or personal point of view. With the increasing population in
the labor market and the greater need for funds by the federal government,
each taxpayer should realize that the most important factor to determine
equitableness or fairness of tax is that the tax liability should be equitably
shared for the most effective economic good of the society.

Nevertheless, evi

dences reveal that many taxpayers are not contributing their fair share, in
accordance with the taxpayer's ability to pay, for the common economic good.
Some reforms must be adopted to adjust the existing tax laws to a more equi
table basis.

Assumptions
It is assumed that the federal income tax system operates efficiently
with the available resources at its command and in accordance with the legis
lation of Congress and the interpretation of the Courts. Furthermore, it is
assumed that there is a general pattern of tax accounting for the proper imple
mentation of federal income tax determination for each type of taxpayer.
Finally, it is assumed that society has accepted the doctrine of the generally
progressive rate structure of the federal income tax system, and in so doing,
has compared equity with the ability-to-pay doctrine.

5
Definitions

The following terms are defined to aid the reader in the interpreta
tion of this study. Several of these terms are quite common in the accounting
and tax professions, but there are slightly different interpretations of the terms.
The definitions are presented hereto provide all readers with a common con
cept of each term as used in this study.

Inequity
Characteristics of a tax which make taxpayers with similar income
pay different amounts of taxes and/or those with dissimilar income pay amounts
of taxes unequal or disproportionate to their different abilities to pay.
In order to understand inequities, there should be a clear and compre
hensive understanding of equity. Adam Smith's Wealth of Nations cites some
famous canons of taxation which seem to have been borrowed from Turgot
(Smith 1937). Smith states that the following four canons are characteristics
that must be in evidence for the development of an equitable tax system;
1. Taxation must be equal.
2. Taxation should be certain, not capricious.
3. Taxation should be taken at a time when it is more convenient for
the taxpayer.
4. Taxation should be collected as easily as possible.

G

When taxes are equal, they are considered equitable, and equitableness implies the ability of the taxpayer to pay his fair share.

The uncertainty

of taxes to some taxpayers when taxes are certain to others, or the difficulty of
collection, or collection at inconvenient times, or the excessive cost of collec
ting revenue are inequitable characteristics.
The Treasury Department Tax Reform Studies and Proposals of 19G9
presented to the Committee on Ways and Means of the U. S. House of Repre
sentatives and the Committee on Finance of the U.S. Senate of the 91st Congress,
1st Session, February 5, 19G9, indicate that inequities in the federal income
tax structure and the need for reform depend on four goals:
1. Ability-to-pay concept
2. Vertical and horizontal equity
3. Tax simplicity, or that the tax should not be complicated
4. Neutrality

Walter Blum (1959), Stanley Surrey (1959), and several other con
tributors to the Tax Revision Compendium of 1959 and Joseph Pechman's
"Comprehensive Income Taxation" in 1967 advocate that equity depends on
taxation levied on the ability of taxpayers to contribute.
A summary of the definition of inequities as used in this study is
that inequity is the characteristic which constitutes the failure of the tax
system to levy taxes according to the taxpayer's ability to pay. If taxpayers

with similar income levels do not pay equal amounts of taxes, or those in dis
similar income levels do not pay proportionate amounts of taxes in accordance
with their abilities to pay, it can be said that inequity exists.

The theories of

neutrality will not be discussed because these deal with social and fiscal pat
terns and policies which are outside the scope of this research.

Ability-to-Pay Doctrine
This concept is based in part on the marginal utility theory of
income: the more the income increases, the less an additional dollar is impor
tant. The doctrine also emphasizes the differences between individuals and
their capacities to support governments. A dollar paid as a tax by individuals
in the high-income bracket involves less of a sacrifice than a similar tax pay
ment by individuals in the low-income group. The ability-to-pay doctrine is a
significant concept in the development of this study.

Vertical Inequity
Taxpayers in different income levels do not pay a different amount of
tax in a proportionate relationship with the differences in income earnings and
in accordance with their ability to pay.

Horizontal Inequity
Taxpayers in the same level of income do not pay the same amount
of income taxes.
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Neutrality
The characteristic or objective of a tax system which prevents the
enactment of any special provision which will enable a taxpayer to utilize the
tax savings resulting therefrom as a device to influence the outcome of some
economic decision by misallocating that tax savings investment resource.

Income
The increase in assets to a particular taxpayer over a specific
period of time. There are many definitions of income; however, the writer
will attempt to restrict the meaning of income to the general income concept
stated above, otherwise known as the accretion concept of income (Musgrave
1959). This concept measure was first developed in Germany and later intro
duced into this country by Richard Iiaig in The Federal Income Tax (Ilaig 1921).
Later, Ilenry Simons' Personal Income Taxation (Simons 1938) defined income
as the algebraic sum of: (1) the market value of rights exercised in consump
tion, and (2) the change in the value of the store of property rights between the
beginning and the end of the period in question. These definitions became
interchangeable and eventually became known as the Iiaig-Simon definition of
income.
Income for tax purposes is based on three dimensions. The first is
the income itself, the second is the taxable unit, and the third is the period of
time. All of these dimensions are in keeping with the accretion concept of

9

income. Income must be a general concept and must serve as an analytical
tool on which applicability can rest.
The Sixteenth Amendment authorized the enactment of the federal
income structure which levied taxes on "income from whatever source
derived . . . ." Although "income" was not defined, the legislative debates
indicated that the term referred to inflow of net wealth to the taxpayer during
a specific period of time. This concept of income, therefore, is the one which
the legislators apparently had considered when the law was defined. More
over, it is the concept in the minds of most taxpayers when equity is discussed,
and it is also in keeping" with an effective basis of analysis.

Tax Avoidance
A procedure with elusive quality used or selected by a taxpayer to
eliminate or reduce a tax by implementing a transaction in such a way as to
avoid recognition of income by delaying, deferring, or postponing the income,
or by increasing deductions or exclusions. The courts have used the measure
of reasonableness in determining the existence of tax avoidance.

Tax Evasion
A procedure by which a taxpayer, through illegal and fraudulent
means, reduces and eliminates the correct and proper taxes to be levied.

10

Gimmick
A kind of tax avoidance through which a taxpayer without regard to
any business or commercial reason, enters into a transaction for the sole
purpose of deriving tax benefits.

Capital Assets
"Property held by the taxpayer for profit or investment and held for
more than two years," but does not include "property held for use or consump
tion of the taxpayer or his family, or stock in trade or property that would be
included in the inventory of the taxpayer" (Seidman 1938).

Short-term Capital Gain
Gain from sale or exchange of capital assets held for not more than
six months.

Short-term Capital Loss
Loss from sale or exchange of capital assets held for not more than
six months.

Long-term Capital Gain
Gain from sale or exchange of capital assets held for more than six
months.

Long-term Capital Loss
Loss from sale or exchange of capital assets held for more than six
months.

Recaptui-e Rule
A procedure identified in the Internal Revenue Code, Section 1250,
states that Section 1250 property, both real and personal, held for one year or
less will require that the full amount of depreciation be treated as additional
depreciation. It disallows the depreciation deduction from income and treats
the amount as ordinary income for tax purposes. Property held for longer
than 20 months will have all excess depreciation attributable to the period on or
after January 1, 1964, charged as an applicable percentage to capital gains.
The applicable percentage is one percent of the excess depreciation for each
month after the 20th month. At this rate, the full amount of excess deprecia
tion will be applied to capital gains rather than ordinary income after 120
months.

Asset Depreciation Range System
A procedure through which depreciable property is adopted into a
so-called class life system and which allows taxpayers to vary the period of
time over which such property can be depreciated. It provides for a variation
of up to 20 pei'cent from the guideline lives of 1962.

Guideline Lives
A 19G2 depreciation policy adopted by the Treasury Department to
aid taxpayers with the development of an investment and replacement procedure
by permitting lower than average replacement periods for the taxpayers, and
in so doing, avoid any penalty for the shorter life span utilized. The plan gave
taxpayers the right to a shorter life span for depreciation, providing it could be
proved that the shorter life span was consistent with the investment practices.
The procedure used the reserve ratio test as a measure to determine if there
were unrestricted uses of unrealistically short depreciation life span. This
sentinel denied the taxpayer the right to such unrestricted use.
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Limitations
The main purpose of this analysis is the evaluation of equity in the
federal income tax system. The study is limited to an analysis and examina
tion of inequities in the federal income tax laws as included in three major pro
visions: state and municipal bond market options, capital gains and losses, and
real estate investment programs. The results cannot be generalized to include
any other incentives or provisions of the tax. Since many conditions of these
forms of incentives are alike, neither all the universally possible situations
nor a random sample of these situations can be selected.

Instead, emphasis is

purposefully placed on the quality of the conditions examined in each incentive
rather than on the mere number of situations. This use of a judgment sample
of both incentives or provisions and conditions within the incentives gives
assurance that the examinations possess the defined characteristics of the
desired analysis. This analysis is made from the 1954 Internal Revenue Code,
as amended.
The corporate taxpayers will be used in isolated references and will
be presented only to the extent of the specific illustrations. The criterion for
measuring the system will be the monetary measure of equity, and no attempt
will be made to consider the social aspect of taxation, nor will the use of tax
as a fiscal tool, a punitive device, or any other policy device be considered.
Although some incentives have been developed as a result of social
and fiscal policies and needs, no analysis will be made of these fiscal policies.

14

This project expects to develop inequity only to the extent that it considers the
doctrine of ability to pay as related in the definitions. Further, although there
are several definitions of income, this research will be limited to the IlaigSimon definition as stated in an earlier section of this chapter.

Hypothesis
The theoretical framework of this study is an attempt to determine

some of the inequities in the existing federal income tax structure and to
demonstrate that basic imbalances in the tax system can be reduced by the
adoption of an effective tax reform that will alleviate or lessen the impact of
some inequities. If the study of this problem can provide some insight toward
minimizing the effectiveness of inequities or the economic imbalances in the
tax structure, it would seem sufficient to justify this research effort.
The general hypothesis of this study is that there are many inequities
in the federal income tax laws in which only state and municipal obligations,
capital gains and losses and some real estate will be considered. If this study
substantiates the hypothesis, a model will be developed in an attempt to alle
viate some of the inequities.
The following hypotheses will be tested:
1. There are inequities in the federal income tax system.
2. There are significant relationships between inequities and incentives
in the federal income tax system.
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3. Legislation created to lessen or alleviate inequities often creates
new inequities.

Methods of Study

Research Design and Procedure
A study of tax reform could have been approached from several dif
ferent points of view. The approach taken was to delineate incentives and
inequities, to define and develop the economic and legislative patterns of the
ability-to-pay doctrine, and to analyze some of the provisions by a new model
as a device to reform the existing federal income tax structure. Again, this is
limited to the three provisions stated earlier in this chapter.
An extensive review of the literature on taxation in general and the
federal income tax system in particular was made. The review of the litera
ture will include the economic history of taxation, the legislative history of the
federal income tax system, the Revenue Acts, and the Codes of the Internal
Revenue Service with their amendments and regulations. In addition, reviews
will be made of court decisions, reports of the U.S. House of Representatives
Ways and Means Committee, the U.S. Senate Finance Committee and the Joint
Conference of both the U. S. House of Representatives and the U. S. Senate,
administrative laws, legal documents, and magazines and periodicals dealing
with the subject.
A specific review of literature of designated provisions is made to
identify the impact and effect of existing inequities. A reform device is

presented to illustrate a method of write-off tax preferences so that after a
period of time, the tax liability will be levied on net income without the prefer
ences in accordance with the existing progressive structure of the federal
income tax. An evaluation is made of the cost benefit analysis on a qualitative
principle of the provisions tested to determine their effectiveness, equitableness, and feasibility in the federal income tax system.

This evaluation is

developed through some interviews and correspondences with persons actively
involved with tax reforms.
The correspondences and interviews were directed, designed, and
carried out with tax lawyers, tax accountants in public practice, college
teachers of taxation, tax economists, Internal Revenue administrators, and
others involved with tax reform or with the federal income tax system. Insofar
as is possible, it was a nonparametric and a qualitative, rather than a quanti
tative, survey on the impact of my proposals for tax reform. The persons
selected were those who had participated in public hearings or panel discus
sions on the proposals, or topics on tax reform before the Ways and Means
Committee of the U.S. House of Representatives. Some of these participants
have been presented before the aforestated committee for at least 15 years.
Other experts contacted are resident professors in the colleges and universi
ties in the Greater Chicago area and some other institutions with which I am
familiar. A final group consisted of individuals associated with institutes or
who had published extensively on tax reforms in the recent past.

The basic points presented in both the correspondences and inter
views were assembled into three major proposals, and eacli of these developed
into criteria for more detailed questioning. The first proposal is municipal
and state obligations and the development of an alternative plan for a more
equitable tax system. The second is taxation of unrealized income on capital
gains and losses annually and at the time of death, and the third is a review of
some of the major aspects of tax piuvileges and benefits for real estate invest
ment programs.
The major themes and the questions related thereto were tested
among my peers at Governors State University. Errors and ambiguities were
noted and eliminated before they were finally drafted for the letters and inter
views. After the return of some letters and the interviews, the surveyed pro
posals were completed and edited to insure that the answers correlated.

Chapter Organization
The body of this study is developed in twelve chapters. The first
chapter is the introduction to the study, which includes statement of the prob
lem, the purpose of the study, the assumptions, definitions, limitations, the
hypotheses, and the research techniques.
Chapter 2 presents an extensive review of recent literature on
federal income tax reform in general and of literature on the changes affecting
capital gain and loss provisions and real estate investment programs.
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The historical review of the inequities of/in the economic history of
taxation is presented in Chapter 3.
Chapter 4 includes the review of the development of the federal
income tax structure and the various inequities resulting therefrom. This
chapter provides the basis for the development of a design to be used in a sub
sequent measure and evaluation of inequities in the tax system.
A comprehensive discussion of inequities in the federal income tax
system is developed in Chapter 5.
The ability-to-pay concept will be applied in Chapter G to existing
pi'actices among taxpayers in various classes or income levels in order to
demonstrate inequities inherent therein.
Chapter 7 develops the relationship between incentives and inequities
in the tax system. It shows how incentives begin with an equitable effect, but
as time passes, or when incentives lose their economic effect, such incentives
develop inequitable characteristics.
The effect of new legislation to remove inequities is developed in
Chapter 8. This chapter shows the major purposes of Congress and the
Treasury Department for new legislation.

New inequities develop from the

selected application of these new provisions.
A reform device of a gradual write-off procedure is developed and
demonstrated in Chapter 9. This chapter illustrates the economic effect of
provisions of the Internal Revenue Code affected and the impact is based on the
net accretion concept of income and the ability-to-pay doctrine.

The next three chapters give an assessment of the reform device on
three proposals stated earlier and a check to see if they can be accepted or
rejected insofar as equitableness is concerned. Chapter 10 presents an apprai
sal of the alternative municipal bond option, Chapter 11 examines capital gains
and losses on an annual incremental basis and at time of death. Chapter 12
evaluates the real estate investment programs.
The final chapter presents the Summary and Conclusions and suggests
recommendations for future research.

Summary
The problem is introduced, indicating that inequities exist in the
structure and that an effective federal income tax system must provide reforms
to lessen these inequities. The statement of the problem and purposes of the
studies direct attention to the existence of inequities and need for changes.
The study is delineated to show what conditions are assumed, what limitations
will be exercised, and terms are defined in order to alleviate ambiguity. The
theoretical framework is developed in the hypothesis and the procedure for the
study is outlined. It concludes with a profile of the chapters.

CHAPTER 2

SURVEY OF RECENT LITERATURE
ON PROPOSED REFORMS ON INCOME TAX

A comprehensive review of recent literature on tax reforms was
made. Literature dealing with specific provisions on the Internal Revenue Code
was also reviewed.

Particular attention was given to literature covering

the economic impact of the comprehensive tax reforms, the weaknesses of real
estate investment programs, and the need for changes in capital gains provisions.
The primary purpose of an effective tax system is to provide revenue
with equitable and fair standards for all taxpayers. In a democratic society
with a progressive tax system, changes are always necessary in order to
respond to changing conditions in an equitable manner. The need for reform
has been stressed by several presidential administrations: the Kennedy
(U.S. President 1963), Johnson (U.S. President 1967), and the Nixon
administrations (U.S. President 1969). Furthermore, tax reforms have been
advocated by the Treasury Department, such as the Tax Revision Compendium,
1959, General Tax Reform, 1973. In addition, tax reforms have been recom
mended by several professional organizations, such as the American Institute
of Certified Public Accountants (1969), the American Bar Association (1963),
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and individuals such as Surrey (1969, 1972), Pechman (19G9, 1973), Cary
(1960), Blum (1959), and Ture (1969).

History of Reform Literature
The history of taxation reveals that every tax system has had need
for reform, and tax reforms have been advocated ever since the existing
federal income tax system was enacted. This study is, however, restricted
to the reform literature over the last 25 years, although the most recent
literature in the field will be examined and reviewed.

Early Reformers
Paul's studies on "Erosion of the Tax Base and Rate Structure"
(1956) shows that the base of the individual income tax had become eroded. He
concludes that the basic structure of the income tax had remained unchanged
over a long period of time. Paul also states that traditional exclusions and
deductions are considered as "inviolable" and revisions tend to broaden rather
than narrow concessions to special taxpayer groups. Taxpayers are encour
aged to seek new methods of obtaining concessions and avoid the impact of the
rates. In addition, pressure groups develop and obtain new legislation for
their principals or members.
Regardless of the fairness of a concession, some taxpayers accrue
unintended benefits, while others will look for new concessions to achieve a
new balance. This consistent pattern of granting concessions tends to generate

an apparently haphazard tax structure which will require changes before it can
be defended as an equitable system. Ileller (1959), Blum (1959), and Surrey
(1959), share a similar point of view and expressed this feeling frequently in
the middle and late 1950s. This attitude is particularly noticeable in the Tax
Revision Compendium Studies held by Congress in 1959.
In the early 1950s, there was an increasing amount of literature
dealing with tax i*eform. Many of the objectives of the writers of this period
differed widely in both form and substance from each other. One movement
advocated the abolishment of progressive tax rates (Andrews 1950), while
another group called for an establishment of a 25 percent maximum rate
(Griswold 1952).
In contrast to these approaches, a body of literature expressed dis
satisfaction with an income tax system that apparently levied high rates on
large income, but provided a large number of incentives, special treatment,
and exceptions, causing the impact of the rates on many taxpayers to be
lessened and/or avoided. Eisenstein (1961) and the Section of Taxation and the
Board of Governors of the American Bar Association (1963) have been con
cerned with the development of the feasibility of rate reduction through the
broadening of the tax base and providing a more equitable distribution of the
tax burden.
The broadening of the tax base was assumed to be an equitable
device. However, equity is not a simple concept because a case can be

developed for any form of special treatment or privilege within the tax system.
Yet, equity and the problems of application of the concept of equity are gener
ally understood, or, at least, in keeping with the definition developed in an
earlier chapter.
In 1969, Congress enacted the Tax Reform Act. Although it was
modified before enactment, the original draft proposed to Congress was
acclaimed by the Treasury as the most effective piece of legislation in the
federal income tax system to date. Several legislators, including House
Speaker McCormick, considered the law the greatest tax reform measure ever
enacted.
The tax reform proposals passed by the last two Congresses have
been minimal. The 19(59 Tax Reform Act was but a weak effort in the move
ment of reformation, despite the fact that it has been hailed by many legislators
as a landmark in reform. It is considered weak in the fact that several of the
major proposals of the Treasury Department Tax Reform Studies and Proposals
of 1969 were not accepted or were made less effective by modification and
changes. The Revenue Act of 1971 has affected only a small part of the total
tax structure. The 1973 Congress directed the House Ways and Means Com
mittee to start hearings on tax reforms—but after only several days, and after
hearings on several studies on capital gains and losses, treatment of real
estate minimum tax and tax shelter devices, the committee directed its atten
tion toward matters other than the income tax.
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"The lull of public pressure for tax reform, since the Tax Reform
Act of 1969 will soon be over, and the strong demands of the public before the
1969 Tax Reform Act will be resumed." This is the premise developed by
Ruskay and Osserman in Halfway to Tax Reform (1971). This study theorizes
that this lull is merely "the eye of the hurricane of the taxpayer's revolt."

Accepted Standards of Taxation
The criteria for changes within the income tax system and the list of
provisions requiring changes are based upon the researcher's interpretation of
accepted standards of taxation and value judgments on matters of equity. Some
standards found to be generally acceptable in the literature on reform are:
1. The tax structure should not interfere with the efficient functioning
of the economic system or the growth of the economy. This indi
cates that the system should not distort the selection of methods of
business operations and activities and that taxpayers will select the
most efficient methods of business operations without the influence
of tax benefits. Rates of capital formation should not be directly
influenced by the tax system. Investment, work, and leisure should
not be altered by, or selected because of, tax influences, except as
matters of deliberate social policy (Due 1959).
2. The tax system should meet generally accepted standards of equity.
This implies that the burden of taxes should be distributed in
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relationship to the capacity or the ability of the taxpayer as mea
sured by income, wealth increase, and the ability to pay at particu
lar income levels (Musgrave 1959).
3. The cost of administration should be reasonable and minimal.
4. The revenue should be sufficient to warrant having the provision in
the structure (Smith 1937).

The Comprehensive Base
In an effort to prevent the use of inequitable tax benefits, or stated
differently, to close all inequitable tax privileges in the tax system, several
advocates of reform have developed a comprehensive tax base as the "modus
operandi" of determining tax reform. Musgrave (1967) and Pechman (1967)
attempted to develop a method of reform based on the Haig-Simon definition of
income. They recognized that many non-cash benefits would be included in
income. Pechman argues that this accretion concept defined income but did
not determine the time interval of the proper unit of taxation or the personal
deductions that might be allowed for tax purposes. Such consideration made
and included in the Haig-Simon definition would allow the concept to be a useful
basis for tax reform.

Pechman (1967) feels that the Canadian Royal Commis

sion on Taxation developed the Income Tax Reform on the basis of the Compre
hensive Income Taxation and, at the same time, departed from the "nopreference" approach. The Comprehensive system does not have to adopt the
"no-preference" method of reform.
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Bittker (1967) argues on the other hand that the Comprehensive Tax
Base determined on the Haig-Simon definition of income would not be an effec
tive weapon for tax reform. lie further states that it provided no help to the
problems dealing with special treatments and preferences. A "no-preference"
approach would lead to such sweeping changes that it would be unacceptable,
particularly to the advocates of the comprehensive tax base.

This comprehen

sive or no-pi , eference system lends no assistance in determining the merits of
suggested preferences or exceptions.

The general public would not permit

Congress to develop such a program.
Other critics of the no-preference method of reform feel that many
problems would arise in connection with this comprehensive base. One major
problem is that this method would be as complicated as the existing income
tax system.
Furthermore, the accretion concept cannot be implemented in every
respect, yet every section that can be advocated should be implemented. The
accretion concept of income cannot implement all preferences because of the
possible administrative difficulties, yet the next best answer designated to
approximate the proper concept will be much more preferable to "ad hoc"
determinations. Eventually, there must be a central concept which must have
equitable considerations. The equitableness of the tax structure must cover
general objectives of the policy. Although these policy objectives have no abso
lute prohibitions against equitableness, there must be a balance of the cost of
loss with gains, or the cost benefit analysis.
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The Canadian Tax Reform Movement began in 19G2. A Report of the
Royal Commission on Taxation (Carter Report) was put forward in 1967. In
1969 a White Paper was presented by the Canadian government. This was
generally less sweeping than the Carter Report of 1967. The Special Commit
tee of the Canadian Parliament appointed to consider the proposals allowed the
taxpaying public to suggest criticisms and changes. The revised proposals
were presented to Parliament in 1971. These measures were enacted and
became law in 1972.

It should be noted that these measures were modifications

on the comprehensive tax bases reform which began a decade earlier. The
Canadian tax reforms have some special treatment, preferences, and privi
leges; however, they are not as numerous as those in the United States tax
structure. Surveys, including the U.S. Treasury's Tax Reform Studies and
Proposals of 1969 show that individuals with large income use a larger number
of tax preference provisions and that many pay a lower rate of taxes than
persons in much lower income brackets.

Incentives in the Literature
Despite the numerous preferences and exclusions taken by taxpayers,
Stanley Surrey (1970) agrees that many incentives are generally inequitable and
ineffective as a method of achieving government policies. Additionally, he
adds that sound characteristics of tax reform would be served by replacing tax
incentives with direct expenditure programs if government assistance is needed.
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State and Municipal Bonds
The taxable treatment of tax-exempt state and municipal bonds has
long been a major problem of tax reform. For several years after the enact
ment of the existing federal income tax laws, the impact of intergovernmental
immunization was the major theme. However, the test of constitutional
immunity from federal taxation began to be further and further apart, particu
larly after the Brush case in 1937 and the Gerhaldt case in 1938. By 1942,
there were no additional evidences of condemnation of taxes in the sole basis
of constitutional immunity.
In 19G9, the U.S. House of Representatives approved a bill to levy
taxation on the income from state and municipal bonds.

Nevertheless, an

intensive campaign by several lobby groups led to a rejection of this section of
the bill by the Senate Finance Committee. A very thorough research against
the proposal to tax state and municipal bonds was developed and presented to
the Senate Finance Committee by the Investment Banker's Association at the
public hearings in 1969. It cited the following reasons why Congress should
not attempt to get tax from a few tax avoiders:
1. Taxes would result in a drastic increase in the future cost of local
government financing.
2. The cost would incur higher local taxes.
3. Higher interest would have to be paid by the local government.
4. Cost benefit analysis would reveal that gains would be less than the
cost.

5. Taxation on municipal bond obligations would deter investors to
other forms of investments.
6. Taxation on local and municipal obligations would adversely affect
the home mortgage market.

Another research cited some of the reasons presented by the Invest
ment Banker's Association plus the additional ones listed below:
1. That taxation would be a challenge to the doctrine of reciprocal
immunity which has been sustained by the U. S. Supreme Court since
1819.
2. That the levy on state and municipal obligations would create diffi
culty in speculating on the impact of the current tax exempt legisla
tion on the market conditions.
3. That the provision would result in litigation which could expand over
a period of between six months to beyond two years, during which
time there would be a destruction of the municipal bond markets.

Provisions for Handling Capital Gains
Much has been written about the equitableness of capital gains and
ordinary income, their differences, and the need of the economy to maintain
and develop capital investment. Several other studies have been made on the
inequitableness of capital gain taxes when compared to taxes on ordinary income,,
or to capital gain that escapes through transfer of property at death.

From 1942, the Treasury Department has urged the changing of the
laws allowing beneficiaries of estate to maintain the appreciated value at the
time of death as the basis of the property. Since that time, two schools of
thought have developed on the handling of the appreciated value of the property
at time of death. The first school of thought on the provision is that all the
appreciation of capital assets held until death should be subjected to a capital
gains tax. The second school of thought is that the estate should maintain the
asset basis of the deceased, and a tax levied only after sale by the beneficiary.
At that time, the appreciated capital assets would be taxed as capital gains.
This is called the carry-over basis (Smith 1965).
The Treasury Department Tax Reform Studies and Proposals of 19G9
included a section on the tcixation of unrealized appreciation at the time of death.
After the proposals failed, the House Ways and Means Committee tabled the
issue, and these proposals have not been present in the two Tax Reform
Hearings in 1973 and 1974. The American Banker's Association also proposed
a tax on appreciation at time of death. The ABA proposal was to levy a flat
tax on the net appreciation of capital asset at time of death. This was called
the Additional Estate Tax (Covey 1972).
The House Ways and Means Committee held panel discussions on
general tax reform. One of the panels dealt with the topic "Capital Gains and
Losses" on February 6, 1973 (General Tax Reform 1973). At that session, five
research studies and proposals were presented. The two presentations selec
ted gave the most diverging views on the issue. One panelist was in practice

and the other an academician, and for this reason was considered most appro
priate. In addition, the selection was a random sampling of the five panelists.
Sanden's study (1973) recommends the following:
1. Continue to distinguish long-term capital gains from ordinary income.
2. Continue to tax only realized gains.
3. Adopt a sliding scale for the inclusion of realized gains in taxable
income.
4. Eliminate higher taxes on capital gains caused by the tax preference
subject to maximum taxes.
5. Allow amortization of "good will" and other intangibles, the sale of
which has been taxed as capital gains.
6. Provide that gains as well as losses on personal residences be
exempt.
7. Allow for unlimited capital loss carry-over.

Professor Brazer (1973) recommends the following essentials:
1. Capital gains be included as taxable income in full with all income
gained.
2. Maintain average capital gains over the-holding period up to ten
years.
3. Liberalize limit on losses.
4. Reduce maximum rates on all income to 50 percent.
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5. Have special incentives to encourage risk-bearing, savings, and
investment.

The arguments offered in support of favorable tax treatment for capi
tal gains, as measured by the accretion concept of income, led inexorably to
the conclusion that very strong measures of reform are necessary. Revision
of capital gains and losses has been in almost every proposal for reform pre
sented to Congress. It seems that the major problem is the apparent complexi
ties arising between the terms "capital gains" and "ordinary income. " These
complexities are in the code dealing with definitional matters, or in the courts,
dealing with judiciary implications of the law, or in Congress dealing within
the area of legislation.

Real Estate Investment Programs
The Tax Reform Act of 1969 restricted some of the major tax avoid
ance privileges enjoyed by investors in real estate. Although the Tax Reform
Studies and Proposals of 1969 was not fully accepted, it was a first step in that
Congress made an effort to thwart the attractive schemes of real estate
investment.
There are two major types of studies which have been developed dis
cussing the privilege of the real estate tax shelters. The first investigation
shows how the elimination of the privilege can help to prevent further abuses

in taxation. The second investigation shows how these incentives for real
estate are necessary in order to help meet the housing needs oi' the country.
In the past five years, studies have been made on the economic effect of over
building as a result of these special treatments.

Evaluation of the Reform Movements
The various reform movements are effective and beneficial, since
these movements establish a relationship between the existing system and the
need for change. In addition, these movements provide a basis for evaluating
the privileges and incentives within the tax system.
A need exists for additional research in which the existing tax system
is evaluated in terms of the economic effect of the inequities of special provi
sions in the system.

Indications of such needs are made by Surrey (19G9).

Summary
The remainder of this study is devoted to the development of the
major hypothesis of the study, the application of the ability-to-pay concept of
taxing income, the reform device lessening the impact of inequities, and the
weaknesses of special provisions of the tax system. The intention of the review
of literature is to set the stage for a better understanding of the problems of
inequities and the necessary devices needed to alleviate some of the inherent
deficiencies evident in inequities and to test the quality of the recommended
proposal as an effective tax reform device.

CHAPTER 3

INEQUITIES IN TAXATION THROUGHOUT HISTORY

Although inequities in the federal income tax system were not a
major factor prior to the 1920s, inequities in the tax systems have existed
throughout history. Attention must be given to the early empires and civiliza
tions to appreciate some of the catastrophic proportions that inequities in taxa
tion can develop and the effect these characteristics have had on destroying
empires. Of particular interest was the impact on the tax systems of Egypt,
Mesopotamia, Babylon, Greece, Rome, Byzantine, and other areas throughout
Europe and England.

Early Civilization
Every society has had some form of taxation. In most societies, tax
inequities have existed. The concentration of people in central locations, the
development of human aesthetic achievements, and the need for protection and
service led to the establishment of governments (Polanyi and Arnesberg 1957).
These early governments acquired capital and wealth through taxation, and, in
instances during the early civilizations, the rulers exploited and oppressed
their people, particularly the poor and the foreign captives, through these
levies. Usually, the wealthy paid only what was needed to avoid oppression.
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Furthermore, military persons, officials of bureaucratic governments, mem
bers of the royal and ruling families, prists, and clergy paid little or no taxes.

Egyptian Civilization
The Pharoahs of Egypt were considered to be divine. Demanding
special rights, privileges, and prerogatives, they acquired rights to all goods
and services of their subjects, requiring revenue and offerings, placing levies
on all captives, and developing a virtual monopoly over commerce and manu
facturing in their country and the foreign countries under their rule.
This form of control gave Egypt a great degree of physical and
economic stability for a while, and the wealth of the country became the per
sonal wealth of the rulers. As more and more state wealth was needed, more
taxes were levied; and at times, hardships and exploitations existed. The
poor, the laborers, and even some craftsmen with little earnings had to pay
high taxes.

This led to hardship and injustice. The heavy tax burden on the

poor, the failure of free men to earn sufficient wages, as well as the ineffec
tive utilization of sources of funds for production and economic growth, were
forms of administrative inequities and economic hardships considered to be
pai'tially responsible for the fall of the Old Kingdom (Johnson 1951). A few
centuries later, the Mesopotamian civilization suffered a very similar fate
(Ileichelheim 1958).

Babylonian Empire
The Babylonians, unlike the Mesopotamians and Egyptians, used
taxes to develop the economy, codil'y the laws, and extend industrial production
in the royal, lordly, and temple households. Levies were collected and based
on the legal concept that the king owned everything. Each transaction to
acquire wealth had to be bought by a tax. The empire developed an extensive
register of titles. However, these titles, representing choices to the privileged
persons and temples, were sold occasionally. Eventually, exemptions grew to
the extent that only the poor and the underprivileged were taxed (Ileichelheim
1958). In addition, the state received great wealth from tributes collected from
people subdued in war. Port dues on ferry services, custom duties at gates of
towns, and purchase taxes for market transactions were levied to increase the
state's wealth and to protect the home industry against foreign competition;
however, since many merchants stayed outside the city areas to sell their
merchandise, they avoided taxation and the benefits. Port dues which were
set up to serve as a tax device to protect the home industry were not collected
in the amounts anticipated because few merchants entered the cities.
Another levy that served as a hardship on the poor was the levy
requiring every citizen either to work for the king a certain number of days
or to pay a tribute. Whenever the king did not have enough capital to pay
laborers, it became the duty of all, particularly the poor, to work without
pay (Heichelheim 1958).
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Although most of the regular and permanent taxes and services were
not very oppressive for the plebians, the irregular taxes and forced services
could not always be predicted and were, therefore, oppressive. They created
oppressive hardships and were often disproportionately levied between groups
of people, thus leading to internal disorder. The death ol' Hammurabi, the
great ruler, followed by a succession of less intellectual kings, resulted in
more irregular taxes and a greater demand for services from the plebians
(Polanyi and Arnesberg 1957). Internal strife increased, and eventually, the
weakness of the economy and the oppression of the rulers contributed to the
fall of civilization before foreign invaders.

Greek Civilization and Culture
The Greeks attained the highest level of civilization to that time in
history. Taxes levied were the customs and excise taxes that are familiar
today. In addition, there was a poll tax on foreigners and slaves. The empire
was decentralized; each city, state, and/or island, or set of islands, was
almost autonomous.
Dues rather than taxes in classical Greece were imposed directly on
citizens. Seldom were these taxes moderate. Many of the impositions were
exorbitant, unexpected, and irregular so that no plans could be made to meet
them (Cave and Coulson 19G5). These irregular duties were quite often
designed to destroy the existence of special unfortunate taxpayers and incite

them to evasion. Evasion could be accomplished through bribery of the tax
collectors or other forms of deception (Polanyi and Arnesberg 1957). Although
some rulers were not bad, very few tyrants of Greece were satisfied with regu
lar and irregular taxes. They increased their wealth by confiscation, extor
tion, and even financial trickery. Regular head taxes were levied in addition
to regular agricultural taxes on domestic animals. Taxes rendered rulers un
popular with the people, and their dynasties were short lived. The short lived
rule of tyrants, the excessive cost of administration, the heavy taxes, and the
strong democratic tendencies of Greek city-state culture all contributed to the
development of a new form of monarchial government in the later Hellenistic
Age. This new government succeeded partially because of the more equitable
structure of taxation.

The Roman Empire
In the meantime, Rome was developing its internal economic life by
infusion of the earlier cultures. Rome developed enormous trade routes, road
ways, waterways, and ports, and demanded tributes from conquered regions to
meet the debts of war. These tributes included tax on grain, royalties on
wines, custom duties, excise on land sold or rented, and seizure of precious
metals from treasures and temples. In addition, booty was taken at random
by the military, and favorite Roman citizens realized income in property they
confiscated from foreign territories (Tenney 1927).
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Written records reveal that the state took full advantage, as far as
opportunity permitted, of increasing its own general wealth. Roman taxation
included every known form of tax inequity. Horizontal inequities existed bet
ween non-military, military, and official personnel; vertical inequities were
widespread between the among land and estate owners, merchants, and the
plebians. The inequitable pressures through exploitation and oppression
revealed in several countries

:: V'3 "cmar, Empire during the Second

Centui-y, B.C. were the results of excessive taxation (Heichelheim andYeo 19G2).
Tributes wars collected by tax farmers who were private individuals
who bid for the right to collect taxes. Rights were granted to the highest bid
ders. The practice developed internally and expanded to foreign territories
with each conquest.

Tax farmers conducted their affairs without honesty, pity,

or scruples, and amassed large amounts of money. In addition, several
governors of the provinces used tax collectors who practiced the same patterns
of tax collections as the tax farmers (Polanyi and Arnesberg 1957).
Tribute collectors and tax farmers were the two chief ways through
which Rome developed many institutions for facilitating capital accumulation
and investments. These tax farmers, sometimes called publicans, were also
money lenders. Many of them used their wealth to further their political ambi
tions. When countries were conquered, several tax farmers would pool their
resources to pay the excessive sUttis'dyittaHded for the right to levy taxes.
Sometimes these pooled groups would offer shares to the investing public in

order to satisfy Rome's monetary demands.

It is stated that this practice is

the forerunner of the joint stock company (Ileichelheim and Yeo 1962).
Among the greatest weaknesses of the Roman civilization were the
inequities in taxation, the behavior of the tax farmers and the tribute collectors,
and the lack of harmonious human relations. Some of these weaknesses might
be summarized as follows:
1. Small landowners were often pushed off their lands by large
property owners, or were required to pay a tribute to remain on the
property (Johnson 1951).
2. The wealth of some foreign countries was plundered, leaving
destitution (Tenney 1927).
3. Former free citizens of foreign countries were made slaves.
4. The poor Romans or plebians were exploited by excessive taxation
by the wealthy with the almost complete approval of the government.
5. Tax farmers, knights, and rich tradespeople were jealous of the
noble class because the former had no status, while the latter did.
6. Senators and others with political power were not rich but were
excluded from profitable businesses such as tax farming.
7. Military men and high governmental officials with excessive wealth
nourished extravagant ambitions.

Around the Second Century, A.D., Rome did not conquer any new
or wealthy areas. Without booty from newly conquered lands and with

increased government expenses, the state had to rely more exclusively on cur
rent taxation both at home and abroad.

Tax rates increased, tax rolls tightened,

new taxes were instituted, production declined, and eventually the people were
overburdened with taxes. Consequently, tax evasion was prevalent since the
consequences were often less severe than paying the taxes (Heichelheim and
Yeo 1962).
Large landowners with visible assets were more often the hardest
hit of the taxpayers. As a result, it became more economical to cease produc
tion for both domestic and foreign markets and to become only self-sustaining.
Landowners who became tired of the oppression of taxes formed their own
armies, established their own judiciary systems, and declared their indepen
dence. This was the beginning of the downfall of the Roman economic system.
Although Diocletian, in the Sixth Century, attempted to develop a type of con
trolled economy to maintain a strong military force, he had to fix prices,
revise the tax system, regulate the collegia, and supervise the large estates.
The new tax system introduced by the administration of Diocletian
led to very primitive practices by increasing productivity and limiting output
of the population. The exaction techniques were brutal, and in the long run,
developed an unhealthy effect (Clough 1941). Members of the upper class were
expected to make up tax deficits; sometimes many citizens avoided paying
taxes by taking asylum in the church. In addition, the general tax system was
oppressive and burdensome.

Eventually, the controlled economy had to cease,

and the fall was inevitable (Clough 1941).
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Although the Roman tax system fell with the collapse of the empire,
many Roman tax names remained: poll taxes, land and produce taxes, inheri
tance taxes, tolls, and a variety of fees and fines.

Byzantine Empire
The Byzantine Empire grew with the expansion of the Eastern Church.
A review of the taxes of that empire reveals that a monopoly developed and was
maintained by Emperor Justinian. Regulation of prices and trade were, in
fact, types of taxation. There were heavy excise taxes levied on consumption,
tolls on ships, and custom duties on foreign products (Ilcichelheim 1958).
Although there was no competition among members of the guild of
workers and traders, there was a continuous complaint against the severeness
of taxation. The poor citizens of the cities were hard pressed and unable to
meet their basic needs because of high prices. Furthermore, inhuman and
oppressive penalties were handed down by the Emperor's emissaries to those
who failed to pay these taxes. Many writers, including Gregory of Tours,
cited the intolerable conditions of the barbarian Kingdom of Byzantine. While
the church had a strong influence on the empire, many bishops of the church
nevertheless were worldly men who compromised some of the rude barbarian
ideas with the hope of achieving an ultimate goal (Cave and Coulson 1965).
Opposition to a severe royalty tax in one country, Limoges, led to
violence and riot. Several participants were executed. Others were severely
punished, and the levy increased.
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After the death of Justinian, the state treasuries were in severe
financial distress. The rulers had implemented new forms of taxation that
were rather primitive compared with the tax structure of the Graeco-Roman
civilization. The weak financial condition of the country, the attacks by the
Persians, the Turks, and the plundering of the Realms in the Fourth Crusade
contributed to the fall of the Byzantine Empire (Cave and Coulson 1965).

Europe and England
The strong influence of the Church of Rome carried the general form
of Graeco-Roman taxation throughout Europe. It seems apparent that the
European society has always had a tax. Stephen Dowell (1884) states that the
Roman influence and the Church brought with it the collection of tithes and
tributes. During the time of Henry I of England, the city of London was
granted the right and privilege to collect revenue and to pay debts and expenses.
During the reign of King John of England from 1199-121G, there
were at least ten scutages. Scutage was a tax levied by the king on knights
and noblemen who refused to serve in the armies during times of war. The
continuous increase in tax rates on the barons was one of the chief grounds
for complaint. The northern barons who were expected to defend the northern
borders of England began to question their liability to serve or the need to
compensate the king for their failure to serve in his wars. In 1213 the king
called on the barons to join him in an expedition to the continent; however,
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they pleaded exhaustion and denied their liability to serve him. On the king's
return, they refused to pay tribute for their failure to serve (Clough 1941).
In 1215 the Magna Carta did not impose a levy on the barons but
instead allowed such an imposition only by the approval of the common council
of the realm; neither did it consider tallage. Tallage is a levy on tenants of
the royal property requiring contribution toward the discharge of the king's
debts incurred for his table and his host during an expedition or any other nec
essary occasion of unusual expense (Dowell 1884).
In the Saxon period, King Edgar drew up strict provisions for the
collection of a variety of taxes to be paid to the Church. Ethelred the Unready
passed a law decreeing the same allocation of proceeds of tithes as was the
practice on the continent. Although William the Conqueror refused to pay
homage to the Pope, he promised that Peter's Pence should be paid. Peter's
Pence was a levy that had to be paid by all free men to the Church; however,
it was expected that the tax would be on the employers of the lord, or free men,
even if no more than one penny per person. Edward the Confessor legislated
an act on tithes that demanded strict enforcement and severe penalty for fail
ure to pay (Dowell 1884).
During the First Crusade, tithes were levied in several countries
in Europe. A designated sum was levied on all property values, an oath had
to be taken about the value of the property, and anyone found falsely swearing
or committing a fraud would be punished by excommunication.

The Saladin Tithe, levied in many countries to support the Second
Crusade, was named for the purpose of the crusade which was to expel Saladin
from Jerusalem (Clough 1941). It required that every man give one-tenth of
his income from rent and movable goods, this to be collected by each parish;
however, it was difficult to levy on some movable goods, since many Europeans
avoided tax on movables by talcing them out of evidence. Although many mem
bers of the Church faced excommunication, the greatest burden of taxation was
on holders of land and real property. The same situation was in evidence in
the tax on movables adopted several decades later in England by Henry II. The
same inequity existed in that certain citizens avoided the tax on movables by
taking them out of use, circulation, or observation (Cave and Coulson 1965).

Inequities in the English Tax System
Toll was the major form of revenue in England during the early part
of the Middle Ages. This tax, levied for the protection of merchants, was, in
short, a sort of premium for the insurance of merchants. In the Twelfth
Century, tolls were levied in ports at certain rates; however, sometimes
additional tolls were exacted by the officials, thereby making the levy oppres
sive to merchants. The Magna Carta stated that merchants should have safety
and security to enter and leave England without paying an unjust toll.

This

enactment was in force until 1272 when an extra toll was collection on wool and
leather; later, tolls or duties were levied on wine merchants. The exacting
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of tolls was one of the greatest obstacles to the towns, to the relationships
among towns, and to regional trade (Dowell 1884).
During the period of the Stuarts, attempts were made to abolish
many inequitable taxes through enactment of both direct and indirect taxation.
One major factor of this time was that several types of taxes had to be levied
in order to meet the needs of the government. One of these was a house tax
levied on all houses except small cottages (Dowell 1884). Since this tax could
not bring in enough revenue, and since it was disproportionate and unequal, it
was repealed in 17G7. Another type of tax was the property tax which levied
definite sums among counties, divisions, and parishes. Movable goods and
property slipped out of assessment, and this made the pressure of taxation on
land excessive, tending to weaken and create extreme hardships on existing
estates.
Other taxes with inequities were taxes on Jews and taxes on every
share of special joint stock companies such as East India Company, Royal
African, and Hudson Bay Companies. Taxes on these joint stock companies
had the possibility of hampering credit and crediting policies. Eventually,
these levies were abolished.
Land taxes placed a great burden on districts. The Act of 1732 was
set up to assess property for taxation on a basis of the 1692 valuation, which
affected some cities unfairly; political party feelings ran high (Dowell 1884).
The intent of the tax was to include both personal and real property in the tax
base; however, some personal property escaped the grasp of the local

assessor, or was too difficult to assess. As a result, only the taxes on real
property were assessed. Usurers, lawyers, tradesmen, and realtors avoided
paying taxes. Traders in towns were strong advocates against the abolition of
the real property tax act, whereas the landowners and country gentlemen were
advocates for repeal.
Walpole's excise tax on all necessities was felt by proponents to be
the easiest and the most indifferent levy that could be placed on the people
(Dowell 1884). On the other hand, the opponents stated that it was inefficient
and could enslave persons. Some opponents felt that if a foreign country could
have levied such a tax, it would virtually make everyone a slave at the mercy
of the oppressor. A rebellion developed against the tax because of the incon
venience in administration, the difficulties of collection, and other inequities
in the levy. Walpole was forced to lead the vanguard for its repeal.
During this period of time, the Industrial Revolution was developing
in England. Parliament, looking for a new source of taxation, felt that the
prosperous manufacturers should be burdened. Pelham, a disciple of Walpole,
decided to levy a tax on property that nearly crushed the growth of manufac
turing in the country (Dowell 1884).

Taxation on the Colonies in America
It was not until 1760 that a tax was imposed on the Colonies in
America. Some levies were made on plantations, although there were duties
on merchandise at ports that were levied for the regulation of trade. The
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Earl of Greenville suggested that there should be a tightening of the Acts of
Navigation to suppress the illicit commerce in America. The Act was not
passed because some evidences indicated that it would have a negative effect
on trade.
Thoughts of taxation on the Colonies were not new; several years
earlier, Sir William Keith, an ex-deputy governor of Virginia, pointed out to
Walpole the need to tax the American Colonies. Since Walpole had problems
with his own tax projects and their negative effects on the people of England,
he did not pursue the idea.
A new excise tax, the Stamp Act, was levied,- imposing duties on a
variety of subjects, deeds, instruments, law proceedings, and articles of con
sumption. The news of this excise tax was not favorably received in America
since this bill was aimed at the American Colonies. Reactions to the Stamp
Act were expressed in the following ways: Benjamin Franklin had strongly
advocated that there should be no tax levied without representation; Lord
Chesterfield cited similar statements in Parliament; Burke's Observations on
a Late State of the Nation (1769) indicated that conflagration blazed out in a
universal disobedience and open resistance to the Act.

The Colonists, who

were indebted to the British merchants for more than four million pounds,
refused to pay their debts until the Act was repealed. Furthermore, the actual
yield of the levy over the first three years was far below expectation and was
not sufficient to meet the cost of executing the Act.
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The Stamp Act was eventually repealed, but Parliament had not
learned its lesson, for in 176G, this body passed a Declaratory Act which
asserted the right and the authority of Great Britain to make laws and statutes
of sufficient force and validity to bind the Colonies and people of America
(Dowell 1884). The Americans did not believe the Act affected taxation; they
continued to defy the existence of any rights to impose internal taxes on the
Colonies.
An import duty was levied but was soon repealed except for the duty
on tea (Dowell 1884). It was believed that tea could most easily be secured
through England and that a small tax would not be significant enough to warrant
continued resistance (Dowell 1884).
The strong Puritan stock of the Colonists prevailed as was seen in
the attack on the tea ships in Boston Harbor in 1773, commonly known as the
"Boston Tea Party." As a result, England closed the port of Boston and
revoked the charter of Massachusetts. The result was the War of Independence,
leading to the Declaration of Independence and the signing of the Constitution,
both ratified by the twelve states on July 4, 1776 powell 1884).
This new Constitution attempted to avoid the inequities of taxation as
evidenced in England and developed two major types of taxes: a direct tax
levied proportionately per state and an indirect tax by the federal government
Powell 1884). Excise taxes were levied by states on such commodities as
sugar, tobacco, carriages, distilleries, and auction sales. Many citizens

found the excise tax unfavorable as seen by the Whiskey Rebellion in Western
Pennsylvania in 1794. Although Congress showed great propensity to levy
taxes, an unfavorable review of the excise tax led to repeal after the War of
1812. The country relied on custom duties and sale of public lands for its
sources of revenue until the Civil War (Dowell 1884).

Summary
A review of the history of taxation throughout western civilization
shows that the demise of several nations, and in some instances, civilizations,
was a result of or contributed to by oppressions and inequities in the tax
system. The Roman Empire crumbled, and several nations were torn apart
by internal chaos and revolution. One of the causes of the birth of our nation,
the United States of America, was inequitable taxation. The awareness of the
effect of inequitableness and the failure on the part of the citizens to pay their
fair share of taxes form a basis for looking at the federal income tax structure
and the needed reform for equitableness.

CHAPTER 4

CRITICAL ANALYSIS OF THE EARLY
INCOME TAX STRUCTURE IN THE UNITED STATES

The decline of the early civilizations and their subsequent fall
resulted, in many instances, from the catastrophic conditions of inequities in
the tax system.

The young American nation, born as a result of resistance to

oppression from taxation, was nearly one hundred years old when the need for
revenue forced it to legislate the first federal income tax law in 1861. Although
the primary purpose for enacting the first income tax law was the raising of
revenue, issues on equitableness, equity, and fairness were considered and
debated even though they were not of great concern. During this period, many
provisions of the federal income tax system were enacted into law; however,
the laws showed, little regard for some forms of inequities. Even the courts
did not take the principle of equity as the primary goal; their concern was the
constitutionality of the law. However, by the passage of the Sixteenth Amend
ment and subsequent revenue acts, tax rates and tax policies were established.
The purpose of this chapter is to demonstrate that the authors of the
first income tax laws, relying on their knowledge of the Constitution, made
evei'y effort to levy only the basic minimum tax and to minimize the effects of
inequities. Although the first federal tax law was revenue-raising legislation,

52

this review will look at some of the weaknesses and inequities that Congress
directly or indirectly attempted to alleviate. The second income tax law will
be examined to see what characteristics of inequities were responsible for the
courts' declaring the law unconstitutional and inequitable. The existing tax
system will be analyzed to show the growth of the structure and the changes
and adaptations made in order to avoid inequities and to minimize the impact
of unfairness among classes of taxpayers.

The First Income Tax Law
In 1861, the country was in a civil war, and the need for revenue was
great. The law was enacted by Congress as one of the ways of securing funds.
The tax was a levy on the income of both the individual and the corporation.
However, as was stated in Chapter 1, this study will be concerned only with
tax on the individual's income. The first revenue act was a flat rate tax of
3 percent on income in excess of $800.

The Revenue Act of 1862
After approximately six months, the first bill was amended by the
Act of 1862 so that the 1861 tax never became effective. The 1862 income tax
lowered the annual exemptions to $600 rather than the $800 of the first Act.
The objective of the 1862 Act was to gain revenue and at the same time mini
mize the obvious practices of unfairness and inequity. The Act provided a
progressive rate structure of 3 percent up to $10,000 and 5 percent on income
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over $10,000 of all citizens residing in the country. A rate of 5 percent was
levied on all citizens residing abroad.
Several points of issue were debated by the Congressional commit
tees. Among them were the meaning of the terms "gains," "profits," and
"income. " Other issues included the allowance of too many deductions that
would lead to avoidance, evasion, or misrepresentation of income. Deduc
tions were allowed on interest, on expense of loans used to produce income,
or on loans on income-producing property. Other deductions included cost of
merchandise sold or cost of material used in production of goods sold.

The Revenue Act of 1864
Additional need for funds resulted in the increase of the rate from
3 percent to 5 percent on income up to $5, 000, 7| percent to $10, 000, and
10 percent over $10,000 for all citizens residing in the country. Another
source of revenue considered for taxation was the net income, or profit,
realized from the sale of investments made in real estate and from prize
money which was normally regarded as salary.
Section 117 of the 1804 Act stated that on estimated gains, profits,
or income of individuals, all interest due, paid, or not paid should be assessed
as included in the individual's income. An amendment of this section on
March 3, 18G5 considered deduction of federal, state, and local taxes paid
during the year. It should be noted that income was on an accrual basis, but
expense deductions were on the cash basis.
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By 1867, civil strife in the country had subsided, and the need for
funds had apparently lessened. An amendment was made to the 1864 Act lower
ing the tax by increasing the exemption from $600 to $1,000 per dependent and
levying a tax at a flat rate of 5 percent on all income over $1,000. Deductions
on casualty losses, or losses in trade were included in the Act. However, no
deductions were allowed on depreciation or depletion. In all discussions and
debates in the Congress, there was an attempt to get a better understanding of
the terms, and the apparent intent of Congress was to avoid inequities.

The Revenue Act of 1870
By 1869, there was pressure from the general public and the Courts,
including the U. S. Supreme Court, regarding the inequitableness of the income
tax laws. This led to the passage of the Revenue Act of 1870, placing a oneyear limit on the first income tax law. About this time, Congress recognized
that the 1861 Act, with its amendments, was no longer needed and that a
continuation of the levy was unfair to the citizens. In addition, the bill reduced
the tax rate from 5 percent to 2| percent on all income of citizens of the United
States. Dividends were no longer taxed on the accrual basis, but on the cash
basis for all individuals.

Action of the Courts on the First Income Tax Law
During the period of the first income tax law, taxpayers, through
the courts, were questioning the constitutionality of the federal government's
levying taxes on the income of individuals. These cases challenged the right

of the federal government to levy a direct tax on the income of individuals. One
of the most prominent Supreme Court cases was the case of Springer v. United
States (102 U.S. 58G, 1880). This case developed its findings on the same line
as that of Ilylton v. United States (3 Dall. 171, 1796) in which it was stated that
the tax was not a direct tax but an indirect tax, and hence, was within the
constitutional limit. The courts affirmed the judgment for the United States on
the ground that the plaintiff was in error, since the category of the tax on
income of the individual is of an excise or duty type, and hence, an indirect
tax, and not an unconstitutional levy upon the taxpayers.

The Second Income Ta_x Law
For more than twenty years after the end of the first income tax law
in 1872, the country was without this form of federal income taxation. How
ever, in 1894, Congress felt that an income tax law was a necessary part of
the tax structure, and without thought of its constitutionality, legislated the
Act of 1894. The Act levied a 2 percent tax on the income of every citizen
residing in the country or abroad. The tax was to be on all income in excess
of $4, 000. It became effective on January 1, 1895. The Act allowed a tax
exemption on interest on bonds of the United States and salaries of state,
county, and municipal officers. Allowable deductions included interest due
and paid on income property, taxes, and business expenses, excluding esti
mated depreciation or depletion of capital improvements. Although a tax was
levied on the income of corporations, including dividends, no levy was made
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on the states, counties, or municipalities, nor corporations operating solely
for charitable, religious, or educational purposes, or mutual insurance com
panies, or building and loan associations dealing only with shareholders.

Intent of Congress
The debates in Congress indicated that the intent of Congress was to
develop an additional form of taxation to strengthen the revenue structure of
the country, since the other forms of taxation were not adequate for the
country's fiscal needs. This was done on the premise that the first income tax
law was unconstitutional. However, no discussion was in evidence on the
principle of regressive taxes nor on the inclusion of depletion as an actual
operating expense.

The Demise of the Second Income Tax Law
The courts were not as considerate with this second income tax law
as they were with the first. The courts presented a new interpretation stating
that there was need for a constitutional amendment in order to enact a federal
income tax, or unless after 1895 some courts returned to the old theory of the
Springer case.

This new interpretation was handed down in the case of Pollock

v. Farmer's Loan and Trust Company (157 U. S. 429, 1895). The court's
decision did not strike down a majority or all of the sections of the income tax
law, either because of unauthorized exemptions or because of defects, but
because Congress could not legislate an income tax law. Justice Swayne
delivered the unanimous judgment stating that "this tax on income is a direct
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tax" and that "the proceedings and debates in the conventions of 1787 to the
Fedei-alist, to all acts of Congress imposing taxation, and to the previous cases
from the Iiylton case to the Springer case nearly one hundred years later, in
which the income tax was not considered a direct tax should be reviewed" (157
U.S. 429, 1895). Justice Swayne alluded to one of the minority reports of the
Hylton case, which cited that evils would attend an apportionment of a tax on
specified personal property and that the Constitution could not have intended
that an apportionment be made. He stated further that, since the Constitution
had not intended any law that would supply the defects of the national govern
ment, the courts had no alternative but to overrule this legislation and thereby
deny the government "of an inherent attribute of its being a necessary power of
taxation."

The Sixteenth Amendment and the Existing Income Tax Law
Immediately following the Pollock v. Farmer's Loan and Trust
Company case (157 U.S. 429, 1895), and based on the suggestion indirectly
made by the courts, Congress began the procedure between the Pollock deci
sion and the ratification of the Sixteenth Amendment, the courts showed aware
ness of the danger to national solvency because of the inability to collect taxes
on income as a x-esult of the Pollock case. Evidences indicate that the courts
partially circumvented this action by taking refuge in the redefinition of the
term "direct taxes" and in another manner by emphasizing the history of
excise taxation, virtually to the exclusion of the direct taxation principle.
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This approach, continuously stressing the principle of excise taxes, was the
basis on which the courts upheld the Corporate Income Tax of 1909 as an excise
tax as measured by income in the case of Flint v. Stone Tracy Company (1911).
This action apparently helped to maintain the constitutionality of the 1909
income tax law on corporate income and formed the basis for a new tax
structure.
The Sixteenth Amendment gave no new power to the federal govern
ment to tax, but rather it attempted to "simply prohibit the previous complete
and plenary power of income taxation held by Congress from the beginning from
being taken out of the category of indirect taxation to which it inherently
belongs." In fact, the Sixteenth Amendment states the following: "The Congress
shall have the power to lay and collect taxes on income, from whatever source
derived, without apportionment among the several states, and without regard
to any census or enumeration. "

The Revenue Act of 1913
The Sixteenth Amendment gave Congress the power to levy taxes on
income of both individuals and businesses. The Act of 1913 can be considered
as the first income tax law of the existing income tax system. A comment in
one of the meetings of the House Ways and Means Committee of the First Ses
sion of the Sixty-Third Congress pointed out that the Congress had been
attempting to construct a national income tax as a permanent part of the fiscal
system for more than twenty-five years. The sentiment and feeling of this
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movement were so strong that the ratification overturned the court's action in
the Pollock case.
The Act became effective on March 1, 1913; it levied a tax on all
income of citizens, for one percent of all amounts in excess of $4,000. This
levy was to be assessed on every trade and business profession carried on in
the United States and by persons even if they resided outside of the United
States.
The law of 1909 had affected only corporations; the law of 1913
affected both individuals and corporations. However, the direct impact of the
tax was on very few persons because of the high exemptions, the structure for
enforcement, and poor audit practices.
At the time of the enactment of the subsequent Act of 1916, there
was a world war, even though this country was considered neutral. The need
for funds grew as the country increased its appropriations for the Army and
Navy and the general defense of the country. Since Congress could now levy a
direct tax on income, and since the need for funds had increased, Congress
increased the rates to include a tax on undistributed profit of corporations,
joint stock companies, and associations.

The Revenue Act of 1917
The Act was known as the War Revenue Act of 1917. The expecta
tion of Congress was that the citizens should bear a fair and equitable share of
the burden of financing the war. This economic policy resulted in a tremendous

increase in rates, with surtaxes increasing from G percent in 1913 to over
G3 percent, with excess profit taxes increasing to GO percent on income in
excess of 33 percent of invested capital payable by corporations, partnerships,
and individuals. The invested capital was based on cost and not on fair market
value as of March 1, 1913. The regulation required affiliated companies to
furnish information, and such corporations might be required to file a consoli
dated report. Many firms, attempting to secure a large invested capital base
quickly reorganized, causing many errors in the preparation of returns.

The Revenue Act of 1918
The Act passed in 1919 after the end of World War I was an improved
bill. The bill assumed that more persons shared in the payment of taxes
because it provided for a higher monetary income tax base and lowered the
personal exemption. The minimum rate was increased to G percent; and
excess profit taxes were limited to corporations, particularly because of the
high surtaxes on individuals.

There was a temporary provision for deprecia

tion and amortization of war facilities, inventory losses, and net carry-back
of losses to prior years and carry-over to succeeding years. Other benefits
to corporations were the unlimited deduction of interest to corporations,
limited extended tax-free exchanges and reorganizations, and the requirements
of consolidated returns.
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The Revenue Act of 1921
The Revenue Act of 1921 was preceded by the establishment of the
Internal Revenue Bulletin.

Many innovations in the tax laws were adopted by

1921. These included the reduction of the surtax rates for individuals and the
discontinuance of the excess profit tax on corporations. Rates were lowered
on capital gains. It was pointed out in an earlier chapter that capital gains had
been taxed as income since the Revenue Act of 1913. However, it was not until
the Revenue Act of 1921 that special rates were allocated to capital gains. In
addition, the advantages of cash sale losses were disallowed, and installment
sales were mentioned but not defined.

The Revenue Act of ] 924
The reduction of marginal tax rates, the Board of Tax Appeals, and
other innovations, were continued or established by the Revenue Act of 1924.

The Revenue Act of 1926
The Revenue Act of 192G increased personal exemptions, developed
a better procedure for reporting on the installment basis, and adopted a set of
uniform laws and rates for estate taxes for each state.

The Revenue Act of 1928
The major achievement of the Internal Revenue Service for simpli
city of returns was formalized in the Revenue Act of 1928 by introducing
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supplemental provisions for those situations and provisions that were unusual
and affected relatively new taxpayers.

The Revenue Act of 1932
During the period 1930-1932, the country was in an economic depres
sion, and there was a need for more federal funds. Hence, the Act of 1932
increased tax rates, limited deductions on losses on sale of securities, and
introduced a gift tax.

The Revenue Act of 1934
The following year, 1933, the National Recovery Act introduced a
new capital stock law, coupled with an excess profits tax law, and further
reductions and limitations in the deductions for security losses. Further
attempts to "plug loopholes" in the federal income tax system were enacted in
the 1934 Act.

The Revenue Act of 1937
The Act was passed, legislating a high rate of tax for undistributed
profits of corporations. However, this tax was modified by the Act of 1938,
and the tax was completely abolished in the 1939 Act.

First Internal Revenue Code in 1939
By 1938, the legislators had gained experience, a degree of exper
tise, and even sophistication in the writing of the tax laws. The legislators had
worked on several earlier Revenue Acts, they had become aware of the rules,

regulations, and laws of the federal income tax structure.

They began devel

oping a codification of the federal income tax system due to the fact that the
existing structure was complex and inconsistent and that rules and laws regu
lating the tax structure were duplicated and scattered. The actual codification
was completed by 1939. The Act of 1939 was the first major attempt at codi
fication. It is sometimes considered as the first federal income tax code.
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Summary
The primary goal of Congress, since the passage of the first income
tax law, has been to establish a dominant source of increasing revenue. How
ever, all debates and discussions in Congress and the apparent intent of the
legislators has been to develop a full awareness and meaning of the tax proce
dures to avoid inequitable distribution of tax burden among the various forms
of revenue and deductions. As time went by, the legislators develojDed a
greater expertise and sophistication in writing income tax legislation. This
enabled them to give greater recognition to equity as a necessary part of a
sound tax structure. As the legislators developed more experience in the
making and enactment of income tax regulations and they recognized that the
existing laws in the 1930s were documented in several unrelated records, this
caused them to consider and later attempt to codify the laws. A result of this
effort was the examination and appraisal of the law and the enactment of the
1939 Code.

CHAPTER 5

INEQUITIES IN THE FEDERAL INCOME TAX SYSTEM

A review of the legislative history of the federal income tax laws
from 1861 to the present reveals that the members of the Ways and Means
Committee of the House of Representatives, the Finance Committee of the
Senate, and the Joint Conference of both the House of Representatives and the
Senate have attempted to enact legislation which would prevent taxpayers from
avoiding the payment of their fair share of income taxes. Although several
forces work to prevent equitable distribution of the tax burden, the members
of the legislative branch of the federal government have attempted periodically
to correct noticeable shortcomings or statutory inconsistencies in the laws.
In spite of these efforts, there still exist inequities in the federal
income tax laws. This hypothesis will be developed and demonstrated in tlrree
steps. First, a brief history of the legislation from the 1939 Code to the present
time will be presented. Second, some inequities will be identified and determined.
Third, there will be a review of some of the causes of these inequities.

Legislative History
Congress intended every Revenue Act since the Sixteenth Amend
ment to be an improvement of the income tax structure. From 1913 through
65.

GG

the enactment of the 1939 Code, there developed a high degree of sophistication
among legislators in writing tax drafts and proposals. This experience has
been the basis for a good tax law.
By the early 1930s, despite efforts to establish an equitable tax
system, tax avoidance had become so prevalent that the general public, the
Congress, and the White House began giving serious attention to the matter.
Although a need for reform had been apparent for some time, it was not until
June 4, 1937 that President Roosevelt sent a message to Congress stating that
"the efforts at avoidance and evasions of tax liability are so widespread and so
amazing, both in their boldness and their ingenuity, that further action without
delay seems imperative" (Hearings on Tax Evasion 1937). lie further stated
that "there were instances of avoidance which appear to have the color of
legality; others are plainly contrary to the letter of the law" (Hearings on Tax
Evasion 1937).
In 1939, the Joint Committee on Taxation, with the cooperation of
the Department of Justice and the Treasury Department, began collecting all
the Internal Revenue laws. The expectation was to delete all the provisions
that were expressly repealed and those that were temporarily obsolete, and
thereby eventually establish the first edition of the Code.

The main charac

teristic of the 1939 Code was that it did not materially change the existing laws,
nor did it interfere with any pending legislation. The Code lessened the confu
sion and hardship of having Revenue Acts which, in many cases, had the same
provisions; it also reduced the hardship on both the courts and the taxpayers

wherein many statutory provisions were amended by Executive Orders without
these orders appearing in the statute. Generally, this codification was made
to induce clarity, certainty, and simplicity by bringing the substantive and
procedural provisions together. The 1939 Code served until the 1954 Internal
Revenue Service Code was adopted. This Code was considered a major over
haul of the tax structure. Several revenue laws were enacted during the course
of World War II and the Korean Conflict between 1939 and 1954.

Prior to the

enactment of the 1954 Code, there were other inadequacies and weaknesses of
the tax system which were due to several factors. Among them were the
following:
1. The statutes were developed in piecemeal patterns of Revenue Acts
designed to meet particular emergencies and with apparently insuffi
cient regard for the taxpayer.
2. The laws were originally written to cover a small number of tax
payers; however, by the 1950s, at least fifty-five million taxpayers
were on record, with the number of taxpayers increasing
continuously.
3. The 1939 codification and the subsequent Revenue Acts were legisla
ted during the period when serious questions were being raised as to
the effectiveness of the free enterprise system.

The Code of 1954 was proclaimed to be the mainstay of the adminis
tration's fiscal policy. The basic purpose was to free business from some of

the restraints imposed during the last fifteen years and to eliminate unfair
privileges. The following example will illustrate the contradictions stated ear
lier in this paragraph. One provision which tended to unshackle businesses
was allowing them to use the accelerated method of depreciation which had been
applicable only to a few businesses prior to this provision. At the same time,
a provision was enacted stipulating that premiums on bonds payable could not
be written off over a short period, but would have to be amortized over the life
of the issue.
During the period of the early and middle 19G0s, a greater aware
ness existed that the high-bracket taxpayers had been successful in substan
tially reducing their income tax liabilities through special provisions in the law.
By 1969, there was a major drive from several forces for some type of federal
income tax reform. This forced Congress to enact the Tax Reform Act of 1969.
This Tax Reform Act legislated provisions that attempted to eliminate and
reduce several areas of inequities, unfairness, and hardships. Among some
of the provisions were the preferential treatment of earned income, a reduc
tion in the percentage depletion allowance for natural resources in oil and gas,
and some changes in real estate investment provisions. All of these have a
direct impact on the individual taxpayer's income, particularly through part
nerships and trusts. Some of these are illustrated later in this chapter.
The most recently legislated Act at the time of this writing is the
Revenue Act of 1971. This Act was not heralded as the best or most effective
legislation; however, it contained several little-recognized but important

provisions which included personal exemptions. This brief history sets the
background for testing characteristics of inequities in the federal income tax
system and will show that there were some unfair conditions which led to these
changes.

Illustrations of Inequities
The second step is to determine and identify some illustrations of
inequities in the tax system. The Revenue Acts, the Code, the amendments,
and regulations have several overlapping conditions, obsolete materials, pref
erences, privileges, credits, and special provisions. These Acts spread over
a variety of sections creating inequitable features among various groups of
taxpayers. These features can be classified as follows: (1) those concerning
differential treatment of investments; (2) those causing irritation to taxpayers.

Differential Treatment of Investments
The first feature deals with those characteristics through which tax
payers are induced to take advantage of tax exemptions by selecting one invest
ment over another investment, as the selection of government securities in
state and municipal bonds, which are tax-free, over private investment
sec ui*i ties.
The following is an example which shows the tax advantage of
selection of a government investment over private investment:
An investor had $G0 million in stocks and bonds of industrial organi
zations which were inherited by his widow. She immediately con
verted the entire amount into state and municipal bonds, which were
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tax free. If she earned 4 percent interest, she would have a yearly
income from the investment amounting to $1.5 million. This amount
would be tax free regardless of her marginal tax rate. If she was at
70 percent marginal tax rate, the income would be equivalent to an
investment yielding 13. 3 percent before taxes. Table 1 below shows
the yield at various marginal tax rates.
Since corporate bonds yield approximately 8| to 9 percent average
before taxes in September 1974, there is horizontal inequity if such a taxpayer
invested in corporate bonds rather than tax-free state and municipal bonds.
Recently, more than 80 percent of the tax-free bonds are held by the wealthiest
one percent of the population (Morris 1973).

Table 1. The Approximate Yield Rate for Tax-Free Bonds
Yield Rate of Tax-Free Bonds
Nominal Rate of Interest at:
4%
5%
6%

Taxable Income

Marginal
Tax Rate

$4,000 - 8,000

25%

5. 33%

6.67%

8.00%

$20,000 - 26,000

50%

8.00%

10.00%

12.00%

$44,000 - 50,000

60%

10. 00%

12. 50%

15. 00%

Over $100,000

70%

13. 33%

16.67%

20.00%

Table 1 shows the disparity between the nominal rate of interest and
the yield rate based on the marginal tax rate. Furthermore, if the yield rate
is compared with corporate bond rate, or U. S. Treasury notes and bond notes,
there is a wide disparity existing, particularly for those taxpayers whose
income tax level is above the marginal tax rate of 50 percent. This comparison
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shown in Table 1 between nominal interest rates and the yield rate reveals the
marked inequities based on the net accretion concept of income and the abilityto-pay doctrine.
Most of the investments in state and local bonds are held by tax
payers in the high-income group. Since most of the taxpayers in the lowincome group cannot afford to buy these securities, the inequitable character
istics are even more prominent. Those who received more income and have
the greater ability to pay can take advantage of this tax preference and pay less
taxes on a proportionate basis than those low-income taxpayers who do not have
as great ability to pay.

Tax Irritants
Another area of concern is the "tax irritant." An irritant is defined
as a tax problem which has an economic effect and which results in a wide
spread criticism directed towards the equitableness of the tax system. Tax
irritants are caused by the complexities of the tax laws. There are many types
of irritants. Some of these are as follows:
1. That in many instances, the federal income tax laws are so complex
that their interpretation and application can only be done by the best
legal mind who also has expertise in finance tax and accounting. An
example of the complexity of the law and the need for expert assis
tance is seen in the Wall Street Journal, April 25, 1963, which
stated that Internal Revenue Service (IRS) secrecy made it very hard
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to know when to appeal an audit ruling. It further stated that only a
very "savvy lawyer" might be able to tell a client what his chances
were for an agent's determination to be overruled at a higher level.
2. That complexities and inconsistencies of the federal income tax
system are cumbersome and provoke and irritate taxpayers, legis
lators, courts, and the Internal Revenue Service. Several examples
can be seen in the various decisions handed down by the courts on
the similar case or cases of similar types in different districts.
3. That the many deductions, credits, preferences, and privileges
require a great deal of tax planning. For example, a taxpayer must
plan to make certain deductions as charitable contribution deductions,
or in the case of capital gains, when to recognize the gains or losses,
or what court might be most considerate to his particular needs.

Causes of Inequities
The third step in the testing of the hypothesis is to determine some
of the causes of inequities in the federal income tax laws. This test will look
at a broad section of society. Society, in general, regards a progressive
income tax as the most equitable manner to obtain revenue and the most demo
cratic mainstay of the federal income tax system. Nevertheless, the progres
sive income tax is the most difficult and complicated tax to develop and main
tain. It demands a keen sensitivity to economic changes, public attitude, and
adjudicators; it requires intelligent taxpayers who respect the laws and who
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will abide by them. Furthermore, the success of such a system demands
altertness for correcting faults as they appear.
Criticisms are usually directed towards those provisions that allow
special privileges and benefits to certain groups or individuals. Although some
groups would like to do away with the federal income tax, most of the objections
are made with the hope that some consideration of the problem would result in
more equitableness.
At the present time, taxpayers are indoctrinated to the basic prin
ciple of the federal income tax system, which includes self-assessment, aware
ness of complexities in the tax laws, and the use of the courts for decisions in
cases where differences exist or where some interpretations of the laws are
necessary. Demands for greater equity in the tajx system are made each year.
The effects of income tax laws, statutes, and regulations are directly
or indirectly the result of each taxpayer's actions and contributions as a result
of the impact or effect of the existing laws. A general pattern of behavior
and/or interest of special groups can be labeled as having a direct influence on
some forms and causes of inequity in the tax system. Among some of these
causes are: patterns of individual behavior, the activities of special interest
groups and lobbyists, the difficulties in the writing of the tax laws, the per
sonal desires of Congressmen or legislators, and finally, the action and
adjudication of the courts.
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Lobbyists and Activities of Special Interest Groups
The halls of Congress, and even the offices of individual legislators,
are crowded with lobbyists representing special interest groups and business
organizations whose major concern for tax legislation is the retention and
gaining of privileges and preferences.
Lobbyists serve many roles in influencing federal income tax laws.
Among these roles is the effort at education. This form of education can be
biased, as there may be the need to educate for special concern and interest.
Nevertheless, if the lobbyists do a satisfactory education job, the special
interest group can get direct benefits, the public can get some direct or indirect
benefits, and the legislators can become much more informed on decision
making on provisions within the federal income tax structure.
Lobbyists utilize their time in briefing Congressmen about the eco
nomic and commercial effect of their proposals, and at times, serve to
enlighten legislators about certain tax issues and the relationship of these
issues to business. The latter type of behavior is often exhibited; services
are offered with the expectation of some form of reciprocity whenever provi
sions or some issues are to be favorably accepted for their benefits (Surrey
1957).
Since lobbyists have only one or two proposals in which they are
interested, they acquire the greatest skill and expertise on these sections of
the tax laws and can point out how specific legislation can create unintentional
benefits and/or open "loopholes." When these situations occur, these tax

lobbyists will prepare a draft or an amendment simple enough so that persons
who are not tax experts can understand it, and at the same time, clear and pre
cise enough so that the Treasury staff cannot significantly alter it (Cary 1955).
On the other hand, when the tax issue is a specific provision for one group, as
against the taxpaying public, lobbyists not in accord with the special provision
can represent these issues as proponents of the Treasury Department, rather
than as opponents.
Members of tax-writing committees of Congress and their repre
sentatives look for assistance from either the Treasuiy Department or lobby
ists. Usually, the members of these committees and their staffs work very
closely with the Treasury tax technicians, developing and producing detailed
proposals and drafts. However, the task of policy formation and guidance to
Congressmen appears to be reserved exclusively for the Chief of Staff of the
Joint Committee on Taxation. As such, the Chief of Staff must be effective
and, also, must be discreet in blocking many proposals presented to him by
legislators who might be passing off the proposals and drafts of their constitu
ents. The basic issue then becomes the point at which the Chief of Staff works
closely with the Congressmen and becomes sensitive to the views of the legis
lators. Generally, many Congressmen are sympathetic to the Treasury
Department's point of view, but they are not technically equipped in tax matters
and look to the Chief of Staff of the Joint Committee on Taxation to assume the
risk of the legislation (Surrey 1957).
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In some hearings about tax policies, the proponents of special inter
est groups are placed directly against accountants, economists, and lawyers
from universities who testify "pro bono publico," thereby enabling legislators
to have the opportunity to understand conditions and test situations in special
legislation. Such an exposure is rare, and the legislators have to rely on the
Treasury Department or secure some interpretations from lobbyists.
Legislators are interested in pleasing their constituents. Because of
this, there are often strained levels of objectivity that must be resolved. In
attempting to please constituents, special interest groups play a vital role.
Legislators often rely on these groups for campaign funds, yet they must be
careful to avoid conflict of interest.
Conflict of interest laws affecting legislators are inadequate, loose,
and, at times, questionable (Surrey 1957). Many members of Congress main
tain financial relationships with investment firms, business organizations, and
law firms. Some are management consultants associated with industrial
organizations. If legislators are not truly independent in their review of tax
legislation, it might be implied that a possible conflict of interest exists and
that this implication is a type of unfairness to one group of taxpayers such that
it would be inequitable.

Impact of the Courts
In addition to Congress, the courts have had a direct impact on the
equitableness of the income tax system. The Pollock case can be considered
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as having had a most important impact on the passage and the confirmation of
the Sixteenth Amendment and the Revenue Act of 1913, which established the
existing income tax structure.
The courts have found that there are many complexities in the federal
income tax laws. This project will look at some of the inequities resulting from
the complexities in the laws and the role that the courts have played in both the
cause and the effect of some inequities.
The great Justice Judge Learned Hand said:
. . . that in my own case, the words of such an act as the Income
Tax, for example, merely dances before my eyes as a meaningless
procession of cross references, exceptions upon exceptions couched
in abstract terms that offer no handle to seize hold of, leaving in my
mind only a confused sense of some vitally important, but success
fully concealed purpose which it is my duty to extract but which is
within my power, if at all, only after the most ordinate expenditure
of time. I know that these monsters are the result of fabulous indus
try and ingenuity, plugging up this hole and casting out that net
against all possible evasion (Hand 1947).
Judge Jackson in Dobs on v. Commissioner stated that, as far as the
law is concerned, "the tax court deals with a subject that is highly specialized
and so complex as to be the despair of judges" (301 U. S. 337, 1943). Justice
Jackson further stated that despite these conditions, "conflicts in tax cases are
multiplied by treating as questions of law what really are disputes over proper
accounting" (Dobson v. Commissioner, 301 U. S. 337, 1943).
A more direct look at the effects of the courts on tax policy with the
possibility of causing inequitable conditions can be traced to several factors,
among which are the following:
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1. That the increasing volume of tax cases, as well as the court's dis
taste for the subject matter, may be the cause of the basic evidence
of the impatience of the courts. This evidence of the courts can be
clearly cited in the Dobson case in which the question of distaste for
the subject matter of taxation arose. This case stated, "the more
the number of such tax questions and the mass of decision that call
for these decisions, the more they become a menace to the certainty
and government administration of the law" (Dobson v. Commissioner,
301 U.S. 337, 1943).
2. That there is nothing repugnant to the due process in the progres
sive character of income tax laws, or the exceptions, deductions,
credits, and preferences based on relative wealth. The Fifth
Amendment may well create no barrier at all to taxation in any form
or as the courts might choose to decide, and furthermore, losses
are merely results of legislative grace. The United States Supreme
Court has expanded the term "gross income" to include punitive
damages.
3. That the role of the courts in tax laws should not be for the accom
plishment of an economic or social purpose. This power is legis
lative. An illustration is the case of the United States v. Kahriger
in which four of the five judges held that although Congress could
regulate gambling, nevertheless, it may force a taxpayer to confess to
a violation of a state law (345 U.S. 22, 1952).
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The three illustrations noted above reveal that increased volume of
cases in taxation in several levels of courts, such as the tax court, federal
District Court, the various U.S. Courts of Appeals, the denial of due process
and questions on the Fourth and Fifth Amendments to the U. S. Constitution,
and the court's role in overseeing that judiciary powers are not legislated by
Congress, are all conditions through which the courts' dealings in tax policies
can cause inequitableness.
Many celebrated cases must be borne in mind in considering the
positive influence of the court on the development of more effective income tax
laws. Note the warning by Justice Jackson in the Kahriger case that it is the
responsibility of the courts to safeguard the rights of the taxpayers and to keep
their confidence and goodwill in order to preserve the unique federal income
tax system (United States v. Kahriger, 345 U.S. 22, 1952). These thoughts
are the points of wisdom which stated that it is the necessary influence and
responsibility of the court to direct the country towards a sound tax policy and
a more enlightened trend.
Inadvertently, the courts have, at times, been contradictory in their
decision-making function. Two separate United States circuit courts have ren
dered decisions on apparently similar situations in differing ways with the
result that the Intei'nal Revenue Service has, in some instances, refused to
comply with the adjudications of subsequent taxpayers' returns.
There have been procedural changes affecting the tax court as
required by the Tax Reform Act of 19G9. One of these procedural changes is
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the Golsen Doctrine, which resulted from the Jack E. Golsen v. Commissioner
case (1970).

The court modified its ruling in the often-criticized case of

Lawrence v. Commissioner (1952). At the time of the Lawrence case, the
courts had decided that a Court of Appeal decision was not necessarily to be
followed by the tax courts, and that any other similar tax court case could be
adjudicated with a different decision.
The Golsen Doctrine modified the rulings of the Lawrence case by
stating that when an issue is presented to the tax court after a contrary deci
sion has been made by the Court of Appeals, the tax court will review its posi
tion. If the tax courts conclude that its original legal conclusion was correct,
and if the view of the court of Appeals to which an appeal from the tax court
decision would normally lie is contrary to the tax court issue, the tax court
will render a decision in accordance with that of the Court of Appeals. This
change of ride is a change directed toward basic conformity of the tax court
when it deals in the domain of the Court of Appeals. The view is that the tax
court will conform, as nearly as possible, with the federal rules of civil
procedure.
The most recent evidence of the court's action concerning inequity
is the ruling of the United States Supreme Court in January, 1973, in which the
court held that an accountant must disclose records received for the computa
tion of income taxes, even though the taxpayer owns the document, and even
though divulgences of such data might be incriminating to the taxpayer (United
States v. Couch, 409 U.S. 322, 1973). The taxpayer's use of the Fifth

»
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Amendment against such compulsory self-incrimination was disallowed, and
there was also a refusal on the part of the courts to grant the use of the Fourth
Amendment privilege against unlawful search and seizure (United States v.
Couch, 409 U.S. 322, 1973).
Justice Lewis F. Powell handed down the 7-2 decision, stating that
the court did not mean "that any individual may never claim the privilege to
protect documents that are not in his possession.

The privilege probably would

apply to instances where there has been only 'temporary' relinquishment to
possession" (United States v. Couch, 409 U. S. 322, 1973). He said, "It is
important to reiterate that the Fifth Amendment privilege is a personal privi
lege; it adheres basically to the person, not to the information which may
incriminate him. Possession, not ownership, is the key factor in determining
whether an individual may use the Fifth Amendment privilege" (United States v.
Couch, 409 U.S. 322, 1973).
Justice William O. Douglas, in presenting the argument of the dis
sent, asserted that "this decision sanctions yet another tool of the everwidening governmental invasion and oversight of our private lives." He con
tinued by saying, "the decision may have a more immediate impact that the
majority does not consider. Our tax laws have become so complex that very
few taxpayers can afford the luxury of completing their own returns without
professional assistance. If a taxpayer now wants to insure the confidential
nature and privacy of his records, however, he must forego such assistance"
(United States v. Couch, 409 U.S. 322, 1973).
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It is generally believed that the denial of due process and the use of
the Fifth Amendment are inequitable situations. The situation in the Couch case
does not consider the communication between the taxpayer and his accountant
as a privileged communication. The inevitable result is undue hardship and
inequity.

Summary
The characteristics of the federal income tax structure demonstrate
that major unfairnesses exist. These unfairnesses are inequities within the
federal income tax system. The characteristics are: the extensive use of
lobbyists and special interest groups; the inconsistent attitudes and actions of
the courts; some practices of Internal Revenue Service in the administration
of taxes; the complexities of the tax laws requiring expert interpretation; the
possible conflict of interest of tax legislators with special interest groups;
enactment of private laws and the different types of tax rates levied on differ
ent forms of income. These tax problems are the result of several factors:
1. A differential treatment of investment income.
2. Factors creating irritants.
3. Impact of the courts.

Evidence reveals that the cause of these tax problems results from
the activities and behavior of taxpayers, the role and expertise of tax writers,
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the behavior and the conflict of interest within and among members of the
legislators, and the role of the courts in interpreting the income tax law.
These aforestated evidences demonstrate that there are in existence
basic irregularities, hardships, complexities, inconsistencies, unfairness,
and inequities in the federal income tax system.

CHAPTER G

ABILITY-TO-PAY CONCEPT AND THE FEDERAL INCOME TAX

A well-accepted doctrine of equity in federal income tax is the
ability-to-pay doctrine defined in Chapter 1. The purpose of this chapter is to
demonstrate that the federal income tax does not comply entirely with the
ability-to-pay doctrine in that those taxpayers with the greater ability to pay
their fair share do not make their equitable contribution and that those tax
payers in the low-income level and those in the middle-income level are bur
dened with a disproportionate share.
Some of the problems of the low- and middle-income group taxpayers
will be presented, and illustrations will be given of some practices of some
high-income individuals in order to show that many of these persons do not pay
an effective tax rate any higher than others in the low- or middle-income
levels. Other illustrations will be given to show how high-income taxpayers
utilize the opportunities not afforded to the low- or middle-income taxpayers
to reduce or eliminate tax liability.
For purposes of this research, low-income taxpayers are defined as
those earning less than $10,000. The middle-income taxpayers are those with
income between $10,000 and $50,000, and the high-income taxpayers are those
with income above $50,000.
84
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Since the earliest days of man, many wealthy citizens have found
ways to avoid paying their share of revenue. These means of avoiding- tax were
cited in Chapter 2. The existing income tax structure has been one that has
developed great disparity and unfairness in the total tax treatment of individuals
in the low-, middle-, and high-income levels.
The most basic problem with the low-income taxpayer is the inability
to pay a major part of the tax burden. Within the middle-income group are
many problems, but the one that affects all taxpayers within it is that of itemi
zation of personal deductions. This problem has continuously changed and
grown in complexity and is one of the greatest importance to the middle-income
group. The high-income taxpayer's problem of disparity and unfairness is the
result of exclusion of items of income, the variations in personal deductions,
and the combinations of conditions which afford these persons certain oppor
tunities not afforded those in the lower income group.
Some general illustrations of avoidances of taxes by individuals in
the high-income groups have been observed by the Internal Revenue Service
and will be illustrated later in this chapter. Table 2 shown on the following
page reports the number of taxpayers in the high-income groups that paid no
income taxes.
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Table 2.

High-Income Taxpayers With No Income Tax Liability
(For Selected Years) 1

Levels of Income (Adjusted Gross)

Number of Returns With Income but
Without Paying Federal Income Tax
1969
1970

$100,000 - $200,000

445

289

$200,000 - $500,000

188

90

$500,000 - $1,000,000

60

18

Over $1,000,000

52

3

1. Source: U.S. Treasury Statistics on Income, 1969 and 1970.

Although the number of non-taxable returns has decreased, there
are still several persons with income over $100,000 who pay no federal income
taxes. The Treasury Department Tax Reform Studies and Proposals of 1969
presented to the Committee on Ways and Means of the U. S. House of
Representatives and the Committee on Finance of the U. S. Senate on
February 5, 1969 stated that the adoption of the Tax Reform Act of 1969 would
have avoided some of these inequities. However, the Statistics on Income for
1970 shows that at least three taxpayers who had income of over $1,000,000
as listed in Table 2 paid no income taxes and that these taxpayers, according
to the data on the Statistics on Income, had a total of over $10 million in
income (U.S. Treasury Department Tax Reform Studies and Proposals 1969).

Poverty Level and the Ability to Pay
One of the major problems ol' the federal income tax is that it is
imposed on some individuals whose income falls below the poverty level as
indicated in Table 3. Admittedly, the definition of any poverty line is arbitrary.
The poverty level has been set up to measure levels of income according to
family sizes and has been barely sufficient to provide the necessities of life
that an American family should enjoy. It is questionable whether individuals
with income below the poverty level have the ability to pay income taxes.

Table 3.

Beginning Tax Levels and the Poverty Level 1

Family Size

Post Reform Act
(1969)
Taxability Threshold

Poverty
Income
Level

Estimated Number of
Low-Income Families
(in thousands)
Taxable
Total
Returns

1

$ 1,750

$ 1,735

4,620

1, 150

2

2,300

2,240

2,600

620

3

2,900

2,755

880

150

4

3,500

3,535

640

120

5

4,100

4,165

520

50

6

4,700

4,675

430

40

7

5,300

5,755

940

50

1. Source: U.S. Treasury Department Tax Reform Studies and
Proposals of 1969.

88

The Treasury Department Tax Reform Studies and Proposals of 1969
cited hardships imposed by the law, particularly for single persons and fami
lies with seven or less dependents. Table 3 reflects the lowest tax levels and
the poverty line. Although there is a large number of non-taxed individuals,
there is, on the other hand, a large number of persons who pay a tax even
though they are below the poverty level.
The researcher demonstrates that the perspective represented by
the lowest income stratum of our society has income lower than the taxable
threshold. There might be reason to debate the meaning of poverty in our
society; nevertheless, no extended definition of this topic is necessary for this
purpose. It is widely recognized that a large segment of the society lacks the
ability to support iself.

In order to support this thesis, the author will apply

the poverty level as developed by the Department of Health, Education and
Welfare, and the level as adopted by the Treasury Department through the
addition of a 0 percent increase to the 19GG Index. There are two other pov
erty measures that will be considered later in this chapter; the New York
Human Resources Administration Index and the Consumer Price Index as
applied to the Health, Education and Welfare poverty level. Table 3 compares
the Taxability Threshold with the Department of Health, Education and Welfare
Index.
Blum and Kalven stateinThe Uneasy Case for Progressive Taxation
(1973) that it is generally agreed that some exemption keyed to at least a mini
mum subsistence standard of living is desirable. It is commonly agreed that
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persons who lack the wherewithal to provide for themselves the basic essen
tials of a decent living should not be called upon to contribute to the public rev
enue. The Code contributes to the further deprivation of the poor by subjecting
them to federal income tax, despite the fact that the recognition of the abilityto-pay concept has always been a factor of the federal income tax system.
Until the Second World War, the taxability threshold level did indeed
relieve the low-income individual from taxation. The Revenue Act of 1948
showed that the fiscal exigencies of post World War II and the ensuing difficul
ties led to the adoption of a personal exemption of $600 for each dependent of
the taxpayer. The period saw an inflation which eroded the exemption.

It was

not until 1970 that the exemption was changed. It can be clearly illustrated that
the exemption levels during the Second World War did indeed relieve individuals
as well, who had exemptions ranging from $3, 000 for a single person and
$4,000 for a married couple was equivalent to $8,980 and $11,976 in the 1960
prices and $13,299 and $16,736 in the 1972 prices, using Consumer Price
Index for these years.
Low-income allowance was established by the 1969 Tax Reform Act.
This is a form of standard deduction with the effect of increasing the amount of
a taxpayer's income shielded from tax to the amount $1,100 by 1970. The
adoption has demonstrated the intent of Congress to exempt from taxation mini
mal amounts sufficient for maintenance.
The low-income allowance based on the Index of the Department of
Health, Education and Welfare plus 6 percent appears to have been arbitrarily

determined. There is no indication why Congress allowed only a 6 percent
increase. It would seem that the New York Welfare Human Resources Admin
istration Index, or adjusted by the Consumer Price Index on the last calendar
month of the year, would be a sound average for determining the index for pov
erty for tax purposes (Dodyk 1971). The New York Welfare Human Resources
Administration Index is determined by New York Welfare Administration and
is based on the needs as measured within the Welfare Department of the state.
The Index of the Department of Health, Education and Welfare is based on a
national average which includes both low rural area economic needs and urban
centers. This makes the New York Welfare Index high, since the measure has
a higher economic base. The Consumer Price Index is based on all retail
prices and hence, gives a higher national average than even the two other
indices stated above.
A comparison is made of the Taxability Threshold with each of the
following: (1) budget cost based on New York State Maximum Welfare Budget
Index, and; (2) the Consumer Price Index. These will tend to give the inequity
of the Treasury Department Post Tax Reform Taxability Threshold. Although
there are criticisms for any index, the indices listed above and shown in
Table 4 and Table 5 on the following pages are based on attempts to estimate
comprehensive family needs. The major importance is that they are higher
than the Taxability Threshold.
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Table 4.

Comparison of the Taxability Threshold and the New York State
Maximum Welfare Budget 1

Family Size

Post Reform Act
(19G9)
Taxability Threshold^

New York State
Maximum
Welfare Budget

1

$ 1,750

$ 1,908

2

2,300

2,648

3

2,900

3,168

4

3,500

4,032

5

4,100

4,688

6

4,700

5,328

7

5,300

5,988

1. Source: "Tax Reform Act of 1969 and the Poor," Dodyk 1971.
2. Taxability Threshold is the minimum amount allowable before
levy of income tax.

This comparison indicates that the Code has continued to tax the lowincome group—even those taxpayers who are under the poverty levels as estab
lished by the New York State Maximum Welfare Budget.

The comparison

indicates how the further deprivation of the poor apparently exists by subject
ing them to federal income tax. Hence, the practice is inequitable.
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Table 5.

Comparison Between the Tax Reform Act Taxability Threshold and
the Consumer Price Index*

Family Size

Post Tax Reform Act
Taxability Threshold
1970
1971
1972

O
Consumer Price Index
1970
1971
1972

1

$1,750

$1,750

$2,050

$2,012

$2,270

$2,470

2

2,300

2,350

2,800

2,598

2,735

2,931

3

2,900

3,000

3,550

3,196

3,364

3,604

4

3,500

3,650

4,300

4,103

4,316

3,604

5

4,100

4,300

5,050

4,831

5,085

5,450

6

4,700

4,950

5,800

5,433

5,708

6,118

7

5,300

5,600

6,500

6,676

7,021

7,524

1. Source: Consumer Price Index (1957-1972).
2. The Consumer Price Index has a base year of 1957-1959. The
amount on which the Index is based is $1, 735 for the year 1966 when the Con
sumer Price Index was 113.1. This figure is converted to the following indices
for each of the following years: 131.1 for 1970; 138.1 for 1971; 139.1 for
1972. The taxability threshold is the Department of Health, Education and
Welfare Index of 1966 adjusted upward by 6 percent.
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Middle-Income Taxpayers
One of the problems of inequity existing among the middle-income
taxpayers is the erosion of the basic simplicity of the tax structure. The income
tax was levied on the mass of the population early in World War II with the
deliberate decision to reduce the complexity of the system by adopting a stan
dard deduction which would apply to over 80 percent of the taxpayers.

The

intent of Congress was that a large number of taxpayers would be able to avoid
the problem of itemizing deductions for personal expenses. Furthermore, the
exemptions and deductions were high enough to have relieved a large number
of individuals from heavy taxation and would avoid the variations in personal
deductions by developing an average personal deduction. This would eliminate
much variation for most taxpayers and, for the other taxpayers, the variations
would be for those deductions which would be over the average.
Since that time, however, two major events have taken place which
modified the standard deduction. One is that deductions of the average tax
payer have risen as a result of higher state and local taxes, a larger number
of home ownerships with higher mortgage interests and property taxes, and a
greater amount of contributions to a larger number of charitable organizations.
The other is that income has risen while the standard deductions have continued
to apply to the first $10, 000 of income for married couples through 1969.
The 1969 Tax Reform Act increased the standard deduction to$2,000,
or 15 percent of the adjusted gross income, whichever is smaller. Despite
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this change, there has been a progressive decline in the relative use of the
standard deductions, as shown in Table 6.

Table G.

Percentage of Returns With Standard Deductions for Selected Years
Between 1944 and 1970"*"

Year

Total Number of
Returns
(in millions)

Percentage With
Standard
Deductions

Percentage
Without Standard
Deductions

1944

47.1

82.2

17.8

1951

55.4

79.1

20.9

1955

58.3

71.0

29.0

1960

61.0

60.5

39.5

1963

63.9

56.1

43.9

1965

67.6

58.8

41.2

1968

73.0

57.0

43.0

1969

75.3

48.1

51.9

1970

75.2

48.0

52.0

1. Source: U.S. Treasury Statistics on Income for Individuals
(1944-1970).

In addition to the problem on personal deductions, there is the issue
of determination of the effective tax rate. The Treasury Department Tax
Reform Studies and Proposals of 1969 showed the distribution of the effective
tax rate on adjusted gross income for a family of four. In this grouping, lump
ing all taxpayers in the various classes together, there is a wide spread of
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effective tax rates. Since family sizes and income levels are appropriate
reasons for variations in effective tax rates, it would indicate personal deduc
tions and income splitting accounts for wide variations, or differences, particu
larly with regard to single persons and married couples.
The 19G9 Tax Reform Act created an anomaly in the tax law which
encourages two individuals to live together unmarried rather than married.
The income tax paid by a working married couple can be considerably larger
than what they would have to pay if they remained unmarried (Varner 1971).
Another situation among middle-income executives is that of stock
options that are created to take advantage of favorable laws, but which have, in
reality, little long-range effect on the incentive of managerial excellence for
which it was intended (Holdron 1967).

Furthermore, the income is eventually

in a different tax rate, i.e., long-term capital gains rather than ordinary
income.
Table 7 was constructed to show a selected group of similarly situ
ated taxpayers who, based on income and family size alone, ought to be paying
similar taxes. A very similar result would appear if the election was made on
other family sizes and other levels of income. Again, the major basis for the
variations is itemized deductions.

These deductions are a source of complica

tions on the tax returns and inevitably inequitable because the effect depends on
how the taxpayers compute the correct taxes and upon the taxpayer's sophisti
cation in knowing the deductible items and tax laws, in record keeping and
reporting, and in his ability to obtain competent tax counsel.

96

Table 7.

Percentage Distribution of Returns by Effective Tax Rates Class by
Selected Adjusted Gross Income Class at 1969 Levels (Families of
Four) 1

Adjusted
Gross Income

3-5

5-7

Effective Tax Rate Classes
7-10
10-12
12-14
14-15

$9,900 - $10,100

.4

5.0

39. 6

55.0

11,900 - 12,100

.6

1.8

15.4

51.7

30.4

14,900 - 15,100

—

.2

5.3

28.9

51.0

14.9

—

15,500 - 16,000

—

—

.9

19.6

60.8

18.6

—

17,000 - 17,500

—

—

6. 1

19.8

37.9

36.2

—

18,500 - 19,000

—

—

4.8

9.6

35.2

38.4

12.1

20,000 - 20,500

—

—

6.4

—

9.6

51.4

32.5

21,500 - 22,000

—

—

—

7.7

33.4

3.7

—

—

16-18

—

—

—

—

1. Source: U.S. Treasury, Studies and Proposals of 1969

The itemized deduction, therefore, is a reflection of, at least, some
of the problems of the tax policy.

For example, there are two taxpayers with

the same adjusted gross income; one is a homeowner, the other not. The home
owner is allowed to deduct from his adjusted gross income the property taxes,
interest on mortgages, whereas the tenant gets no deduction for the expenses
borne for rent. Without developing the merit or demerit of any particular
itemized deduction, there should not be so great a difference to standard deduc
tions for similar adjusted gross income and in the determination of a liability
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for taxes. This practice indicates that some provisions of itemized deductions
are not always in compliance with the ability-to-pay concept.
Although the 1969 Tax Reform Act proposed to restore the effective
ness of the standard deduction to about 80 percent of the taxpayers, the percent
age of standard deductions for 1970 has continued to decrease. There are no
available data from the Treasury Department to show any other trends at the
time of writing.

High-Income Taxpayers
The standard deduction does not affect the two million families who,
in 1969, fell below the poverty level; nor does it significantly affect the twenty •
million taxpayers who, in 1970, were in the $100 a week wage category; and it
is basically not considered by the nearly 400 taxpayers with income of over
$200,000 who do not pay any income tax. High-income taxpayers are concerned
with itemized deductions and income exclusions.

Both deductions and exclusions

lower taxable income. The national income figures reflected total payments of
dividends by corporations of about $21 billion, and roughly $15 billion appear on
tax returns.

This would indicate a $6 billion gap in reported returns, which

includes $3 billion in dividends paid to foundations and $3 billion in dividends to
non-taxable entities. It would seem logical that $3 billion paid to non-taxable
entities would be significantly allocated and distributed to the high-income tax
payers. The statistics on income shows that approximately 80 percent of
corporate dividends paid are to high-income taxpayers.
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Among high-income taxpayers, sources of income can cause extreme
variations in tax burdens.

Because of this, many of the privileged high-income

taxpayers are paying far less than their intended share of income tax burden,
while the less privileged are paying tax currently at very high rates.

The fol

lowing are examples of the aforestated conditions:
1. Jean Paul Getty, one of the richest men in the world, earns about
$300,000 a day. As an oilman, he is entitled to all the privileges
granted to oil exploration. As such, he pays only a few thousand
dollars taxes rather than the $60 million he would be expected to pay
if the privilege were not granted.
2. Mrs. Horace Dodge, before her death in 1970, received the benefits
of her husband's estate. This estate of $100 million was bequeathed to
her, and she converted it to tax-free municipal bonds. She earned
5% yield, or $5, 000,000 annually without ever having to file a federal
income tax return.

Excerpts from the Treasury Department Studies as shown in Table 7
indicate that the percentage distribution of returns by effective tax rate classes
reveals a great deal of variation in rates that are the causes for creating dis
parities and unfairness among this class of taxpayers.
Table 8 shows various adjusted gross income levels by effective tax
rates paid in terms of amended taxable income. The term "amended taxable

income" as developed by the Treasui'y Department means taxable income which
includes the sum of capital gains excluded plus tax exempt interest and the
excess percentage depletion over cost depletion, or depreciation. This amended
taxable income is used to maintain a common base for the effective tax rate
under the present law.

Average Effective Rates
Effective tax rates for high-income taxpayers are meaningful if they
are calculated on the amended taxable income basis because this includes per
sonal deductions that commonly influence the ability to pay taxes among all tax
payers and particularly the high-income taxpayers. Adjusted gross income and
taxable income are terms commonly used in the federal income tax law. These
terms do not reflect a common base because they exclude income from certain
sources and do not indicate the ability to the taxpayer to contribute the intended
share of taxes.
One limitation with the term "effective tax rate" is that an average
tax rate is computed for each class of taxpayers as seen in Table 8.
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Table 8.

Returns With Taxable Income, Marginal and Effective Tax Rates*

Adjusted
Gross Income
(thousands)

Average
Marginal
Rate^

Effective Rate
on Taxable
Income

Effective Rate Effective Rate
on Adjusted
on Amended
Gross Income Taxable Income

$50 - $100

51.1

35.8

29.5

32. G

100 - 200

57.3

45. G

37.3

37.8

200 - 500

57.3

53.3

41.7

37.9

500 - 1,000

58.2

55.3

41.7

35.8

1,000 and over

58.2

55.5

44.3

32. 7

1. Source: U. S. Treasury Tax Reform Studies and Proposals of
19G9.
2. The average marginal rate is the top dollar of income taxable at
normal and surtax rates.
3. Amended taxable is statutory income increased by items of
excluded income.
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It should be noted that a comparison between Tables 8 and 9 indicates
that the former is more useful because it does give a range of effective tax rates
and the percentage of taxpayers in each range. This will illustrate the pattern
which will enable the reader to see the inequities in an average effective rate.
There are two general patterns shown in Table 9. The first is a tax
class with an effective tax rate of about 50 percent, which is a part of the
average marginal tax rate. The second is a low effective rate of 20 to 30 per
cent, which is similar to rates found in a lower taxpayer's group. The second
general pattern of a low effective rate of 20 to 30 percent is the effective rate
usually paid by persons in the lower income group and is lower than taxpayers
in the $50,000 to $100,000 bracket. The higher income bracket taxpayers are
those individuals with gross income from wages and other sources and who
utilize other loss, including artificial accounting loss to offset deductions for
adjusted gross income. These taxpayers have adjusted gross income of over
$50,000. The lower income taxpayers are those below $20,000 whose gross
income comes primarily from wages and salaries and who enjoy a minimum
amount of deductions from losses from other sources and artificial accounting
losses.
It can be generalized that effective tax rates are reduced by the
excluded income. This excluded income includes the one-half long-term capi
tal gains realized, interest on state and local bonds, farm "tax losses," deple
tion in excess of basis, and the excess deduction for intangible drilling expenses
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over depreciation of oil wells. The income that is excluded clearly produces
inequities through which low rates of taxes are obtained by high-income taxpayers.

Table 9.

Factors Reducing Taxes for Taxpayers With Iligh Adjusted Gross
Income of $100, 000 or Over, 19G7 Level (Dollar amounts in millions)

Amended Adjusted Gross Income
Less: Personal Deductions
Amended Taxable Income
Less: One-half of Capital Gains
Less: Exempt Interest on Bonds
Less: Farm Tax Losses
Less: Percentage Depletion
Less: Others
Taxable Income
Taxes
Taxes as a Percentage of Taxable
Income
Taxes as a Percentage of Total
Income

All Over
$100,000

$100,000$500,000

Over
$500,000

$1G,720
2,350
14,370
3,775
440
70
60
105
9,870
4,715

$12,205
1,800
10,405
2,260
330
55
25
15
7,700
3,563

$4,515
550
3,965
1,515
110
25
35
90
2,170
1,152

47.8

46.3

54.1

28.2

29.2

26. 1

1. Source: U.S. Treasury, Studies and Proposals of 1969

Special Private Laws
The high-income taxpayers, in addition to having the possibility of a
low effective tax rate, can also have special laws instituted in order to get a
tax benefit not afforded any other taxpayers, and particularly not to low-income
individuals. Two illustrations will be used to show how these cases generate
benefits that are inequitable to other taxpayers. The cases are the Mayer
Amendment, and the most recent, the Uniroyal Amendment.
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Congress has always granted legislative relief to some designated
persons each year. However, unlike the general procedures, most of the pri
vate laws passed on federal income tax statutes are nameless.
Section 1240 of the Internal Revenue Code was enacted after the
effects of the Mayer Amendment. The case considered Louis Mayer, former
head of Metro-Goldwyn Mayer Studios in Hollywood, who retired after 20 years
of service. Mayer expected to get a share of the future profits for 5 years, or
until death and had a contract providing share of profits for a period of 12 years.
The taxpayer, instead of assuming the risk of the future operations, decided to
accept on large lump-sum payment (Mayer Amendment 1951).
However, if he took the payment, there would be a very heavy tax of
91 percent, the marginal rate in 1951. This would provide a very small net
benefit. The Senate Finance Committee was informed of the matter through a
proposed amendment presented by Ellswox^th Alvord, Mayer's attorney, who
made the presentation as an official representative of the United States Chamber
of Commerce (Mayer Amendment 1951).
The proposal requested that the condition be taxed as capital gains at
a 25 percent rate rather than as ordinary income. The amendment was accepted
by the Senate Finance Committee and eventually became law. This legislation
saved Mr. Mayer $3 million. The Act passed the Senate unnoticed, as no evi
dence exists of a debate on the matter.
The House of Representatives overlooked the Mayer Amendment
when it was considering the adoption of the 1954 Internal Revenue Code.
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However, Ellsworth Alvorcl again came back to the Senate Finance Committee
which re-enacted the amendment which again eventually became law, Section
1240 (Re-enactment of Mayer Amendment 1954).
The Leo Saunders Amendment was also nameless. Saunders was
ordered by the tax court to pay deficiencies and delinquencies on income of
$995,000. He took the matter to the Supreme Court, but was denied the appeal.
Two months later, a bill was passed from the Senate Finance Committee which
exonerated the taxpayer from his liabilities. The Saunders case showed that,
as a general contractor in Oklahoma City, he worked for the government in
connection with World War II contracts.
The Leo Saunders Amendment provided that the settlement of
$995,000 income received from the federal government should not be taxed as
regular income; however, the taxpayer did not declare it as income, but after
the investigation by Internal Revenue, he declared it as capital gains at 25 per
cent rate. The matter was taken to the tax courts which upheld the government
contention, and the taxpayer appealed to the Supreme Court, but as noted
earlier, the appeal was denied (Saunders v. Commissioner 1954). The bill
that passed in 1955 stated that claims against the United States must meet cer
tain qualifications. These qualifications were: (1) claims for contracts for
construction of installation facilities for any branch of the Armed Services of
the United States; (2) claims remaining unpaid for more than five years;
(3) claims for payment in 1949. The Congressional Report shows no debate or
reference to this matter. The situation was worse, since the bill was not a
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part of the Tax Code, but of the General Statutes of the United States (General
Statutes, Volume 70).

It is doubtful that anyone knows ail the private laws for

high-income taxpayers; nevertheless, it is believed that several thousand pri
vate laws are passed each year.

Summary
It has been demonstrated that the federal income tax system does not
apparently comply with the ability-to-pay doctrine. There are still many tax
payers with income in the generally accepted poverty level who pay taxes, and
several middle- and high-income individuals who pay tax at an effective tax rate
equal to the level paid by taxpayers with much lower income. Various forms
of income with low effective tax rates and itemized personal deductions are
responsible for a wide variation in effective tax rates.

The high-income tax

payer is often able to have special private laws or amendments enabling them
to receive benefits not afforded to any other taxpayers. These aforestated
conditions are factors that may cause the existing federal income structure to
be not in keeping with the ability-to-pay doctrine.

CHAPTER 7

INCENTIVES AND INEQUITIES

Since it is inevitable that inequities do and will exist in the income
tax system, students of taxation can easily prepare an extensive list of provi
sions which can be identified as inequities. At the same time, another exten
sive listing can be made of special benefits, privileges, deductions, and credits
identified as provisions providing incentives in the income tax system. The
researcher will identify the general characteristics of tax incentives and show
the relationship and similar characteristics existing between some incentives
and inequities. This hypothesis is demonstrated by presenting the definition of
incentives, identifying the general characteristics of tax incentives, tracing the
history of general incentives in the tax laws, reviewing the broad basis for
establishing incentives in the tax system, and presenting a summary of some of
the specific reasons for granting incentives.
Several provisions are developed and defined to determine whether or
not they meet the characteristics of incentives. Two selected provisions are
illustrated. In addition, a review is made of characteristics of these incentives
and the purposes and application for which they were granted in order to deter
mine if there are elements of unfairness and inequity among these characteristics.
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Incentives in the Tax Laws
Incentives of the federal income tax laws are those provisions which
grant credits, deductions, privileges, special benefits, and other tax advan
tages which are intended to achieve non-revenue goals considered desirable by
Congress.

Characteristics of Incentives
Three general characteristics for granting incentives are: (1) those
incentives affecting personal or household behavior; (2) those affecting business
activities; (3) those affecting governmental activities, both state and local.
Some of the incentives which influence business behavior are: (1) provisions
allowing special benefits for capital investments in certain industrial organiza
tions, such as investment in natural resources; (2) provisions allowing special
benefits for capital investment to industries meeting the immediate economic
needs of the society, such as investments in real estate programs; (3) provi
sions allowing special benefits for investment in certain capital equipment as
a device to stimulate economic growth, such as investment for tax credits.
Some of the provisions that influence individual and household
behavior are: (1) charitable contribution deductions; (2) selection of the type
and form of employment, such as working abroad or at home; (3) selection of
the form of business investment of the individual, such as the type of portfolio
to carry for capital gains income over ordinary income.
Other provisions that affect the activities of state and local govern
ments are the tax-free interest provisions granted to municipal and state bonds
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and the deduction of taxes paid to state and local governments. The tax exemp
tion for bonds of municipal and state governments was enacted for legal rather
than apparent incentive reasons. However, as time passed, the legal purposes
for this provision decreased, and the apparent purpose for maintaining this pro
vision was to provide general incentives. At least, the evidences of several
recent studies on this issue have maintained that the basic purpose of the con
tinuance of tax-free municipal obligations is for an incentive device to aid muni
cipal and state governments obtain financing. Despite the restrictive appear
ance of the reasons for granting incentives and the limited classification of
incentives, the apparent intent of Congress was to consider them from the
point of national interest and the ability of the incentive to contribute to a sound
economic policy. Generally, incentives give direct monetary assistance or
benefits through the tax laws.
A review of the spectrum of incentives shows that they are allowed
for the following reasons:
1. To grant privileges which will enable and encourage the private
sector full participation in several economic activities and which
will discourage a general increase in government expenditures or
activities.
2. To provide benefits to the private sector to perform economic
activities in which it is believed the governmental bureaucracy will
be unable to perform effectively.
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3. To provide capital for the private sector which would not have other
wise been accrued.
4. To provide state and local governments the right to issue tax-free,
low-interest bonds, which would be immune from federal income
taxation.
5. To provide benefits, such as income splitting, to maintain family
stability.
G. To provide exclusions from taxation such government benefit pay
ments as veterans payments, unemployment compensation, and
some servicemens' payments.

Intent of Congress
The legislative history of the federal income tax reveals that the
first income tax laws included very few deductions, credits, or exclusions; the
apparent intent of Congress was to tax income as clearly as the Commissioner
could determine. As Mr. Simmson stated in the Congressional debate in 1861,
"I thought of putting the word 'net' in, but I could see so many ways of evading
it that I thought it better to let the Secretary of the Treasury prescribe his
rules and let the bill cover all income" (Seidman 1938). The writers of the
first tax laws attempted to avoid all methods of evasion or avoidance that they
could identify or determine.
With the enactment of the Second Income Tajc law in 1894 and the
Corporate Excise Tax of 1909, the basic attempt was apparently to tax net

110

income. The 1909 law was even more particular and did not identify any deduc
tions other than ordinary and necessary expenses actually incurred.
The 1913 Act continued to avoid credits and deductions of any major
type with a few very specific exceptions. Exceptions included the exclusion of
income earned through the states, such as the salaries of particular government
employees, namely, the presidents and the judges of the courts, and the exclu
sion of the interest on municipal, state, and federal securities.
By the time of the passage of the 1916 Revenue Act, some additional
deductions allowed were considered necessary and reasonable under the exist
ing rules and regulations to be prescribed by the Secretary of the Treasury.
These acts were considered necessai-y since these incentives were expected to
achieve non-revenue goals, and were considered reasonable because they met
the basic rules of ordinary and meaningful benefits to taxpayers.

Tax writers

developed more experience, as was noted in an earlier chapter. The expertise
enabled them to institute more equitable or incentive provisions as they were
needed for the tax system. Some of these equitable and incentive provisions
took form as deductions, allowances, tax credits, exclusions, etc.
During the period 1913-1939, special deductions were not intended
by Congress to be special tax privileges, but rather necessary allowances,
such as capital gains, tax-free municipal interest. In addition, available
research indicates that many of these special benefits had little or no incentive
effect on the majority of taxpayers. However, since some of these special
deductions began to be included in the law during the period prior to 1920, the
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writer presents illustrations of provisions which apparently demonstrated some
degree of incentive effects during this time. Furthermore, legislative reasons
were given for supporting these adoptions. More specific illustrations are
developed through examinations of two of the most debated provisions presently
in the Code: capital gains and real estate provisions.

Capital Gains Provisions as Incentives
Despite the fact that the term "capital asset" was not included in the
law prior to 1921, there were implications of this form of asset in the First
Income Tax law of 1861.
The intent of Congress for granting the capital gains allowance was
to permit the taxpayers who held capital assets for a designated period of time
not to be penalized by lump-sum realization of the gradual increase in the value
of the property, and further, this permitted the individuals to be taxed at a
lower rate. The purpose of the section on capital gains was to permit a more
normal 11ow of sales of certain farms, mineral properties, and other capital
assets.
Prior to the enactment of this section, the legislators felt that there
were sales which were stopped or not considered because of the possible profit
and the consequent increase of the tax burden in the year of the sale. However,
the passage of Section 206 made it possible that the tax on the gain from the
sale of capital assets would be limited to 15 percent. The legislators arranged
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to remove any doubt as to whether capital assets were property held primarily
for resale.
The rate of taxation on capital gains was reduced to 12. 5 percent in
the Revenue Act of 1924. The Act further developed that capital gains could be
offset by capital losses and other operating losses of the taxpayer and that the
net capital gains tax rate would still be taxed at 12. 5 percent. The following
example will illustrate this situation:
A taxpayer has $125,000 in capital gains and $25,000 in capital los
ses. Ilis net capital gain is $100,000, but if he has a $10,000 net
operating loss from his business, he could deduct his operating los
ses of $10,000 from his net capital gains of $100,000 and be taxed
at 12. 5 percent of $90, 000, or 25 percent of one-half the net capital
gains.
Section 117 of the 1934 Act limited "capital losses from sale in
exchange of capital assets to the extent of $2,000, plus the gains from such
sales or exchanges. " This provision was inserted into the Act of 1934 by the
Senate Finance Committee to avoid hardships and to enable small taxpayers to
be as well off as under the prior law. Financial institutes were permitted the
deduction for net capital losses in cases of "bona fide investment," but the pro
vision did not allow for a deduction of the premium paid for a bond.

The provi

sion stated, "because in the case of government bonds held by the bank, the
interest is totally tax exempt, and when such bonds are purchased at a premium,
they calculate the real interest rate they are going to get . . . inasmuch as the
interest is tax exempt, it seemed to us that the premium should not be deducted
from the taxable income. "
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The benefit allowed to capital gains as a result of a redefinition of
capital asset in the Revenue Act of 1938 is that taxpayers, both individual and
corporate, had the privilege of taking the losses from the sale of property
against ordinary income. It enabled taxpayers to dispose of old and obsolete
property. The law also developed the terms short-term capital gains, shortterm capital loss, long-term capital gains, and long-term capital loss.
In 1942, the definition of the term "capital asset" included "real
property used in trade or business of the taxpayer." The Ways and Means
Committee felt that buildings and similar real estate investment should be
treated as capital assets even though they were subject to depreciation allow
ances, since the failure to consider this would result both in unfairness to the
taxpayer and considerable administrative difficulty. For example, when a
building was sold, it was necessary to separate the land from the building for
income tax pux-poses because the building under the 1939 Code was subject to
ordinary income and the land to capital gains. If there was a loss on the build
ing, it was to be treated as ordinary loss; if there was a loss on the land, it
was to be treated as a capital gains loss. This provision was an incentive in
order to encourage the continuous building programs to meet the increasing
demand of the society.
The 1942 Act required a holding period of more than six months for
long-term capital gains and a tax on 50 percent of the gain of the capital asset;
whereas a short-term capital gain had a holding period of six months or less
and was taxed on a basis of 100 percent of the gain. The alternative capital

114

gains on tax was a tax of 25 percent of the excess of net long-term capital gains
over the net short-term capital losses.

Reasons for Maintaining Capital Gains and Loss Provisions
Furthermore, a provision was enacted to allow any taxpayer having
a new short-term capital loss to carry over such loss to the succeeding taxable
year and apply it to offset any short-term capital gains in the succeeding year.
Such a taxpayer could carry over unused capital losses for five years. The
amount carried over was limited to the extent of the excess of capital gains
over capital loss of such a year, plus in the case of a non-corporate taxpayer,
the net income of the taxpayer, or $1,000, whichever was less. In cases where
there was carry over of more than one year, a first-in, first-out order must
be followed.
Since the inception of the provision, the proper method of taxation
for long-term capital gains has been a complex problem, and such gains have
been taxed separately and differently than ordinary income, and the "fruit tree"
doctrine, a common income tax jargon, has been applicable to this provision.
The fruit tree jargon implies that the fruit (income) comes from the tree
(capital assets) and the procedure implies taxation on that basis separately to
any ordinary income.
Other main reasons or incentives for taxing capital gains more
favorably are as follows:

1. That it is necessary that business investment and capital exist in
order to meet the extended capital and investment needs of the society.
2. That it is desirable to have mobility of capital and taxation of such
capital has an adverse effect on mobility.
3. That with respect to corporate investment, there is a substantial
element of double taxation. One, the earnings are taxed to the cor
poration; two, the reinvested capital proceed has no net economic
gains, and any tax imposed on the transaction reduces capital.
4. That long-term capital gains are largely the effect of inflationary
price level adjustments and are not economic gains. The advocates
of this concept feel that a tax system ignores the tremendous decrease
in the purchasing power of the dollar and may create inequities and
hardships of substantial magnitude (Sanden 1973).

The statement of Robert II. Haack, President, New York Stock
Exchange, at a public hearing on tax reform on the specific topic of capital
gains on March 18, 19G9, indicates a repetition of the 1963 statement, in that
if the committee wants more revenue for the federal government, the holding
period should be shortened and the long-term capital gains sale reduced.

If

equity is to be maintained, then the status quo on the capital gains provision
must be kept.
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Real Estate Investment Programs
Since 1962, real estate investment programs have been an attractive
tax incentive. This research will not consider the effects of leverage through
mortgage financing, nor the benefit of the reduction of cash investment, but
will focus on the principal tax advantages of depreciation on the full cost of the
property, the use of accelerated depreciation, interest payment on the mort
gage as a business deduction, subsequent tax-free or tax-deferred disposition
of property, and capital gains treatment at time of exchange or sale. Many of
the provisions which began as incentives have now developed the characteristics
of inequities.
Real estate tax shelters have two specific advantages in the existing
tax laws that are systematically exploited by real estate investors. These pro
visions are accelerated depreciation and capital gains. Accelerated deprecia
tion methods provide unrealistic write offs inconsistent with the facts in the
real estate field, and capital gains allows a tax liability at a rate less than half
the rate on ordinary income.
The public exhibited concern about the dangers inherent in the exist
ing real estate problem as far back as 1963. The Wall Street Journal, on
January 30, 1963, described how a real estate investor can acquire a property,
quickly write off the tax deductions against taxable income, and distribute the
untaxed portion to individuals and owners. In addition, the investor can sell
the property and acquire capital gains on the net value of the property.

In the

case of corporations, the stockholders will pay no income tax or reduce their

income tax because the distribution is a return of capital rather than dividend
income. The company or individual can then sell the building to a new owner
who could start the same process all over again. The company or individual
selling would pay a capital gains tax on the difference between the building's
depreciated value at the time of sale and the selling price received.

Accelerated Depreciation
Depreciation is taken on the full value of the property, even though
there is a high ratio of mortgage debt. Since depreciation is a non-funded
expenditure and there is no out-of-pocket expense, the taxpayer using the tech
nique is benefited because he recognizes expense deductions on property with
little or no equity. This advantage increases when the benefit of accelerated
depreciation is allowed, particularly if the taxpayer does not intend to keep the
property for an extended period of time.
The 19G2 Revenue Act permitted accelerated depreciation methods of
200 percent, and the sum-of-the-years digit method on the declining balance
for new buildings. Congress intended to liberalize depreciation allowances as
a way of providing individuals and business with more long-term investment
funds, and also the possible attraction of investment prospects. Studies at the
Tax Institute at Princeton show that the accelerating depreciation can encourage
the acquisition of depreciable assets by increasing the after-tax profitability
and by reducing the financial drain associated with purchasing of assets
(Terborgh 1959). The 19G9 Tax Reform Act limited portions of the liberalized
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depreciation allowances on real estate, but added 150 percent method of straightline depreciation lor buildings with over twenty years of remaining life and
125 percent of the declining balance for used buildings with an estimated remain
ing life of less than 20 years. Usually, when the aecelex-ated depreciation was
low, the investor could sell the property subject to capital gains rates and
obtain a recapture if the property was held for less than 10 years. All these
provisions were enacted to create tax incentives for investments in certain
types of real estate programs.

Active Investors
The Treasury Department Tax Reform Studies and Proposals of 1969
did not attempt to determine the specific amount of revenue lost from accelera
ted depreciation or capital gains on real estate investment programs; however,
studies cited two types of real estate investors participating in real estate
investment programs. The real estate investment programs are used by two
types of investors, i.e., those who are actively engaged in real estate, and
the passive real estate investors, i. e., those who are primarily active in a
field other than real estate. Table 10 on the following page lists a study of 13
taxpayers actively engaged in real estate investments.

Table 10.

Sample of Real Estate Operators for the Year 1966 1

Taxpayer

Wages and income Excess of real estate
from non real O deductions over real
O ft
estate investments
estate income
$37,670
(60,240)
188,840
261,080
10,150
229,260
226,450
8,760
(800)
2,140
169,400
(18,550)
20,890

1
2
3
4
5
6
7
8
9
10
11
12
13
TOTAL

$995,090

$18,980
94,110
196,250
9,350
46,610
3,740
2,840
(10,290)
18,110
(11,630)
(8,270)
6,830
3,110
$369,740

Taxpayer's share of
deductions over
income of real estate
partnerships

Capital gains on
Total of
sale of real estate* 3 all items

$2,150
-0213,620
270,300
1,560
322,510
198,860
-0-0-0264,080
-0-0$1,273,080

$44,800
90,380
388,270
117,520
280
117,780
32,910
14,300
(47,900)
56,040
72,950
364,080
8,880
$1,260,240

1. Source: The Treasury Department Tax Reform Studies and Proposals of 1969.
2.

Negative figures indicate excess of deductions over income.

3. Negative figures indicate excess of income over real estate deductions.

$61,340
(63,970)
87,240
98,950
(37, 740)
20,790
57,660
33,350
(66,810)
69,810
(13,420)
338,650
26,660
$612,510
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The findings in Table 10 can be summarized as follows:
1. Nine out of 13 cases paid no taxes at all.
2. Two out of four cases paid less than $25 taxes.
3. Eleven out of 13 cases had real estate deductions, including a share
of real estate losses from their partnerships.
4. Six out of 11 cases, real estate capital gains were more than the
excess of ordinary real estate net operating loss (real estate deduc
tions over real estate income).
5. Seven cases showed net operating loss from real estate partnerships.
6. Net operating loss was more than capital gains.

The Treasury Department review of the 13 real estate operators
from 1960 tlirough 1966 revealed that during that period, their adjusted gross
income was $1,700,000, and taxes paid were about $800,000. However, the
adjusted gross income included:
Capital gains for real estate

$ 4,330,000

Other capital gains

1,220,000

Dividends

1,110,000

Interest

110,000

Management fees and miscellaneous income

700,000

TOTAL INCOME

$ 7,470,000

Real estate deductions

$ 3,000,000

Taxes paid

800,000

Effective interest rate

11 percent

Effective interest rate after
real estate deductions

18 percent

Passive Investors
The Treasury Study continued with a review of 19 taxpayers listed
as passive real estate investors, as is shown on Table 11 on the next page. A
few noteworthy factors of the data are seen from an individual analysis of the
case:
1. The average income of each taxpayer from major activity is
$141,000; the reported taxable income is $85,000, the real estate
deduction exceeds real estate income of $77,500, and excess depre
ciation deduction resulted in net tax savings of nearly $45,000.
2. Depreciation is almost 75 percent of the rental income.

Interest is

over 71 percent of income so that depreciation and interest are
147 percent of rental income.
3. Although real estate deduction exceeds real estate income, cash
flow reveals that cash rental exceeds cash expenses. The amount
paid included the periodic payment of the loan principal.

Table 11.

Taxpayer
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
TOTAL

Selected Group of Passive Real Estate Investors for the Year 1966

Business
Income
$168,207
201,460
162,187
175,000
91,808
100,000
74,906
77,399
73,507
191,983
46,797
305,866
124,452
83,985
136,908
131,158
174,549
186,204
174,042
$2,680,418

Taxable
Income
$125,722
115,007
115,034
60,909
166,402
62,827
34,178
60,877
5,944
164,839
36,172
221,371
135,051
64,480
64,393 .
9,488
106,340
57,806
0
$1,606,840

Excess Real
Estate
Deductions

Taxable
Income With
out Excess
Real Estate
Deductions

$46,680
37,194
28,911
28,131
46,680
33,168
39,915
20,734
55,418
128,122
9,860
257,103
101,488
20,441
73,892
92,062
113,951
135,046
204,979

$172,402
152,201
143,945
89,040
213,082
95,995
74,093
81,611
55,117
292,961
46,032
478,474
236,539
84,921
138,285
101,550
220,291
192,852
193,805

$1,473,775

$3,063,196

Tax Without
Excess Real
Estate
Deductions

Tax Savings

Taxes Saved
as Percent
of Real Estate
Deductions

$61,285
57,785
56,750
27,003
76,886
25,124
9,127
23,586
1,069
77,002
11,082
123,970
63,000
25,733
25,375
1,830
46,296
22,451
0

$93,095
83, 443
74,670
45,750
105,529
45,024
25,567
35,339
20,946
165,139
13,159
266,099
132,536
37,546
71,197
43,911
120,027
103,551
108,182

$31, 810
25,658
17,920
18,747
28, 643
19, 900
17,440
11,753
19, 877
88,137
2,077
142,039
69,536
11,813
45, 822
42,081
73,731
81,100
108,182

70.4
69.0
62.0
66. 6
61.4
60.0
27.6
56.7
31.5
68.8
21.1
55.3
68.5
57.8
62.0
45.7
64.7
60.0
52. 8

$735,354

$1,591,620

$856,266

58.1

Tax

1. Source: U.S. Treasury Department Tax Reform Studies and Proposals of 1969.

Table 11 (continued)

Depreciation
as percentage
of rent

Interest as
percentage
of rent

Total expenses Depreciation as Interest as
percentage
as percentage percentage of
of basis
basis
of rent

Taxpayer

Depreciation

Interest

Rent

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19

$57,596
44,154
60, 881
57,171
57,596
54,108
49,525
33,664
44,034
159,616
18,550
516,424
148,301
36,663
91,394
144,035
149,231
269,476
231,891

$55, 406
39,485
54,728
66,864
55, 406
57,937
49, 819
24,102
73, 572
210,421
14,561
408, 407
137, 851
32, 857
96, 883
106,750
148,598
214,161
247,959

$66,322
48,477
86,698
95, 904
66,322 78,877
61,821
38,604
63,158
241,915
24,112
694,834
184,664
49,956
118,920
175', 237
190,337
363,219
288,736

86.8
91.1
70.2
59.6
86.8
68.6
80.1
87.2
69.7
66.0
77.0
74.3
80.6
73.4
76.9
77.1
67.9
74.2
80.3

83.6
85.6
63.1
69. 7
83.6
73.5
80.6
62.4
116.5
87.0
60.4
58.8
74.75
65.8
81.5
60.9
78.13
59.0
85.9

170.4
176.7
113.3
129.3
170.4
142.1
164.6
153.7
187.7
153.0
140.9
137.0
155.0
140.9
162.1
152.5
159.9
137.2
171.0

TOTAL

$2,224,310

$2,938,083

75.7

71.3

150.1

$2,095,767

—

—

—

—

—

—

—

—

—

—

—

7.92
8.20
6.98
6.86
7.62
7.35
—

—

7.97
5.87
11.67
9.04
5.98
5.81
—

7.56
8.58
7.62
8.14
7.68
7.45

6.78
8.27
5.65
8.11
6.11
8.62

8.15

7.63

Table 12.

Selected Cases of Capital Gains on Sale of Real Estate for the Years 1962 through 1965
Cases In which land sale was not reported separately from improvements
1

2

3

4

Total

$1,171,000

$1,275,000

$3,215,000

$1,052,000

$6,713,000

1,111,000

1,202,000

3,041,000

1,034,000

6,388,000

Depreciation

102,000

239,000

1,030,000

170,000

1,541,000

Gain

162,000

312,000

1,204,000

188,000

1,866,000

Section 1250 gain

-0-

26,000

-0-

34,000

60,000

162,000

286,000

1,204,000

154,000

1,806,000

24

48

48

12

33

Depreciation method

S/L

DDB

DDB

DDB

—

Operated at a loss

Yes

Yes

Unknown

Yes

—

Depreciation as percent of gain

62

76.6

85.5

90

78.5

Net depreciation as percent of gain

62

68.2

85.5

72.3

72

Net depreciation as percent of capital gain

62

76.1

85.5

88.3

78

Depreciation as percent of cost

9.4

19.9

33.8

16.4

19.9

Annual average depreciation as percent
of cost

4.7

5.0

8.5

16.4

8.7

Sales price
Cost

Capital gain
Holding period in months

1. Source: U.S. Treasury Department Tax Reform Studies and Proposals of 1969.

Table 12 (continued)
Cases in which land sale was reported separately from improvements
1

2

3

4

Total

$1,259,000

$1,328,000

$456,000

$839,000

$3,882,000

993, 000

998,000

491,000

866,000

3,348,000

89,000

124,000

134,000

109,000

456,000

355,000

454,000

99,000

82,000

990,000

44,000

40,000

-0-

-0-

311,000

414.000

99,000

82.000

906.000

18

30

24

30

25

DDB

DDB

DDB

DDB

~

Yes

Yes

Yes

Yes

—

25

27.3

135.3

132

79.9

Net depreciation as percent of gain

12.7

18.5

135.3

132

74.6

Net depreciation as percent of capital gain

14.5

20.3

135.3

132

75.5

Depreciation as percent of cost

9.0

12.4

27.3

12.5

15.3

Annual average depreciation as percent
of cost

6.0

5.0

13.7

5.0

7.4

Sales price
Cost
Depreciation
Gain
Section 1250 gain
Capital gain
Holding period in months
Depreciation method
Operated at a loss
Depreciation as percent of gain

84,000
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The Treasury Department study showed gains on disposition of real
estate in Table 12 on the preceding pages.
A summary of the data is as follows:
1. The average taxpayer held the property for an average of three and
one-half years of an average useful life of 29-1/4 years.
2. No one used the sum-of-the-years digit method of depreciation, and
only one of four taxpayers used the straight-line method in the cases
studied. Double declining balance method was used in three out of
four cases.
3. The annual depreciation average was 6.3 percent of cost, or about
22. 3 percent of cost over the three and one-half years.
4. Most taxpayers showed sales in excess of cost, two taxpayers
operated at a break-even point for "tax purposes," and one made a
small after-tax profit. No data were available for one of the
taxpayers.
5. Many of the gains reflected before 1964 depreciation were not sub
ject to the recapture rule (Section 1250, IRC 1954).

The Treasury Department stated that if the recapture rule had been
fully applicable, most of the prior depreciation would be taxed under the capital
gains rate. The Treasury Department believed that about 70 percent of the
gains would be capital gains attributable to prior depreciation on property.
The investigation indicates that the tax incentives of accelerated depreciation
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for real estate development have two additional effects: one was the incom
patibility with an equitable tax system, and the other was an incompatibility
with the federal budget control and expenditure allocation.

Both capital gains

and accelerated depreciation have characteristics of vertical and horizontal
inequities, and both reveal the application of the tax system and the inability of
the tax system to levy tax liability in accordance with the concept of ability to
pay.
Table 12 is based on a set of sales on which gains were reported.
These sales represent the following:
1. Instances in which the taxpayer reported the sale of the land and sale
of improvement on a combined basis.
2. Cases where land and improvements were reported separately.

Despite the fact that the taxpayers made a great deal in net cash
receipt and increased wealth, and despite such taxpayers' accumulating hun
dreds of thousands, or even millions of dollars of income, these earnings made
little, if any, contribution to the nation's revenue, since the income was offset
by excess write off of the tax sheltered deductions. One example shows a tax
payer who made over $5 million from sales and another $2 million from man
agement fees. As a result of accelerated depreciation deductions, the tax
payer paid only $800,000 in taxes, an average of about 11 percent. This is
equivalent to the rate paid by a taxpayer with two children and whose income is
less than $10, 000. This example presents a clear picture of vertical inequity.
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The Tax Reform Act of 19G9 placed many limitations on the tax
advantages or incentive provisions of the real estate programs. However, real
estate programs have a wide and diversified group of incentive considerations
to be taken into account.

Presently there are several areas of investigation

that could be pursued from the real estate investment programs. One area is
the economics of the investment without the consideration of tax consequences.
The other area is the tax aspect of real estate investment programs. The first
area or level is not considered. However, an analysis of the second area shows
that this consideration can be divided into two segments. The first is the
analysis of the tax structure and the specific tax consequences inherent in real
estate investment programs, and the second is the tax characteristics of the
real estate investor's personal situation.
Tax consequences relative to the real estate investment involve ques
tions of the kinds of deductions that can affect the agreement, the quality of the
contract, and the timing of the relationship. These deductions included a wide
range of items such as real estate taxes, ground rent, interest on construction,
interest on mortgage, construction loan commitment, management fees, depre
ciation, investment credits, etc. The quality of these deductions in any particu
lar deal or relationship had been evaluated in order to best understand the
final tax consequences and to determine if there were clearly deductible items
or if there were questions on its deductibility. The available choices as to
when these deductions could be taken or deferred had to be understood.

The

available choices as to elections required or permitted by the Code had to be
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made by the individual or partnership or other business entity involved and had
to be understood in order to compare the tax consequences of a particular deal
with any other.

Tax Planning in Real Estate Programs
The greatest tax planning impetus to real estate investments is in the
partnership form under the existing federal income tax structure. Individual
ownership permits receipt of tax deductions and benefits by the individual from
direct investment. This is the same characteristic inherent in a partnership.
Although partnership is an entity, it is treated as a conduit with each partner
operating on a separate basis in accordance with a predetermined agreement.
Tax consequences are shared by each individual partner. As such, the bene
fits or privileges accrue to the individual and affect the individual taxpayer's
income.
Corporate ownership, on the other hand, is treated as an entirety,
with the effects solely on the corporate level. Tax consequences are those of
the corporation. The one exception to this is one under which an election may
be made to treat corporations more like partnerships under Subchapter S of the
Internal Revenue Code. At the time of writing, most real estate investment
programs are in trusts, partnerships, and Subchapter S corporations. Since
tax planning represents one of the major applications of the laws that may
result in equitable characteristics, then the more astute the tax planning pro
gram, the greater are the possibilities of inequities. This is further evidenced
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by the extended artificial accounting losses in real estate resulting from deduc
tion of accelerated depreciation in the total cost of the assets, even though the
equity in the asset is sometimes less than 10 percent deduction of construction
interest, which is an expense; benefits of capital gains privileges and for the
benefit of inactive investors particularly.

Some Illustrations of Effective Planning

~

This elaborate and complex planning to postpone or to avoid the tax
consequences through real estate investment in partnerships, trusts, or dummy
corporations is clear evidence of the ability and skill of the tax expert to cir
cumvent the basic intent and incentives of the tax structure and to create hori
zontal inequities to those investors who are not able to participate. Since 1969
and particularly since the case of Molin Properties, Inc. v. Commissioner
(1943), the Internal Revenue Service lias been given greater latitude, and the
dummy corporations have been held liable for taxes due.
Other examples showing the effect on the tax factor on real estate
programs are presented:
1. An individual taxpayer with earnings of $200, 000 can sell at a loss
to reduce his taxes. Assume that such a taxpayer is in a partner
ship which owns a $100, 000 apartment building with a 20-year life
span. This taxpayer's investment is $1,000. There are ten part
ners with $1, 000 each and financing for the remaining 90 percent.
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The partnership uses the accelerated depreciation rate of twice
straight line. The taxpayer, through the partnership, gets real
estate depreciation of $10,000. Interest deductionis $6,000. Rental
income is $4,000, and he has a $12, 000 loss. The second year, he
gets a cash return of $2,000 profit based on straight line, but has
$5,000 excess depreciation. The property is sold on the first day of
the third year at a loss of $50,000 to offset income of partners, each
partner getting $5,000 capital loss. This loss is an artificial account
ing loss, since he has received a return larger than his original
investment. He has absorbed excess depreciation for the two years,
and the loss of sale was created to offset income from other sources.
2. Another is an individual taxpayer with three apartment houses who
wants to sell them for less than cost. He is offered a good house
and a set of salable lots in a deteriorated neighborhood. The deal
could be a taxable exchange for the house; hence, the taxpayer would
exchange the lowest valued apartment for the house and thereby
eliminate, or reduce, any taxable income. The remaining two
apartments would be traded in for the lots and would be under the
provision of a tax-free exchange.
3. A taxpayer might find that a contingent price sale might be a better
tax advantage than an outright sale. The taxpayer desired to sell
his service station which yielded an annual average after-tax net
income of about $12,000. The station had a cost basis of $36,000,
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and there was an outright sale for $40,000 cash, plus a 20-year
note for $40,000. The capital gains would be about $44,000 taxable
income. However, if he sold it for $44,000 with a down payment,
plus 15 percent of the net income ($1,800) for 20 years, the taxpayer
would have taxable income of $8,000 in the year of sale ($44,000, the
contract price, less the cost of $36,000).

In illustrations one and two above, the taxpayer utilized tax provisions
to his own needs and not to contribute similar amounts of taxes in accordance
with the occurrence of a similar or general economic event. In one or more of
these, artificial losses were sustained, and the levy of taxes in either case was
not in accordance with the net accretion concept of income and the ability-to-pay
doctrine. Illustration three showed the horizontal inequities that could occur
from the contingent price sale.

Summary
Incentives in the federal income tax system are usually established
as a normal tax policy to provide equitableness to certain groups of taxpayers
and for some non-economic benefit. In many instances, the provisions enacted
such as capital gains, are not identified as incentives at all. However, as time
passes, many of these provisions develop characteristics which provide the
taxpayer or group of taxpayers with a specific privilege or benefit not enjoyed
by other taxpayers in a similar income position. These benefits usually result
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in unequal treatment to tnose who are not participating in the specific activity
and do not allow the tax system to levy its taxes on the basic ability of each
taxpayer to contribute his fair share. These unequal treatments are unfair,
hence, they develop inequitable characteristics.
Capital gains and real estate provisions were instituted as equitable
reasons and continued for a time applying those criteria.

Nevertheless, the

complexities of the laws, the skill of the tax experts to circumvent the law, and
the inherent weakness of the legislation over a period of time have usually
resulted in unfair and inequitable practices.
This chapter demonstrates that some provisions such as real estate
investments with accelerated depreciation which were originally set up as
economic incentive devices have adopted weaknesses in the application of pre
ferential treatment for some taxpayers. As is evident from the development in
this chapter, it has indicated that accelerated depreciation for real estate
investment programs was to enhance the flow of capital and funds into this
form of investment. However, the real estate investment contribution to the
tax erosion and inequity is that the greater concern for public policy had been
replaced by individual self-interest. This procedure led to the development of
highly complex patterns and intense tax planning by tax experts to avoid
unwanted problems, to incur little or no tax liability, and to accumulate maxi
mum possible asset value from the investment.
The advocates of maintaining and taxing capital gains and losses on
a separate basis to ordinary income claim that without this, there can be no
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growth to economic investments ancl acquisition of capital assets.

These advo

cates do not consider that this return has the same economic benei'its as the
return on ordinary income. Again, the public interest is replaced by individual
taxpayer self-interest. These incentives on real estate investment programs
and capital gains listed in this chapter negates the principle of ability to pay
and the net accretion concept of income, and hence, result in inequitable condi
tions in the tax system.

CHAPTER 8

LEGISLATION ALLEVIATING INEQUITIES
CREATE NEW INEQUITIES

The continuous effort of the Treasury Department has been to work
toward reducing any existing weakness in the federal income tax laws.

Legis

lative history shows that laws are enacted to make the system more equitable
or to provide incentives for the taxpayers. From time to time, as revenue
laws become too individualistic or too hazy in interpretation, codification is
enacted or new codes are developed, or amendments are made to the existing
codes. These endeavors are directed toward the establishment of a more effec
tive code, elimination of areas in the laws with duplication, and summarization
of provisions whenever possible. These steps are expected to avoid or reduce
the possibility of misinterpretation, prevent avoidance or evasion of the tax:,
and lessen the possibility of economic hardship as a result of the complexity of
the tax system. The continuous need for revision and change indicates that the
Congress feels laws are not fulfilling their goals, or that situations change, or
that is a democratic society with a progressive income tax, the need for change
and reform is always evident.
The hypothesis tested in this chapter is that legislative provisions
enacted to alleviate inequities create new inequities. Support for this hypothesis
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will be developed from two points of view. The first is that legislation over a
period of time has been ineffective in solving the economic imbalance in the tax
structure. The second is that the tax laws have not developed the ability to
adapt themselves automatically through major reforms whenever evidence indi
cates the need for the elimination and the reduction of inequities.
The first point is developed by a review of various tax laws to deter
mine the major purpose of the laws, the effects of some of the provisions, and
the application of these laws. The second point will trace the effect of legisla
tion on two provisions to see if adaptation can be made of existing laws, or if
new laws ai*e needed to modify the effects and weakness of the old ones.

Effects of Legislation on the Tax Structure
The legislation considered includes the 1954 Code, the Revenue Acts
of 1964, the Tax Reform Act of 1969, and the Revenue Act of 1971. The Ways
and Means Committee of the United States House of Representatives began a
series of hearings in 1953, resulting in the 1954 Code. The bill gave a series
of tax reliefs, corrected some inequities, and removed several barriers to
economic growth.

Furthermore, it reduced and removed several abuses that

were apparent in the tax system.
The 1954 Code eliminated tax avoidance in the following areas:
1. It prevented trafficking in loss corporations.
2. It blocked tax avoidance-through the use of collapsible partnerships
and other business organizational devices using the partnership form.
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3. It ended the preferred stock bail-out, which allowed the ownerstockholder to withdraw dividends at capital gains rates.
4. It eliminated several methods through which insurance policies were
used as tax avoidance.
5. It lessened several tax avoidance devices which used the corporate
form.
0. Net operating loss was extended from one-year back to one-year
carry-backs and five carry-forwards.

Although the 1954 Code is still in existence, several major revenue
acts have been legislated to amend, lessen, and alleviate inequities that have
come into the regulations.
In 1961, the Revenue Act was concerned with encouraging economic
growth through the following provisions:
1. Developing tax incentives, advances in technology, and the growing
supply of more efficient tools and equipment for the modernization
and expansion of capital.
2. Eliminating special privileges for foreign tax by preventing the con
tinued use of "tax havens" and deferral privileges in developed
countries.
3. Correcting some structural defects in the income tax system, such
as accelerated depreciation for certain types of assets.
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Since the 1954 Code, some special provisions of the income tax
system have developed into an increasing source of preferential treatment to
various groups. Many of these eventually developed unfairness and inequitableness; nevertheless, some departures from uniformity are needed to promote
desirable economic objectives. For example, the presidential 1963 tax mes
sage proposed both rate reduction and tax reform. The structural revision
called for the following (U.S. President 1963):
1. Relief of hardship and encouragement of growth.
2. Broadening of the tax base and an increase in equity.
3>. Revision of capital gains for growth and an increase in equity.

Relief of Hardship
The 1964 Revenue Act enacted several provisions to relieve the hard
ship developed from eaiTier regulations. Some of these provisions were:
1. The development of minimum standard deductions enabling single
persons to be exempt from the first $900 of income.
2. The development of a more meaningful child care support program.
3. Special consideration of citizens over 65 years of age.
4. Income averaging provisions providing more equitable treatment for
those taxpayers who receive in a single year an unusually large
amount of income as compared to their average income for preceding
years.
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5. Charitable deductions extended from 20 to 30 percent providing at
least 10 percent of the adjusted gross income was donated to church,
religious, or educational institutions, medical facilities, or for
medical research.

Broadening of the Tax Bases and an Increase in Equity
/
The broadening of the tax base has been proposed to allow for a more
equitable structure of the tax system. It was pointed out in an earlier chapter
that the standard deduction was set up to provide a procedure for broadening
the tax base and to provide greater equity for taxpayers in a similar income
bracket.
1. Establishing a floor for itemizing deductions.
2. Simplification and liberalization of medical expense deductions.
3. Unlimited charitable deductions.
4. Repeal of sick pay exclusion.
5. Repeal of premium on group life insurance.
G. Repeal of the dividend credit and exclusion.
7. Personal holding companies eliminated.

Revision of Capital Gains Taxation
By the early 1960s, it was felt the tax treatment on capital gains and
losses was both inequitable and a barrier to economic growth. With the excep
tion of changes by adding other income items to capital gains, there have been
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no significant changes in the provision prior to 1942. Some of the changes pro
posed wex-e:
1. That the percentage inclusion be reduced from 50 percent of the gain
to 30 percent.
2. That the holding period be extended from six months to one year.
,3. That there be allowed an indefinite carry over of losses.

The Tax Reform Act of 1969 attempted to close many tax planning
opportunities that resulted in inequities under existing tax laws. The law
brought about the following changes:
1. The tax privileges of owning cattle, particularly in the portion deal
ing with the breeding of cattle, were reduced.
2. The special accelerated write-off of depreciation for low-income
housing investment was modified.
3. A slight reduction from 27-1/2 percent to 22 percent was made in the
oil and gas depletion allowances.
4. Anticipated capital gains were changed from 25 percent to an accel
erated percentage base on the amount of capital gains. The first
$50,000 of long-term capital gains is taxed at 25 percent, and the
long-term capital gains over $50,000 taxed at a rate up to 35 per
cent. However, tax planning might spread the gains over several
years.
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The changes were characteristic of possible inequities in existence
as a result of prior regulations.
The Revenue Act of 1971 has many provisions which have served to
restrict tax benefits and avoid the continued inequities developed from earlier
regulations. Some of the liberalizing effects of the law are the increasing of
personal exemptions and standard deductions and the encouragement of invest
ment in long-term capital through the restoration of the investment credit.
Another is the development of the Asset Depreciation Range System, which is
a new system of depreciation based on class life. This Asset Depreciation
Range System is called the Class Life Asset Depreciation Range System and
allows taxpayers to take as a reasonable allowance for depreciation an amount
based on any period of years selected by the taxpayer within a range specified
for specific classes of assets. The taxpayer is expected to select the period of
years for the asset life and to determine a depreciation allowance under one of
the methods allowed by the Internal Revenue Service.
The 1954 Code, the Revenue Act of 1964, the Tax Reform Act of 1969,
and the Revenue Act of 1971 have been briefly reported here to demonstrate
how the laws have been enacted to alleviate inequities. New laws have been
enacted to amend old laws that have become less effective and also to alleviate
inequities. It seems apparent that the intent of Congress in the legislation of
new revenue acts and revision of the Code is to give the taxpayer more equitableness or to develop new incentives.
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The House Ways and Means Committee regularly attempts to have
hearings that seek out conditions that can resolve economic hardship created
by inequities. Constant review of incentives seems needed, since these privi
leges usually result in inequitable conditions over a period of time, or after
the benefit of the incentive is served.

Evidences indicate that laws and regula

tions approved by Congress to date have affected only minor improvement in
eliminating inequities.
The second portion of this chapter will show, through practical
illustrations, that tax laws do become ineffective after time passes. The
analysis of the real estate program which follows shows the ineffectiveness of
the law in meeting the inequitable characteristics resulting from the existing
conditions.

Real Estate Programs Analyzed
A major provision to be examined is the real estate tax shelter pro
grams. The provision, in the legislative history, shows, prior to 1938, that
gains or losses on the sale of real property were usually handled as capital
gains or losses. In 1938, the House Ways and Means Committee proposed to
change the laws so that gains or losses on the sale of real property were to be
considered as ordinary gains or losses. However, the Senate Finance Commit
tee claimed that gains or losses on such sales should be capital gains or losses.
It noted that the tax was optional and existed only when gain is realized on a
sale. The Senate Finance Committee continued by stating that capital gains
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tax in the system encouraged substantial capital movement from one investment
to another, hence, "an excessive tax on capital gains would freeze transactions,
restrict the flow of capital into productive investment, and adversely effect the
employment situation." The Revenue Act of 1942 defined gains on sale of real
property as capital gains. Land and buildings were considered as capital assets.
The Senate Finance Committee reasoned that the allocation of the sales price
between land and buildings was a difficult one, and the new provision would avoid
the separation being forced. The 1942 Act considered that depreciable real
property should have the same treatment whether it was real property or other
property in order to lessen the inequitableness that existed otherwise.

Accelerated Depreciation
The 1954 Code adopted accelerated depreciation for real property.
The history of this provision shows that it was first applied to buildings and
appeared to have been in the law as a result of happenstance. At that time,
there was nothing in the legislative history that indicated an intent to provide
a specific incentive for more or better housing. Dan Throop Smith, a framer
of the 1954 liberalized depreciation for industry and machines, felt that accel
erated depreciation was not needed for real estate (Smith 1965). He claimed
that a depreciation allowance on the straight-line basis was sufficiently liberal.
Despite strong objections to accelerated depreciation, the provision was
enacted. This inadvertent extension of accelerated depreciation to buildings
created a variety of unanticipated problems.
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As capital flowed into real estate and the high rate of debt financing
grew, the advantages of accelerated depreciation based on the entire depreciable
cost loomed larger in relation to a thin margin of equity capital. It was appar
ent that, as a result of these conditions, the following possible abuses were
manifested: deferral of taxes, conversion of ordinary income to capital gains,
spill-over of depreciation losses against other income, a form of negative tax
with the after-tax income more than the pre-tax income, and the development
of other tax avoidances in debt financing of real estate tax shelters.

The Recapture Rule
The Revenue Act of 19G4 included several provisions that were
attempts to lessen some inequities in real estate taxation; however, these
attempts affected only a few taxpayers. An illustration of this is the Recapture
Rule in Section 1250, which allowed a limited amount of depreciation to be
recaptured as ordinary income. The Recapture Rule provided for a greater
taxable income; nevertheless, this taxable income and the tax liability result
ing therefrom could be avoided if the taxpayer delayed the sale or exchange of '
the property for ten years, the recapture period.

The Wrap-Around Mortgage
The Tax Reform Act of 19G9, recognizing that earlier legislation did
not effectively prevent inequities, was enacted to adjust and modify the effects
of older laws with inequitable characteristics. The new law placed a recapture
on the excess of accelerated method of depreciation over straight-line, but
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only for non-residential realty. There has been some modification on resi
dential realty, reducing the accelerated depreciation to 150 percent, rather
than the 200 percent allowance, and reducing the accelerated depreciation for
residences with less than 20 years life to 125 percent allowance of the straightline method.
The Tax Reform Act of 19G9 can now be circumvented, particularly
with the Recapture Rule and deferral of gains, by having the buyer and seller
agree to have property placed in escrow. The seller of realty who contem
plates reinvestment ol' the proceeds of the sale can avoid the taxable gains,
providing both buyer and seller can agree, and if the buyer is not in a great
hurry to take possession of the property. This is commonly known as
"wrap-around" (Barnett 1974; Cochrane 1971; Nad 1971).
The wrap-around mortgage is defined as a second mortgage which
comprises the unpaid balance of an existing first mortgage on the taxpayer's
property, and an additional sum advanced by the lender, in which transaction
the first mortgage is preserved. The wrap-around lender does not assume the
first mortgage, but agrees with the owner-mortgagor to make, out of the pay
ment received, usually on a level periodic basis, the periodic payment of prin
cipal and interest on the first mortgage.
This application can be applied in the sale of property or in refinan
cing. The wrap-around can be effectively used as an element in bargaining
through which the parties may, in effect, accomplish a "trade-off" of varia
tions in interest on the debt against variations in the price of the sale itself.

Table 13.

Year

Cash Flow and Taxable Income to Lender—Wrap-Around Mortgage

CASH RECEIVED
Interest
Principal

Total

CASH PAID
Interest
Principal

Total

Net
Cash
Flow 1

Net
Interest
Income^

1

255.0

506.2

761.2

103.0

304.6

407.6

353.6

152.0

2

212.0

549.2

761.2

84.8

322.8

407.6

353. 6

127.2

3

165.2

596.0

761.2

65.4

342.2

407.6

353.6

99.8

4

114.6

646.6

761.2

44.8

362.8

407.6

353.6

69.8

5

59.6

702.0

761.2

23.0

384.6

407.6

353.6

36.6

806.4

3000.0

3806.0

321.0

1717.0

2038.0

1768.0

485.4

1. Net cash is the excess of cash received over cash paid.
2. Net interest is the excess of cash interest received over interest paid. Compare net cash with
interest income.
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This enables the seller to avoid the higher sales prices on which a tax would be
paid on capital gains compared with a tax on the interest yield. Such a seller
would be able to compare the net benefit to him resulting from additional inter
est income, taxable at ordinary rates with the after-tax yield of a sale which
could include long-term capital gains, and also the possible depreciation recap
ture taxable at ordinary income.
The income tax advantage to the wrap-around lender is in his interest
income. This can be reported on the "gross" basis with deduction of interest
expense, or on the net basis, which would include only the net return specifi
cally applicable to him. The taxable income is, of course, the same under
either concept; however, several factors bearing on tax liability could be
affected. Some of these factors, selected randomly, include the limitation on
charitable contribution deductions and medical expenses.
Also, in computing" the amounts recognized under the installment
method, "the installment payments actually received" include all the payments
of principal which are to be satisfied out of the payments by the mortgagor or
which take into consideration the amount of principal applicable to the senior
indebtedness. An example of cases supporting the proposition is that the
indebtedness to which the property is subjected, although not assumed by the
owner, may be taken into account in determining the basis of the property for
depreciation and is included in the "amounts realized" for the purpose of
computation of gains or losses on the sale or exchange of the property. The
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following exhibit is an example of a wrap-around mortgage in the case of sale
of real property:
Adjusted basis of property
Unpaid mortgage (senior mortgage) is due
in five years and rate of 6 percent.

$ 3,000

Original amount of $3,000 on a ten-year
basis has a level of 407. GO annual payment

1,720

Selling Price

3,600

Cash Received

GOO

Wrap-around mortgage payable in five years
at 8-1/2 percent with a level payment of 761.20.
Note the first mortgage is assumed by buyer.

3,000

Effective amount of wrap-around

1,280

Total Wrap-Around Mortgage

3,000

Wrap-around mortgages and sales exhibited above are ways of cir
cumventing the existing legislation. The new device shows the weakness and
the inequities in the law. It further demonstrates that those who are able to
require the skill of the expert tax accountants and lawyers can have tax plan
ning which will continue to give great benefits to such taxpayers. Such situa
tions are evidences of inequities in the legislation.
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Adaptation of Tax Laws to Major Reforms
Laws are usually set up for existing circumstances, and the tax laws
do not automatically adjust themselves to major reforms or changes. Once the
laws are enacted, the taxpayers begin the attempt to circumvent the existing
statutes. Only new statutes can change any weakness or abuse that might
develop. The historical review presented earlier in this research shows that
new measures of legislation are generally needed to reform the tax structure
and to modify any existing inequity. This can be illustrated by tracing the his
tory of some real estate investment provisions. The real estate programs have
offered a full package economic financial and tax benefit. This combination has
been a large part of the attraction which has given rise to tax shelter generated
through special privileges and tax deductions for interest payments, deprecia
tion, deductions, etc. The establishment of accelerated depreciation in 1962
was intended to place real estate in the same principle as other assets which
were afforded the same type of depreciation privileges earlier. Nevertheless,
by 1964, there was an inherent weakness in the accelerated depreciation; con
sequently, Congress enacted the depreciation recapture provisions.

This

change was apparently not sufficient because, as time passed, the accelerated
depreciation continued to make provision for large tax-free returns. Careful
tax planners have examined and compared the various methods of depreciation,
including the recapture provision, with other elements of the real estate con
tracts (particularly amortization contracts) in order to obtain the best possible
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tax advantages. By 1969, this practice had developed unfair and inequitable
patterns that the Tax Reform Act of 1969 enacted several limitations on tax
shelters and tax advantages from accelerated depreciation.
Since the passage of the 1969 Tax Reform Act, the tax planners have
begun developing the new structures to circumvent the law. At the present
time, depreciation deduction is still available, including accelerated deprecia
tion methods on the full cost of the property, no matter the amount of equity
and mortgages held on the property. In addition, a combination of other provi
sions are available for use. Among these provisions are: capital gains treat
ment of real estate profits, tax-free exchanges of real estate, delaying and
deferring transfer of real estate, and delaying realization of gains.
Capital gains treatment of realized profits can be accomplished by
deducting repair expenditures and tax-free improvement. This method of
creating values is not generally available to other types of investment.
Favorable consideration of cost for real estate is given in the form
of leverage. The application of leases, ABC Deals, wrap-around mortgages,
are all types of leverage not usually available to other forms of investment.
Gains on real estate can be delayed by such techniques as installment
sales, deferred sales, and optional agreements.
This brief summary reveals the pattern of one form of provisions in
which new legislations are continuously expected to alleviate inequities.
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Summary
There is awareness that legislation which is enacted to reduce and
alleviate weakness and inequities in the tax system does itself create new
inequities.
The immediate or the long-term needs of a sound tax system are
the encouragement of economic growth and the removal of tax preferences
which can create inequities among various classes of taxpayers. Since effec
tive action and fiscal responsibility must change as the nation develops and
expands its economic opportunities, then the laws that make up the tax system
must also adjust to meet the need for these changes. The need for revenue,
and, at the same time, full employment; the need to set up incentives to
stimulate specific industries to meet national emergencies, to increase pur
chasing power; and the need to stimulate both large and small businessmen—
all these are a part of the causes of the inevitable inadequacy of the existing
laws.
As a result of the aforementioned expectations of the tax laws, the
conditions will invariably create inequities among some members of the
society. New laws are always needed to provide fair and comprehensive
bases for equity. These new laws are expected to create special tax prob
lems for one group of taxpayers, such as small businesses, aged, or lowincome groups, while it tends to provide benefits for other groups such as
capital gains and real estate tax sheltered programs.
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Members of Congress must recognize that all members of the
society are concerned with revisions in the tax laws.

They should also be

aware that, as was illustrated in this chapter, old laws inevitably create
inequities which new laws must alleviate. A good tax system must be con
stantly adjusted by new laws to make it more effective and more equitable.

CHAPTER 9

A MEASURE FOR REFORM

The tax literature and the evidences of this research have indicated
that there are inequities in the federal income tax structure.

For various

economic and societal reasons, these inequities have permitted a privileged
group to escape taxes while other taxpayers must contribute their fair share.
Since the income tax system can remain fair and equitable only if it is able to
reach all income, the integrity of the tax structure is endangered when it pro
vides available escape from taxation to some taxpayers, especially those with
high income. This is true even though there are economic and social reasons
for allowing special preferences.
This chapter presents a general measure of reform for some provi
sions of the federal income tax for individuals. There will be no attempt to
develop a statistical mode, nor is there any suggested change in the rate
structure.

Gradual Simplified Method
The measure of reform developed in this research and which is here
inafter called Gradual Simplified Method avoids the piecemeal patterns of
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legislative changes carried out by Congress through the enactment of various
provisions of the income tax system.

Characteristics of Recommended Reform
The Gradual Simplified Method is a recommended reform measure
through which the existing preferences or incentives of the tax laws are to be
eliminated immediately or phased out over a period of not more than ten years.
If a preference or an incentive is desirable, Congress must legislate an exten
sion of such preference or incentive for an appropriate period not to exceed ten
years. After that time, a review of the provision's appropriateness and effec
tiveness must be examined and evaluated. Many items of so-called preferences
are desirable when they are legislated, but do not need to be continued. Fail
ure by Congress to examine and evaluate them result in their continuance and
eventual inequitableness.
An examination of the provisions dealing with tax-free exemption of
state and municipal bonds, capital gains and losses, and real estate invest
ment will be made to determine if the Gradual Simplified Method is applicable.
The evaluation will be made on the basis of the accretion concept of income,
the concept of the taxpayer's ability to pay, simplicity of the tax structure,
and administrative feasibility.
Simplicity is a process through which an understanding of the tax
laws is made possible by clarification of several provisions of the laws through
the elimination of existing complexities. Some of the complexities can be
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modified or eliminated by dealing with the principle of realization and the dis
tinction between capital gains and ordinary income. Clearity can also be
achieved by the elimination of excess statutory details and the elimination of
private laws couched in general terms.
Exceptions to the realization principle based on the transaction con
cept, such as taxation of prepaid income, installment sales, non-taxable
exchanges, should be eliminated. The desirable aspect of these exceptions to
the realization principle can be accomplished through income averaging.
Obviously, such elimination of the realization principle would decrease several
complexities in the existing law. The preservation of the distinction between
capital gains and ordinary income is another source of complexities. This
preference will be developed later in this study.
Private laws provide benefits to particular taxpayers; however, they
are usually concealed in general terms. Ta^c planners and advisers continually
investigate provisions to determine if these laws apply to their clients. These
special laws are often complex and consequently, taxpayers who cannot afford
professional advice do not understand the private laws and cannot benefit from
them. As a result, these laws and provisions do not contribute to the fairness,
equity, and effectiveness of the total tax structure. There is a possibility that
the utility of a private law to one taxpayer might be equitable to the tax struc
ture and many taxpayers can benefit from the private regulations. Neverthe
less, the private laws must be made public or at least must be available for
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public use. At the present time, there are some demands on the U.S. Treasury
Department to publish all the private laws; however, the matter is still pending
in Congress.

Other Objectives of the Method
The major objective of the Gradual Simplified Method is to apply
pressure to tax legislators so that Congress will have to make a thorough
examination of the entire federal income tax system for individuals within the
ten-year period. If Congress does not make this thorough examination, all the
existing laws will terminate with resulting consequences.
Tax reform can be effective only if it is administrably feasible. In
recent year, tax theorists, politicians, and many taxpayers have become
actively concerned with the measure of equity and fairness extant in the admin
istration of the reform laws. Although there are differences of opinion regard
ing the relative desirability of various aspects of the tax structure, responsible
advocates of tax reform must determine criteria to measure the soundness of
changes which include administrative feasibility of the law.

It is expected that

many conflicts and emotional characteristics will be analyzed. Despite these
conflicts and conditions, a primary purpose of the tax system is the raising of
revenue while maintaining equitableness and fairness. This research will not
consider the function of raising revenue; however, fairness and equity, or the
lack of these, are illustrated through the measurement of the accretion concept
of income and the ability-to-pay doctrine.

A Reform Source
The reform proposed will be measured by the following criteria:

Criterion One. That all existing preferences be re-examined by
Congress within a ten-year period of the enactment of the law.

Criterion Two. That the Gradual Simplified Method is to be enacted.
This method will extend for a period of ten years. This criterion can best be
measured on the following basis:
1. That there be two ways of applying this criterion—a regular method
and an alternative method.
2. That the application of the regular method will require no change in
the existing practice for five years. However, each year after the
fifth year, the rate of allowance or deduction resulting from the
provision will be at a fixed decreasing rate so that at the end of the
tenth year, the provision will be eliminated.
3. That the application of the alternate method will require that at the
end of the first year and each succeeding year, a fixed rate of allow
ance or deduction resulting from the provision will be disallowed so
that at the end of the tenth year, the provision will no longer be
effective.
4. That the ten-year period is an arbitrary one based on some of the
practices of other Internal Revenue Acts or provisions that have
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used the ten-year or 120-month period.

Furthermore, in a society

with its changing activities, a period of ten years should be sufficient
time in which positive or negative effects of a provision can be
determined.

Criterion Three. That each year a report should be published show
ing the changes due to adjustments in income from the writing off of provisions
or inclusions of income. This will require the reporting of income, exclusions,
and deductions not now being reported. The publication should note the
following:
1. The number of taxpayers in each class of income, including gross
income, with all exclusions, unreported income, unrealized income,
adjusted gross income, and any other form of income not yet
determined.
2. The number of taxpayers using each class of deductions and provi
sions of the tax structure other than ordinary and necessary business
expenses or deductions.
3. The amount of income increase on each provision by levels of income.
4. The changes of gross income from employing the Gradual Simplified
Method.
5. The amount of various income exclusions in each level of income not
previously reported.
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6. The percentage of formerly excluded income within each income
level.
7. The percentage of tax change for each income level.
8. Any other data that Congress might deem necessary for publication.

Criterion Four. The Gradual Simplified Method utilizes the specific
tools or devices to measure the applicability of the model to appraise, examine,
and evaluate existing preferences. The method demands:
1. That the accretion concept of income be the basis for measuring
income.
2. That the doctrine of ability to pay be applied.
3. That the principles of simplicity be considered to clarify the
preferences.
I
4. That only economically material amounts be considered.
5. That administrative feasibility be used as a measuring factor.

The Gradual Simplified Method will be tested with three major pro
visions of existing tax preferences to determine the applicability of the reform
measure. The preferences are the taxation of municipal bond interest, capital
gains and losses, and real estate investment programs. These preferences
will be tested and evaluated in the three subsequent chapters. However, the
characteristics on which appraisal, examination, and evaluation are to be
developed are investigated in the following three analyses:
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Analysis One. Municipal and state bond markets and other bond
markets for obligations of a state, the District of Columbia, and any United
States territory or possession, including subdivisions of the foregoing, are not
subject to federal income taxation. This exclusion of a significant amount of
income from the federal income tax system raises many questions of equity and
morality, since the peculiarities of the markets limit only the high-income tax
payers to this type of investment. Such a condition which benefits the highincome taxpayer tends to be a form of discriminatory preference in the federal
income tax system.
On the other hand, without this type of funding for these governments
and agencies, there would be an increased cost in acquiring funds, leading to a
high cost of taxation on the individual taxpayer. The governmentalities would
be exposed to a higher cost of capital funding, while there would probably be
the restriction of funding for these designated government projects, activities,
and operations.
This is no easy question to balance the cost of this form of privilege
against the benefits derived.

Furthermore, it is not the purpose of this study

to resolve the question. However, some of the important issues of both sides
will be investigated and evaluated.
In addition to the question of whether to tax the existing municipal
bond markets or whether to allow the state and local government obligations to
remain tax-free, there is the problem of determing whether there is a greater
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need for funds. It also needs to be determined whether or not this need war
rants an expansion of the existing tax exempt bond markets to include both the
existing tax-free type of obligation and a taxable municpal and state obligation.
This investigation will look at all of these issues as it attemjrts to measure the
applicability of this proposal through the items listed below.
The following questions to be considered in evaluating the tax status
of municipal, state, and local bond markets are:
1. Should bonds of state and municipal governments be taxed, or should
they be tax exempted ?
2. Should state and municipal governments have the right to issue both
tax exempt obligations and taxable obligations, hereinafter identified
as the optional bond markets for state and local government, or the
alternative method or alternative plan of municipal funding?
3. In the case of state and municipal governments adopting tax-free and
taxable obligations, would the adoption of the optional plan afford a
greater expansion of the bond markets ?
4. Although there may be a great need for increased capital, can this
need be met through the optional plan or alternative method of muni
cipal, state, and local funding?
5. Should tax exempt and taxable municpal bond options be voluntary?
6. Should taxable securities in the optional plans be granted a subsidy
by the federal government to defray the difference between the higher
cost of funding taxable securities ?
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7. Under the optional plans, should a fixed subsidy rather than a vari
able subsidy be granted ?
8. Can the optional plan with a fixed subsidy yield sufficient taxes
through federal income taxation to maintain, at least, no greater
cost through payment of direct subsidies, and can the optional plan
with the fixed subsidy allow for more benefits through greater
revenue received than cost of fixed subsidy paid out?
9. Will the cost of capital to local government under the optional plan be
lower with a fixed subsidy ?
10. Should the interest expense for funds used to acquire obligations of
state or political subdivisions be deductible as expenses for taxable
obligations, and should any premium or discount on obligations under
the optional plans be treated similar to the practices for taxable
obligations ?

Analysis Two. Capital gains provision is a preferential treatment of
income by allowing a 50 percent exclusion of the gain from taxation for indi
viduals. It levies a maximum tax rate of up to 35 percent on taxable income
from net capital gains. This is far below the maximum marginal rate for
ordinary income for individuals. Since many taxpayers do not have the ability
to generate capital gains income, such a treatment is apparently discrimina
tory and is the cause for which reformists advocate the elimination of such
provisions. Also, the treatment encourages many taxpayers to engage in
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extensive investments as well as financial maneuvers to generate capital gains
income, as opposed to ordinary income. Financial literature is replete with
illustrations of tax experts' ingenuity in converting ordinary income to capital
gains. A very close scrutiny of the federal income tax system will reveal that
a great deal of the provisions of the Internal Revenue Code are designed to pre
vent taxpayers from creating tax preference income in the form of capital gains
when this was not desired.
Although it may be desirable to retain special treatment for certain
types of income, nevertheless many reformers have advocated that a reason
able approach to income requires the elimination of capital gains.

This reform

would result in all income being considered as ordinary income.
There are two major considerations in the provision which justify
taxing capital gains at a lower rate: (1) capital gains result from incremental
gains over a long term; (2) inflation developed over the holding period. These
points are sound, yet many reform advocates feel income averaging, or some
other method would better cope with the problem.
In recent times, a great deal of discussion, many volumes of litera
ture, and much public testimony in Congress have focused on capital gains
(Steger 1959, Blum 1950, Brazer 1973, Musgrave 1967, Smith 1972, Turel969,
Brinner and Surrey 1974). Included are such questions as capital gains treat
ment as ordinary income, capital gains on unrealized gains from the annual
appreciation on capital asset, and capital gain taxation on the appreciation at
time of death.
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Some of the problems dealt with by these sources are the difficulty
of classifying income as capital gains, defining the basis of valuation of the
capital assets annually and at the time of death, and determining the time for
making that valuation or appraisal. Other issues for consideration would be
liquidity, particularly on the proposal of taxation of unrealized gains annually
and at the time of death. The holding period, the effects of inflation on the
gains from capital assets, and the impact of capital gains to various classes of
taxpayers, such as the elderly, are some other factors which will be dealt with
as capital gains provisions are examined and evaluated. Many incidental pro
visions in the tax laws relate to capital gains and are important in this evalua
tion. Some of these include carry-over of net capital losses, minimum and
maximum taxes.
In order to effectively evaluate the aforestated analyses, the ques
tions listed below will be examined:
1. Can capital gains meet the requirement of certain types of income ?
2. Should capital gains be treated as ordinary income or be treated
separately from ordinary income ?
3. Should capital assets be taxed on the annual unrealized appreciation?
4. Should the basis for measuring appreciation be the appraisal value
or cost, whichever is higher, in order to determine adjusted basis?
5. Should a valuation date established to measure accruals for annual
incremental gains be different for various types of capital assets ?
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6. Should only appreciation occurring after the enactment of the law be
included in income?
7. Should annual appreciation be determined by the taxpayer in order to
minimize control of the income ?
8. Should gains on sale or exchange to a spouse be exempt?
9. Should gains on sale or exchanges to children and orphans be limited
to an amount such as $30, 000 or $3,000 annually per child be
included in income ?
10. Should all income on appreciated property at time of death be
included in the deceased's final income tax return?
11. Should the existing rules for payment of taxes on appreciation of capi
tal assets, or taxes due at death for any taxpayer or estate with
liquidity problems be liberalized and new rules be applied to the col
lection of capital gains taxes?
12. Should net unrealized losses on capital assets be allowed as a deduc
tion against capital gains subject to appropriate limitations against
ordinary income ? Should the amount of capital losses in any year
charged against ordinary income not exceed $1,000 with a carry
forward of excess capital losses for at least five years ?
13. Should capital losses cax^ried forward be charged against capital
gains, and realized gains offset against realized losses for both
short-term and long-term capital assets ? Should net unrealized
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gains or losses resulting from the excess of unrealized gains over
unrealized losses be offset against net realized gains to determine
capital gains or losses ?
14. At the time of realization of income on capital assets, should any
evidence or obvious intended gross misstatement in prior years be
the basis for a penalty ?
15. Should capital gains and losses on the sale or exchange be exempt up
to an amount such as $5, 000 ?
16. Should the capital gains and losses on the sale of residence of the
elderly be exempted ?
17. Should the capital gains and losses on the sale of capital assets for
retirement for the elderly be exempted up to an amount such as
$50,000?
18. Should capital assets held for more than twenty years at the enact
ment be taxed at a reduced rate of the 20 percent?

Analysis Three. Real estate provisions offer a unique package of
economic leverage and tax benefits. Federal income tax laws provide prefer
ential treatment in the field of real estate. These preferences include accel
erated depreciation enhanced by leverage financing", and reduced or deferred
taxation on gains at disposition. These devices provide tax-free cash flow and
allow for excess real estate deductions to be offset or to shelter other income
from taxes. On the other hand, representatives of the real estate industry feel
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that the tax policy relates to the total industry. This aspect is a package, and
the equitableness of the entire economic activity in the real estate sector must
be evaluated.
The apparent disagreement between the tax reformers and the indus
try representation is relatively small. Tax reformers and real estate repre
sentatives agree that it is a high-risk industry which must compete effectively
for capital by yielding adequate return on investments. At the present, the
real estate tax preferences provide an important part of the return on capital.
Reformers claim that this form of indirect subsidy produces greater social
burdens since builders and developers use the subsidy on high-rent property
rather than low-rent, contrary to the intent of Congress (McDaniel 1973).
This research will examine some major preferences allowed in real
estate investment programs. These preferences will include the benefits of
accelerated depreciation, construction interest cost, capital gains on sale of
property. Questions to be considered include:
1. Should depreciation be allowed only for the allocation of cost to meet
the ordinary writing off process due to operation or use?
2. Should accelerated methods of depreciation and the recapture privi
leges be disallowed unless the cost is charged only against real
estate earnings ?
3. Should outside income be excluded from real estate investment
losses ?

4. Can capital gains treatment of profit realized from investment in
real property be eliminated and be considered as ordinary income,
particularly since tax deductible repair expenditures, interest pay
ments on equity financing, and property taxes are deductible as
ordinary income ?
5. Should rehabilitated housing be granted accelerated write-off, which
is greater than that allowed for other types of housing?
6. Should capital losses be offset against ordinary income to a limited
extent, as stated in the criterion on capital gains ?
7. Should tax-free sales of low- and middle-income housing projects be
eliminated, and should these be treated as trade or business
operations ?
8. Should the installment basis be allowed only to owners of residences
and not income property ?
9. Should additional first-year depreciation, which allows up to 20 per
cent additional deductions for investments up to $10,000 for single
taxpayer or $20,000 for married persons filing jointly, be eliminated
as far as real estate investments are concerned?
10. If accelerated depreciation is considered, should a reverse accelera
tion rather than a regular acceleration depreciation method be
adopted ?
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11. Should new personal real property (apartment building) be subject to
the same depreciation methods as commercial real estate, such as
factories, office buildings, stores, etc?
12. Should special provisions dealing with recapture be eliminated?
13. Should the leverage function of benefits offered in real estate tax
shelter programs be maintained ?

Summary
The system of provisions and special benefits, exclusions, and
exemptions of income from the federal income tax for individuals have come
under increasing attack. The basic criticism is the regressivity of the provi
sions such that the upper level income bracket taxpayers do not pay their fair
share of the taxes and receive a larger tax reduction for making the same
dollar amount of deductions or exclusions that do individual taxpayers in the
lower income bracket. Furthermore, there are the needs to measure all
income on the accretion concept of income and the maintenance of simplicity
and feasibility in administration.
The objective of the Gradual Simplified Method is to eliminate tax
preferences over a ten-year period except where a full evaluation is made by
Congress to determine that an extended period of up to ten years is feasible.
In so doing, the Gradual Simplified Method utilizes the ability-to-pay doctrine,
the net accretion concept of income, and the principle of simplicity. This will
allow for an easier understanding of the tax laws and greater administrative
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feasibility. It will reduce complexities. Finally, the modification and changes
of the three provisions to be illustrated (state and municipal bonds, capital
gains and losses, and real estate investments) will show the effectiveness of
the method.

CHAPTER 10

AN APPRAISAL OF TAXATION FOR
MUNICIPAL AND STATE OBLIGATIONS

The taxable treatment of municipal and state bond obligations has
been a major concern of the U. S. Treasury Department and tax reform advo
cates for a long time. Attempts to levy a federal income tax on the interest of
state and local obligations has been a part of the legislature's effort since 1942.
The effort to tax income from municipal bonds was reinstituted in
the proposed Tax Reform Act of 1969. While the 1942 attempt was a frontal
attack, the 1969 proposal was only an attempt to find an alternative method
which would lessen the use of tax exempt securities, and at the same time, aid
state and local government financing.
Despite these legislative efforts, Congress has continued to reject
and deny all efforts to levy an income tax on tax exempt securities to to estab
lish a taxable alternate. The alternatives were never discussed on their merits.
A great deal of pressure from lobbyists, including the Investment Bankers
Association, testimonies from several mayors, including Mayor Louis Welch
of Houston, Texas, Mayor Tate of Philadelphia, Mayor Davis of Kansas City,
and others such as former Governor of New York, Nelson Rockefeller, led to
its defeat. The major cause of failure appears to have been the very tight
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money market in the middle of 1969, the strong influence of the investment
houses, the overwhelming rejection of many state and local officials, and an
apparent lack of understanding of the bill (Surrey 1970). The failure creates a
form of tax inequity, since such bonds are held chiefly by taxpayers in the highincome tax bracket.
On the other hand, the question of maintaining the tax-free status of
state and local government securities is a major concern. Looking beyond the
benefit inuring to taxpayers who invest in tax exempt state and municipal obli
gations, there still remains a legitimate question that must be answered deter
mining whether the state and local governments should maintain tax exempt
obligations. Several studies maintain that a tax on the existing tax exempt
obligations would force many taxpayers into other forms of investments. The
results of this action or behavior would necessitate that state and local govern
ments would have to increase their yield on new obligations. There would be,
as a result of probable shifts in investment portfolios, a shrinking in the
sources of funds, possibly creating a hardship for small communities and
agencies with no credit rating, low credit rating, or inadequate collateral. The
local governments would not be able to meet some of the existing obligations,
much less to replace or expand facilities, particularly in this period of
increasing cost of financing.
The Investment Bankers Association, in its public testimony in
1973, stated that this could increase local property taxes and even affect the
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mortgage money more tor housing and local construction (Investment Bankers
1969).

Local taxes and federal income taxes would be higher, particularly if

there is a need to increase federal grants to local governments. In all prob
ability, even though this projection is difficult to measure from a research
point of view, there would be a greater demand on local government to request
more federal aid to maintain their existence. This additional cost to the federal
government would most probably result in increased federal income tax.
It is apparent that the inevitable result of such taxation of municipal
bonds would weaken or destroy the bond market for such securities. There
would be the tendency for fewer investment bankers to continue to carry this
type of market (Dentz 1969), This action would divert investors into other
areas and eventually continue to decrease sources of funds. These evidences
are indicated in public testimonies in public hearing before the House Commit
tee on Ways and Means, both at the proposals of the Tax Reform Act of 19G9
and the hearings at the proposal for General Tax Reform, 1973. These prac
tices continue to show that the cost of taxation on the existing tax exempt
secuiities creates hardship, have detrimental effects, and are generally
inequitable. Testimonies and other findings support the position that taxation
of the existing tax exempt securities should be rejected. On the other hand,
there is evidence of acceptance of the existing practices of maintaining tax
exempt status for state and local government obligations.
In addition to this, there is increasing demand for funds by state
and local government. This increased demand is evidenced in testimonies at
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public hearings cited earlier in this chapter, by studies of the Investment
Bankers Association, and the National League of Cities Revenue and Finance
Committee (Diggs 1973).
The section of this study dealing with the broadening of the mimicipal
and state bond market, developed later in this chapter, further emphasizes the
increasing needs for additional funding. The projection, as indicated by one
study cited earlier, is that the growth would demand an increase of over 400
percent between the periods 19G9 and 1975 (Diggs 1973). Such findings warrant
the seeking of new and additional sources of funds for these governments rather
than from direct outright grants of federal government to underwrite these
costs. There is a major question as to whether tax-free obligations will enable
a sufficient flow of funds to handle this form of demand. The suggested alter
native is to develop and adopt a funding program to include both tax exempt
obligation and taxable obligation in the municipal bond market. Such an adop
tion can result in the raising of more revenue for both the federal government,
through the form of additional income taxation, and to state and local govern
ments, through additional borrowed capital. Such a source would be an increase
in the funds flow needed to solve some of the fiscal problems of the state and
local governments.
The development of a dual system of subsidy can reduce the net
cost to the state and local governments by issuing both types of securities.
This dual system of subsidy implies the direct subsidy through which funds
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are channeled into the agencies issuing these bonds, and the indirect subsidy
through the i'unds which are absorbed by the exclusion oi' the income from
taxation.
The remainder of this chapter will develop and evaluate alternative
taxation of municipal and state bonds and other obligations for state, the
District of Columbia, and any other United States territory or possession
including political subdivisions on the development of taxable bond options. In
addition, some of the questions raised in Chapter 9 dealing with problems of
the optional plan will serve as a basis for evaluation.

The Viable Option
As was developed and accepted earlier in this study, the Investment
Bankers Association, the Federal Reserve Bank System at Boston, the National
League of Cities Revenue and Finance Committee, and others concerned with
tax legislation agree that taxation of state and municipal obligations are more
costly with the restraints on money and funds than the benefits created by taxa
tion. The single subsidy of tax exemption on municipal securities show an
annual savings of $800 million, which apparently accrues to high-income tax
payers (Morris 1973; Galper and Peterson 1972). However, it should be under
stood that the cost of collection and redistribution of the funds would be included
in the $800 million. Although this data is not available to this research, the ques
tion must be inevitably answered if equitableness of thistax procedure can be effec
tive. Another question to be raised is one in which it must be determined
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if it is a better decision to have private coverage of funding for state and local
government financing rather than to have funds sought through the federal
government. This second question is highly subjective, and a reasonable
answer may not be possible, even though it is an important one.
Furthermore, taxation of state and municipal tax exempt obligations
would create an increase in cost of financing, thereby increasing local taxes.
More interest payment would be made than the possible gain from the issuance.
As stated earlier, taxpayers would move to other forms of investments, and
there would be an adverse affect in the home mortgage market (Dentz 1969;
Investment Bankers 1969).
The optional procedures suggested will cause some changes in the
existing structure of municipal obligations. Although taxation of such securi
ties would increase revenue, it would probably be necessary for the federal
government to grant a direct guarantee assistance program to local govexniments.
Alternatives or optional plans need to be considered. One aspect of
subsidizing the taxation bond option concerns the issue of a fixed versus a
variable subsidy percentage. A comparison of the two subsidy percentages
shows that the fixed subsidy percentage has more desirable characteristics
and has a direct effect on countercyclical properties of financing (Galper and
Peterson 1972; Morris 1973). The variable subsidy percentage would be left
up to the discretionai-y authority of the Secretary of the Treasury, who could
alter many factors contrary to the countercyclical nature of the bond market.
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Although this research will not delve into monetary policies, it must be recog
nized that under existing conditions, state and local government usually tend to
bear a disproportionate share of the credit stringency. This is evidenced by
the fact that as interest rates rise, tax exempt rates rise faster than do taxable
rates.
The fixed subsidy percentage locks in a specified constant or direct
equivalent constant taxable rate to the bond indenture at the time of issue. The
fixed subsidy indicates that the rates do not change.

This probably would elim

inate the tendency of municipal bond rates to rise and fall relative to the taxable
rates. Consequently, during periods of monetary crisis, lending would rise as
the cost of borrowing would be low or moderate. On the other hand, the easing
of the credit condition would cause the fixed subsidy to adjust closer to the
existing condition in the taxable bond market. This would create only a small
increase in the borrowing above what would have otherwise accrued (Galper
and Peterson 1972).
Recent study in the fixed subsidy for taxable municipal bonds by the
Federal Reserve Bank of Boston, developed from a Capital Market model, simu
lates the impact of the taxable bond proposal for the period 1968 to 1970
(Morris 1973). The various fixed subsidies tested were 33-1/3 percent, 40
percent, and 50 percent. Although there are indications that the model needs
more significant development, it has shown trends that a 33-1/3 percent fixed
subsidy could result in an annual saving of about $50 million in interest cost to
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the issuing government and no significant net cost to the Treasury (Morris 1973).
However, a fixed subsidy of 40 percent or 50 percent would yield a small annual
net cost of about $50-$70 million to the Treasury and a net interest cost to local
government of from $150-$370 million annually (Morris 1973).
This indicates that a one-third fixed subsidy would produce only mar
ginal growth over the existing conditions, while a 40 percent fixed subsidy
would produce greater result with little net cost to the Treasury.
A 50 percent fixed subsidy would find taxable municipals attractive,
and only those individual taxpayers in a marginal tax rate higher than 50 per
cent would be attracted to tax exempt securities. The reluctance to continue
underwriting such tax exempt issues would result in inevitable weakening and
possible elimination of the market. It seems apparent that the 40 percent fixed
subsidy would be the most attractive of the three fixed subsidy rates tested,
and this rate would continue to maintain a dual market for both tax exempt and
taxable municipal securities (Sellers 1973; Morris 1973).

Voluntary Nature of Taxable Option
A principle supporting the proposal for taxable municipal securities
is that the election in a dual subsidy must be voluntary. Each government must
have the right and authority to preserve the ability to act independently on each
existing issue. At first, many agencies might feel they cannot compete on the
taxable market, even with a fixed subsidy. Other agencies might be hesitant
to leave the known and traditional tax exempt market for the taxable market.
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Also, some governments might feel or be advised that the taxable bonds are
more marketable when interest rates are low, while at other times when inter
est rates are high, non-taxable or tax exempt bonds are apparently more
marketable.

Financing Techniques—A Tax Problem
The taxpayers and those concerned with preserving the strength of
state and municipal government and the integrity of the federal income tax
system have sought to develop new methods of financing techniques that will avoid
high cost for issuing tax exempt securities. During the Senate Finance debate
on the 1969 Tax Reform Act, the investment houses and state and local officials
had presented strong defense why an alternative tax option for municipal and
state obligations should not be enacted. Since that time, many changes in atti
tudes have taken place. Now, the Investment Bankers generally see the alter
nate plan as broadening the municipal bond market. State and local officials
have not only discussed it in task force and in committees, but have adopted a
Resolution through the National League of Cities to support taxable security
options. Furthermore, the former chairman of the National League of Cities
Revenue and Finance Committee, Mayor John Diggs of Phoenix, participated
in a panel discussion on General Tax Reform before the House Committee on
Ways and Means in 1973 supporting an alternative taxable municipal bond
option program. These concerned persons are aware that over the next decade,
the new issues of tax exempt and taxable municipal bonds must compete with
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the corporate bond market for lenders. According to Mayor Diggs, the large
amount of municipal and state funds needed by 1975 indicates the great demand
for funds to meet capital needs (Diggs 1973). The prices to meet these expec
ted demands will result in large increases in interest cost due to an increase in
interest rates. This will add to the existing inequity in the federal income tax
system. The apparent benefit, therefore, inheres in the right of state and
local government to issue a taxable security in addition to its tax exempt securi
ties. This practice would be a new modern financing technique, and in so
doing, could prevent tax favoritism, or at least minimize tax favoritism impli
cit in the historical techniques of tax exemptions. As stated earlier, it would
reduce inefficiencies inherent in the single subsidy plan, satisfy the need for
funds, and enable the states and municipalities and local governments to act
voluntarily in their decision to issue securities with a fixed direct subsidy per
centage. It would broaden the bond market, and help to obtain more funds to
meet the problem of urban and rural existence.

Bond Premium and Discount
Amortization is required on the premiums of tax exempt municipal
bonds, as it reduces the bases. However, since the income from these bonds
are not taxed, the amortization is not allowed as a deductible expense or a
deduction from gross income. This is slightly different to the procedures in
accounting. Generally accepted accounting principles consider tax exempt
interest as earned income, and therefore, allows for the amortization of
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a discount as earned income. The optional plan should allow the taxable bonds
to be handled in accordance with generally accepted accounting procedure, and
the tax exempt bonds should be handled in accordance with the existing federal
income tax code and regulations.

Broadening the Municipal Bond Market
Another aspect of subsidized taxable bond programs is the concern
with long-run rather than current cyclical operation. Long-run financing is a
major capital need of state and local governments. This option with a fixed
subsidy percentage is expected to broaden the market for municipal securities.
The National Municipal Policy of the National League of Cities projected that
outstanding state and local obligations increased from $18.8 billion in 1950 to
$94 billion in 1969 and $154 billion in 1971. The expected increase for 1975 is
an additional $50 billion to over $200 billion (Diggs 1973).

Alternative Plans More Equitable
The Alternate Plan of the selection of taxable and tax-free municipal
bonds is considered to be an improvement on the equitableness of the federal
income tax structure. First, the dual plan of tax exempt and taxable municipal
bonds would be expected to lower the number of tax exempt securities issued,
thereby lowering net income subject to the exemption from taxation. Second,
the taxpayers in the middle-income group would find taxable bonds more
attractive than tax exempt. Third, the high-income taxpayers who maintain
tax exempt securities or continue to purchase tax exempt securities would
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receive a lower rate of return. It would be logical that as more taxable securi
ties are issued with subsidized rates, few tax exempt would be available at
lower interest rates. Hence, particularly in times of tight money, there would
be a drop in new issue tax exempt and fewer would be available to high-income
taxpayers. The overall result would be greater equitableness with the realiza
tion that less income would avoid federal income taxation through the municipal
bond route. Furthermore, the fixed subsidy at 40 percent, as shown earlier
in the chapter, would result in a higher tax than cost paid out in subsidy to the
local government.

Furthermore, the detei'mination of the concept of equity

from an operational point of view would make the effective tax rate conform
more closely with the statutory rate. This would make the federal income tax
system more equitable and more progressive. Also, the procedure would con
form more nearly to that stated in the net accretion concept of income and the
ability-to-pay doctrine.

Summary
In assessing the benefits of optional taxable municipal bond proposals,
it seems desirable that a dual subsidy program be adopted which includes tax
exempt and taxable municipal securities. In accepting taxable municipals as
an alternative plan, there are several basic aspects to be considered. One
important issue is the direct subsidy percentage on taxable bonds, and the other
is the indirect subsidy on tax exempt securities.
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Initially, a subsidy alteinnate bond plan is not expected to yield any
excessively large volume of new funds or to increase the aggregate saving
required to accommodate all the investment demands of the economy. How
ever, it does permit state and local governments to compete with other borrow
ers of taxable funds. There are still limits to the interest rate—even the
subsidized interest rate. In addition, a good subsidy may be summarized as
follows:
1. That the taxable municipal option must be a fixed subsidy and not
variable in order to provide an automatic cushion to the dispropor
tionate impacts of the financial needs and the bond market when
state and local governments need capital financing.
2. Such a plan must be voluntary. This will allow the issuers of tax
exempt to have the privilege to pursue the traditional procedure or
to take advantage of the best bond market condition.
3. The plan will tend to lower the net interest cost to the city, state,
and local governments.
4. A subsidy alternative will broaden the bond market for future capital
needs.

These conditions and advantages of the plan have been debated pub
licly and is expected to get the endorsement of state and local governments.
However, the other side of the picture and the more basic part of this research
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is the effects such an alternative plan would have on the improvement of equity
of the federal income tax structure. Two positive equity results loom largely
from the program change. First, the middle-income taxpayers would buy
fewer tax exempt bonds, since these securities would be less prevalent.
Second, the high-income bracket taxpayer would yield a lower rate of return.
This indicates that less income would escape taxation by way of the municipal
bond route, and this procedure would be more equitable in accordance with the
net accretion concept of income and the ability-to-pay doctrine. The alternate
plan rather than the taxation of tax exempt has the greater effect of equitableness for the country as a whole.
In a democratic society, changes are necessary to maintain sound
accomplishments. The alternative solution proposed has begun to garner new
advocates who were at one time adamantly opposed. A better awareness of the
plan and the recognition that the effect of the plan on both the federal tax struc
ture and to the development and solution to urban and rural problems will mani
fest the equitableness that the plan can do for both factors.

CHAPTER 11

AN EXAMINATION OF CAPITAL
GAINS AND LOSS PROVISIONS

Capital gains treatment of selected assets have been the cause of
concern for some students of the federal income tax system. Favored treat
ment to assets defined as capital assets has caused much consternation in the
administration of the federal income tax system in that high-income bracket
taxpayers are continually seeking ways of getting special treatments for invest
ment. A close study of the federal income tax system would indicate that many
complexities in the laws are there to prevent capital gains treatment on assets
where Congress did not intend such treatment to be allowed. It seems reason
able, therefore, that it might be advisable to eliminate this provision for the
sake of simplifying the tax system.
On the other hand, there are other students of the federal income
tax system who feel that capital gains treatment on selected assets should be
continued in order to maintain the flow of funds and capital investment into the
economy, particularly since these investments help to maintain the economy
and add a considerable amount to the revenue of the income tax system.
This study will examine both points of view and will test and evaluate
this provision in accordance with the questions posed earlier in Chapter 9 in
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order to determine if capital gains should be treated as ordinary income, or if
it warrants special treatment, or if it should be classified as a special type of
income.
Although this chapter will not be concerned with the flow of capital
funds, it is ludicrous to deny the practical aspects of this principle in dealing
with capital gains and losses. The chapter will be divided into two parts.

The

first section will investigate the taxation of gains on capital assets as ordinary
income. The second part will analyze the principle of taxation of capital gains
on capital assets resulting from annual unrealized gains on capital assets and
gains at time of death.

Capital Gains as Ordinary Income
If capital gains are treated as ordinary income, there would be a
considerable increase in the revenue of the federal income tax. This procedure
would result in a restoration of a basic fundamental principle of equity and
fairness. Furthermore, such a procedure would accomplish a second benefit
which would be a greater simplification of the federal income tax structure.
These two benefits would apparently be heralded by some income tax reform
advocates as an achievement of greater equity, fairness, and morality.
However, befoi-e accepting these premises, this study will examine
some of the characteristics of capital gains as a special type of income. The
investigation will review the critical arguments on this issue in order to
measure the factors to determine if capital gains has the characteristics of a
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special type of income and would warrant a special treatment. Interviews with
tax managers of public accounting firms such as Ernst and Ernst, Arthur
Anderson, Cary Lewis Association; correspondences with tax reform advocates
such as Pechman, Surrey, and Ture; tax lawyers such as Blum and Kalven;
communications with representatives of the Office of Tax Analysis of Internal
Revenue Service in Washington, D.C. , and interviews with Internal Revenue
Service representatives in the Chicago area indicate that taxation as ordinary
income would be greatly challenged; that such a procedure would not be legis
lated by Congress and that it would probably create some disarray among tax
payers, particularly the middle-income taxpayers. The major arguments
against the principle of taxation of gain from capital asset as ordinary income
are numerous. The main issue is that contrary to the equity and the simplifi
cation principles cited earlier in this chapter, such a tax procedure would be
harsh and unfair to tax in one year, at a progressive rate, the gains from capi
tal assets accruing over a longer holding period. A review of the legislative
history on capital gains indicates that it was upon this principle that capital
gains privileges were originally granted in the Revenue Act of 1921 (Blum 1959).
Admittedly, this "bunching" problem might be solved through income averaging,
which would permit the taxpayer to average the gains over the holding period.
Critics on the issue of income averaging rebut by citing a second
argument, that of inflation. These critics state that the income resulting from
inflation is not real, particularly since inflation does not increase purchasing
power, but on the other hand, inflation only effects a general price rise.
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Furthermore, the critics advocate that the rate of inflation is not proportional,
and income averaging would probably force taxpayers to seek other ways to
avoid taxation (Bittker 1971). Income averaging would create a "loclced-in"
effect. This "locked-in" effect seems particularly sound to the proponents of
income averaging because it would be a significant deterrent to the disposition
of property and would prevent the escaping of taxes completely by transferring
property at time of death. Such a transfer could still be subjected to effective
taxation through income averaging on all gains on capital asset. Furthermore,
income averaging could probably reduce the incentive to postpone realization of
gains on capital assets (Smith 1972).
However, another argument in favor of gains on capital asset as a
special treatment of income is that premise which claims that capital gains are
not income, since they are not generated from production and are not included
in the national income statistics (Smith 1972). Although this claim is not as
formidable as some of the earlier issues presented in this section of this
chapter, it serves as a point for consideration for treatment of capital gains as
a special type of income.
The most traditional argument on the issue of treating gains on capi
tal asset as a special type of income is that to consider capital gains as
ordinary income would discourage risk-talcing and would be highly discrimina
tory towards savings, thereby reducing investments. If it is assumed that the
existing federal income tax system does encourage risk-taking, then opponents
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would argue that there will be more equitable ways in which such a tax system
can provide whatever investment incentives are needed are are appropriate
(Smith 1972).
Finally, it is evident that CongTess advocates the treating of capital
gains as a special type of income. This can be clearly verified by reviewing
the history of capital gains. Briefly, the gains on capital asset were treated
as ordinary income until the passage of the 1921 Revenue Act when the Congress
legislated the capital gains provisions allowing this privilege (Blum 1959).
Since that time, there have been many modifications of income tax treatment of
capital gains, but despite all these adjustments and modifications, there has
been no major movement by Congress to eliminate all capital gains and the
preferential treatment of long-term capital gains. This preferential treatment
is a lower rate of tax when compared with the rate applicable to ordinary
income. In addition, however, there are severe restrictions on the full avail
ability of capital losses to reduce taxable income.

These evidences indicate

the fact that Congress has rejected the premise that gains on capital assets
should be treated as ordinary income.
Since the theory of capital gains is so deeply imbedded in the federal
income tax system, it seems impractical at this time to determine a greater
justification for the treatment of gains on capital assets than the existing prac
tices. This study cannot find any equitable conditions more acceptable than
the practices of considering this provision as a special type of income; it
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therefore accepts these practices of treating capital gains as a special type of
income and rejects the consideration of capital gains as ordinary income. The
remainder of this chapter will treat gains on capital asset as a special form of
income. The investigation will measure the taxation on unrealized gain on
annual increment and at time of death.

Taxation of Unrealized Annual Increment
There is no question that some form of income is increased by
unrealized appraisal as the current value of the property worth is more than it
was at the beginning of the calendar or fiscal period. Furthermore, realized
capital gains repi'esents income earned and should be taxed as is in the existing
federal income tax system. However, the taxation of unrealized capital gains
or losses on an annual incremental basis will be difficult. In addition, it is
felt by many that the cost and difficulties to measure and collect income from
unrealized gains will be greater than the benefits obtained by the increased
revenue. There will be a material deviation from accounting theory which
bases income realization on the event or transactional basis with the result
that a whole new concept of realization will have to be considered in analyzing
unrealized gains from capital assets. Among them are determination of a
valuation basis, liquidity, and the "locked-in" effect.

Valuation Basis on Appreciated Assets
A major problem of the recognition of income on accretion gains is
the determination of the applicable valuation bases. A further examination
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reveals that there must be a classification of the appreciated property to deter
mine the bases for valuation. This classification can place appreciated assets
into two groups.

The first group represents those capital assets as securities,

stocks, bonds, and futures listed on the stock exchange or over the counter
market, or other assets which have a published market value.

The second

group is appreciated assets which have no easily determined market values.
This class of assets will have to be appraised. Although the appraisal industry
has developed well-established techniques for valuation, there still exist some
difficulties in determining some objective values and measures for some assets
in the marketplace.

In addition, the appraisal would probably interfere with

the principles of voluntary assessment and voluntary compliance presently
employed in the federal income tax system. It seems apparent that the apprai
sal system can be applicable primarily if it can be adopted to the existing
system in such a way that it will be satisfying to the taxpaying public and that
such understanding can enable the taxpayers to determine incremental values
on appreciated assets without incurring prohibitive cost to the taxpayers or the
administration. Furthermore, such an appraisal or valuation system will have
to be developed so as not to disturb the taxpaying public into thinking that the
Internal Revenue Service is not levying tax equitably and fairly among various
classes of taxpayers. Practicing tax attorneys and accountants feel that this
is not a burden to the taxpayer in the upper-income bracket group because this
is a part of their tax planning anyway. Nevertheless, it is a burden on the lowincome and middle-income taxpayers who would incur additional cost.
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Liquidity
Liquidity is another problem that must be resolved in the considera
tion of taxation of unrealized capital gains. Total liquidity is concerned with
the taxpayer's ability to meet the need for payment of the tax on unrealized
increment. If such a proposal is enacted, it might require disposition of assets
to get cash and funds to meet the levies. As can be expected, forced sales
would frequently cause hardships on taxpayers and possibly create additional
displeasure with the self assessing system of the federal income tax structure.

"Locked-In" Effect
A third major problem is the deleterious economic impact of the
"locked-in" effect. The "locked-in" effect is a condition which reflects an arti
ficially induced decision to hold capital assets rather than to trade capital
assets because of the tax consequences or some other condition or conditions.
It tends to distort the normal capital flow and apparently causes a commensu
rate reduction in federal revenue. The "locked-in" effect can be observed when
investors maintain securities rather than trade because of the time factor in
the holding period. A study by the New York Stock Exchange in 1963 reveals
that after the Revenue Act of 1942 changed and reduced the holding period from
18 to 24 months to a period of six months, the average daily volume of the New
York Stock Exchange increased by 13 percent (Funston 1963). Furthermore,
tax reform advocates have testified in public hearings in the General Tax
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Reform of 1973 that a shorter holding period than six months would increase
trading and inevitably increase federal revenue (Simkins 1973).

Sliding Scale for Capital Gains
The sliding scale is one of the historical lists of attempts to lower
capital gains taxes. The Revenue Act of 1938 adopted a form of sliding scale,
but this was changed by the Revenue Act of 1942. Since that time, several
noticeable attempts have been made to adopt sliding scales.

The President's

Tax Message of 19G3 and the House Ways and Means proposals in 1972 are two
major attempts to stimulate the thinking for such an adoption.
The sliding scale treatment levies a high tax in the earlier years.
An example of this is taxation of 100 percent for the first two years, 80 percent
for the next two years, etc., with capital assets held for periods of from 15 to
20 years taxed at a reduced rate of 20 percent. If inflation is a basis included
in appreciation of capital assets, as many advocates purport, then it should be
recognized that a fixed rate, whether it be 50 percent or 20 percent, would be
unsatisfactory because the correct portion of the gain that reflects the increase
in purchasing power cannot be an arbitrary or constant number. Such a pro
portion must be highly variable to adjust for the erratic patterns of inflation.
It seems apparent that the problems stated earlier in this chapter and the mea
sures to resolve them do not substantiate an acceptable, practical, and equitable
basis for taxing uirrealized increment on capital assets. The Gradual Simplified
Method rejects the taxation of annual unrealized appreciation on capital assets.
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Taxation of Unrealized Capital Gains at Time of Death
Although it does not seem feasible to tax unrealized increment on an
annual basis, there still remains the problem of taxation of unrealized capital
gains at time of death. Since 1942, several attempts have been made by the
Treasury Department to alter the rules on the existing tax structure (Hearings
on Revenue Revision of 1942). In 1963, President Kennedy proposed a tax on
unrealized capital gains at death (U.S. President 1963 Tax Message;
Sommers 1966). In 1973, there was another attempt to approve some form of
tax revision of the existing rules allowing a tax on appreciated capital gains at
time of death.
Interviews with practitioners, tax attorneys, and tax reform advo
cates reveal that there is some considerable support for the taxation of appre
ciated assets at time of death. However, an examination must be made of
some of the questions that must be answered before this proposal can be deter
mined acceptable or non-acceptable. Some of the problems to be considered
are the various or basic ways or approaches that taxation can be levied on such
appreciation, the valuation problem, liquidity, and "locked-in" effect.

Approaches to Taxation of Appreciated Assets at Time of Death
There are two popular approaches being proposed to eliminate the
existing failure to tax appreciated assets at time of death. One approach is the
tax on the appreciation accrued at the time of death, and the other is the carry
over of the decedent's bases, otherwise called the stepped-up basis. The
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stepped-up basis is the carrying over of the decedent's base on the property so
that appreciation is taxed when the asset or property is sold or disposed of.
A comparison of these two approaches reveals that the tax at the
time of death is simpler to administer, since it attempts to shorten the time
necessary to administer the estate. On the other hand, the stepped-up basis
tends to prolong the tax liabilities on the appreciation. It appears to increase
the cost of administering the federal income tax; it requires the use and main
tenance of additional records of the taxpayer to include decedent's basis, date
of acquisition, correspondences with beneficiaries, and contestations of addi
tional issues. It might even include maintenance of records for several
generations.
Despite the apparent simpler execution and administration of the tax
at time of death over the stepped-up basis, the former approach presents some
problems. Among them are valuation and liquidity, and even the adjudication
through the courts. The U. S. Supreme Court decision in the Eisner v.
Macomber case in 1916 raises serious doubts as to whether Congress is
empowered to enact an income tax on unrealized appreciation at time of death.
The court, at that time, cited that mere increase in value is not income, and
there is also the need for converting capital into cash to pay taxes. Further
more, as was stated earlier in this chapter, this form of taxation is contrary
to generally accepted accounting principles and would require a new develop
ment to the concept of recognition.
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The problem of liquidity would be applicable to those difficulties on
this issue discussed earlier in this chapter. It could present several potential
dangers and uncertainties and could possibly force taxpayers into socially and
economically unsound solutions.

Valuation of Assets at Time of Death
Generally, all property in an estate is valued at time of death, or
within six months after death for estate tax purposes. This procedure could
be applied to income tax for the taxation of appreciated assets at time of death.
The provision can remove the Internal Revenue Service from any controversy
by making the executor's determination of the bases of an asset, once audited
and once accepted for estate tax purposes, binding upon Internal Revenue
Service in subsequent tax computation on the property. The provision would
lessen some of the complexity of valuation, particularly for those estates
which have incomplete records and which do not indicate the bases of certain
assets in the hands of the decedent. The executor of an estate would be
required to provide sufficient data relating to the basis to make the determina
tion feasible. In other instances where the decedent's bases cannot be deter
mined, the bases should be the fair market value of the property at the approxi
mate date on which the decedent acquired the property. Some proponents of
the tax proposals cite double taxation as an inequity of taxes levied on unreal
ized appreciation of capital gains. Nevertheless, the inequity of double taxation
is avoided in the Gradual Simplified Method by having the bases of the property
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adjusted upward by a specified portion of the estate tax paid. This adjustment
would reduce substantially the amount of gains recognized for federal income
tax purposes.

"Locked-In" Effect of Capital Assets Transferred at Death
This "locked-in" effect is very similar to the one cited in Chapter 10.
A "locked-in" effect indicates that property is held rather than sold, or the
owners refuse to sell property prior to death and hence lock in assets that
would otherwise be traded in the marketplace. Although there may not be com
plete avoidance of the "locked-in" effect, the Gradual Simplified Method has
accepted the following procedures as equitable:
1. That small estates which are not subject to estate taxes should also
be exempt from federal income tax on unrealized appreciation at
time of death.
2. That unrealized gains on property exchanged to a spouse should be
exempt.
3. That gains to children or orphans be limited to an amount such as
$30,000, the same as the federal gift tax restriction.
4. That any reasonable liquidity problem be liberalized and new rules
applied to collect capital gains and minimize inconvenience and
complexity.
5. That capital gains and loss on sale of capital assets for retirement
for the elderly be exempt up to $50,000.
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Although no proposal can ever entirely eliminate the "locked-in"
effect, it is expected that the Gradual Simplified Method will reduce the tax
benefit of holding assets until death.
A resolution of the problems of taxation of appreciated property at
time of death would indicate that such a tax would be acceptable. However,
since there are some disadvantages which might create hardship for the tax
payer, such a taxpayer would have the right to select the stepped-up basis for
tax purposes.

Summary
The existing tax laws allow the taxpayer to recognize capital gains
only at time of sale. The proposal of the Gradual Simplified Method to tax
unrealized income annually on capital asset is rejected because it creates a
great deal of complexity, and the cost to determine the tax apparently seems
to outweight the benefit derived. The arguments with interviewers during the
examination of this proposal reveal that the valuation determination is very
difficult to attain; the "locked-in" effect can significantly alter the flow of
capital—the sliding scale not only supports the "locked-in" effect, but will
reduce the taxes on capital gains to the lowest level of federal income taxation.
The second half of the proposal on the Gradual Simplified Method
dealing with taxation of unrealized income at time of death is accepted. Such
a reform would create greater equity, obtain additional revenue, and would
possibly reduce the "locked-in" effect of this provision.
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The Gradual Simplified Method would adopt a taxation on the appre
ciated gains at time of death with the acceptance of the carry-over basis, or
stepped-up basis, as an alternative method.

CHAPTER 12

AN ANALYSIS OF PROPOSED CHANGES
OF SOME REAL ESTATE PROVISIONS

Real estate investment programs are so encompassing that it is pre
sumptuous to assume that any study could adequately analyze every facet of
these programs. Furthermore, since this investigation is concerned with
federal income tax reform, the analysis will be limited to tax reform issues.
Basically, there are two major areas of analyses of real estate investment pro
grams. One area is the analysis of the economics of real estate investment,
while the other area is the analysis of the tax aspects of real estate investment
programs (Kanter 1973). However, the area on the economics of real estate is
beyond the scope of this paper, hence, only areas relating to the tax aspects of
real estate will be developed.
The tax aspects of real estate is divided into two segments. The
first segment is the analysis of tax structure and tax incident inherent in the
real estate investment programs. The second is the analysis of tax character
istics as it relates to the investor and the federal income tax system. The
first part dealing with tax structure and tax incidents will not be considered,
since it is not in keeping with the tenets of the study, and particularly since it
is involved with questions of relating to forms of investment structures, such
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as partnerships, regular or Subchapter S, or some other combination of busi
ness activity (Calkins and Updegral't 1973). On the other hand, the study will
examine and evaluate tax characteristics as it relates to investors who are
involved in real estate programs. These characteristics will include some
deductions in real estate investment programs with particular emphasis on
their equality, make-up, and timing. The analysis will review equitableness
and fairness of these provisions and deductions as they affect the federal income
tax system. The Internal Revenue Service has shown a great deal of concern
with some of the privileges granted to real estate investment tax shelter pro
grams. It has attempted to eliminate some of these advantages through rules and
regulations without aid of legislation (Revenue Ruling 68-643, 1968). Further
more, the Service is continuing its examination of these privileges in order to
minimize abuses by taxpayers (General Tax Reform of 1973). Since tax provi
sions in real estate investment programs can be purposeful only if it encourages
sounder investment and less abuse of tax preferences and privileges, then only
on these bases can there be justification for substantial tax subsidies.

The Investigation
This chapter examines the real estate investment provisions of the
federal income tax system in accordance with the analysis and questions
developed in Chapter 9. A close look will be given to some of the major facets
of real estate programs, including accelerated depreciation, interest cost, and
capital gains.
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A survey of persons actively engaged in the real estate business
indicates that lax shelters in the housing business can be wastel'ul and ineffi
cient. It reveals that tax shelters do not add measurably to the stock of lowand middle-income housing*. Accelerated depreciation and favorable capital
gains treatment are not necessary to sustain a high level of construction
activity. Tax shelters attempt to support artificial competition in the housing
industry while inhibiting and restricting technological advances, and hence,
ultimately denying superior housing projects at lowest cost. It seems that the
basic goals of syndicated investors are to avoid payment of income taxes. Such
investors are not concerned with the goals of creating better housing (Aronsohn
1973).
Tax practitioners interviewed stated that their clients in real estate
investment programs would shift to other forms of tax shelter if the privileges
in the real estate programs are eliminated or become less attractive for tax
purposes. An investment analysis appearing in the Chicago Daily News
stated that as of November, 1974, the "bloom seems to be off the rose" as far
as Real Estate Investment Trusts are concerned (Campbell 1974). Despite
this, the Real Estate Investment Trusts, hereinafter called REITs, are still
intriguing. The basic objective of REITs is to apply a mutual fund concept to
real estate. REITs are expected to distribute at least 90 percent of its income
to shareholders with the result that only the taxpayer is levied, whereas the
trust is not taxed. REITs have a large number of small investors and generally
the rates of return have been between 10 and 15 percent annually as a general
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rule. Another expert in investment analysis advises his client to invest in
three to five different REITs in a package so as to spread the risk element
(Meyer 1974).
All of these observations imply that these investors, otherwise
called passive investors, are not interested in sound housing development pro
grams. Many developers obtain their profits by selling tax losses to these pas
sive syndicated investors.

Both the wealthy and the upper middle class tax

payers are encouraged to purchase the losses for current tax write-off with
appreciation which will receive capital gains treatment. In addition, the
developers of housing programs absorb high selling expenses. DeWind, in
public testimony before the House Ways and Means Committee, said that in a
housing development in which the U. S. Treasury spent $2 million, the builders
got $1.2 million with a differential of $800,000 which inured to others who are
not in the real estate profession (DeWind 1973). Some analysts contend that
direct subsidy to the builders would be far less costly to the U. S. Treasury,
particularly since only $1.2 million would have to be paid, and passive
investors would not use the differential as a tax avoidance. However, this
area is beyond the scope of this paper, hence only areas relating to taxes will
be expected to be developed.
Often the tax incentive is the key factor in the decision to invest in
real estate, since accelerated depreciation combined with leverage is the
primary technique used to shelter ordinary income from current taxation.
The Internal Revenue Service continues to attempt to restrict some of the
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pi'ivileges that investors enjoy in real estate investment progTams.

Prepaid

interest is an example of the efforts of the Internal Revenue Service in this
respect (Revenue Ruling 68-643, 1968). Revenue Ruling 68-643 (1968) was
issued to limit the long-standing practice of deducting five years of prepaid
interest in the year of acquisition. The ruling removed the benefits of allowing
cash basis taxpayers to take prepaid interest as a deduction against current
income. The ruling now permits advance payment on interest of not more than
12 months to cash basis taxpayers. All payment of advance interest should be
considered on a case by case basis in order to determine if there is material
distortion of income. Any material distortion will be disallowed.

Payments

beyond 12 months would be considered material distortion. Other efforts
during the past few years have been to modify several fundamental activities
that benefit these taxpayers.

The Tax Reform Act of 1969 reveals some of the

results in modifying accelerated depreciation and other provisions in real
estate (Tax Reform Act of 1969; Tucker 1973). The remainder of this chapter
will evaluate the aforestated provisions of real estate investment programs.

Accelerated Depreciation or Excess Depreciation
It is known that depreciation is not allowed on land. One reason for
this rule is that land has had a history of appreciating in value. On the other
hand, buildings usually decline in value and utility, which is the basic cause
and result of deterioration and obsolescence. Several persons interviewed for
this study stated that depreciation is considered to be structured to reflect the
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decline in the market value. Many accountants would question whether this is
the primary accounting faction of depreciation.
The tax definition of depreciation is that it is a deduction "for the
exhaustion, wear and tear ... of property used in trade or business, or . . .
held for production of income" (Sec. 167 a , Internal Revenue Code 1954).
Ideally, depreciation should be matched against revenue for financial reporting
purposes. Generally, depreciation for tax purposes does not frequently attempt
to match cost with revenue. This non-matching is particularly evident when
accelerated depreciation is adopted. It seems apparent that Congress had
thoroughly considered the impact of accelerated depreciation on real estate
investments when recapture of accelerated depreciation was enacted in 1964.
This recapture provision considered gain on the sale of real property (building)
to the extent of depreciation taken during the first year should be taxed as
ordinary income. Furthermore, if the property was sold after the first year
but before the end of the tenth year, the excess depreciation taken over the
straight-line depreciation is treated as ordinary income on a sliding scale,
dependent on the period the property is held, starting at 100 percent for the
first eight months after the first year and decreasing one percent a month from
the twentieth month until the end of the tenth year.

This practice continued

until 1969, when the Tax Reform Act made some modification.
Even after the modification of the 1969 Act, additional considerations
have been made in the handling of excess depreciation. Congressman Corman,
in January 1973, introduced a bill otherwise known as the Corman bill, which

stated that deduction for depreciation on a building which is rental property
should be limited to the taxpayer's equity interest in the building at the end of
the taxable year. This is contrary to accounting and tax principles, which
base depreciation on the cost of the property regardless of how the purchase
was acquired. Furthermore, there would be apparent administrative difficulty
in attempting to establish a system to determine proof of the owner's equity
each year. This difficulty, in fact, was noted in Crane v. Commissioner
(1947). Furthermore, other attempts are continued to demonstrate the need to
reduce tax shelter through reduction of depreciation. The Taubman and Rasche
study stated that tax depreciation on office and apartment buildings continue to
provide, even after the 1969 revision, considerable subsidies through excess
depreciation (Taubman and Rasche 1972). It further stated that true deprecia
tion of office buildings in the first year is less than one-tenth of that allowed
under straight-line depreciation for each of the 45 years of the office building's
useful life. The study further calculated that on a before tax basis, the straightline depreciation allowed by law yielded a subsidy of 14 percent of the purchase
price. These results are similar for apartment buildings. In the first year,
the true depreciation is less than one-fourth of that allowed under straight-line,
and the depreciation does not exceed the tax allowance until after the passage
of 40 years.

The straight-line method of depreciation confers a subsidy of

14 percent, while the accelerated depreciation method can double this. This
is equivalent to a true depreciation of the reverse sum of years digits method
(Taubman and Rasche 1972).
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This raises many questions, some of which are: Is this reduction of
depreciation the best way to encourage housing ? Does it generate sufficient
«»rate of return to provide the optimum level of investment to satisfy housing
needs? Does direct subsidy answer the need for adequate housing? Other
questions and thoughts explored are, if the incentive of accelerated depreciation
did not exist, would the rate of return be sufficient to take the risk? If the
answer is yes, how long would it take for this adequate rate of return to be
accomplished ? What adverse effect on housing would result while waiting on
the rate of return to adjust? What would it do to housing in the low- and
moderate-income groups ? All these questions are beyond the scope of this
study. Hence, without proving the Taubman and Rasche project, this study
will accept its findings.

Capital Gains on Real Estate
Capital gains on real estate is another section of the real estate tax
shelter that should be examined to see if it is adequate for taxation of gains
from appreciation of real estate. Active real estate investors can use capital
gains only if it meets the requirement of capital assets. Generally, passive
real estate investors consider real estate investments as capital gains. Income
earned on investments by active investors is considered as ordinary income.
Most tax reform advocates and many other persons in the real estate industry
agree that annual profits from real estate investment should be included as
ordinary income for all investors, active or passive. This procedure would
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be more equitable and would eliminate the practice of conversion of ordinary
income into capital gains.
Some persons in the real estate industry indicate that this charge
would discourage passive investors and force them to find other tax shelters.
However, the McDaniel study finds no evidence that such a procedure would
result in a significant decrease in the flow of funds into the industry (McDaniel
1973). Furthermore, the McDaniel study states that passive investments are
not usually directed toward investment in low-income housing. It seems
reasonable to conclude from such findings that direct subsidies would be needed
to maintain adequate housing.

In February, 1975, there was an apparent major

decline in housing programs throughout the country, particularly in the lowand middle-income ranges. Passive investors are apparently not making
major investments, and direct subsidies seem inevitable if real estate industry
programs are to be stimulated.
Although direct subsidies are needed to stimulate real estate indus
try, the area of acceptance or rejection of direct subsidies are outside the
scope of this research. Until further research, direct subsidies should be
granted to the persons actively involved in real estate, and indirect subsidies
through some forms of tax incentives be continued in order to maintain effec
tive housing needs.
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Summary
Although the proponents of real estate tax shelter programs attempt
to justify their continued existence as the most effective incentive for the flow
of funds into the industry, there seems to be a need to eliminate some of the
tax preference provisions allowed in the real estate industry. Although it is
virtually impossible to set up a subsidy that does not provide special privileges
to some persons who are in real estate, any subsidy can have basic inequities.
Since the size of a deduction funded subsidy, such as the real estate tax shelter,
is usually enjoyed by investors with a high marginal tax rate rather than tax
payers in the low marginal tax rates, such subsidies appear to have inequitable
characteristics.
Depreciation is determined by obsolescence and apportionment of the
cost of property over its productive life. The Gradual Simplified Method
reviews the equitableness of accelerated depreciation and suggests that such a
method be eliminated and a straight-line method adopted. Some of the inter
viewers and some of the literature indicate that the straight-line method on
total value including leverage is excessive. The Taubman and Rasche study is
accepted until further research is made. The Taubman and Rasche study
states that the procedure would not be the conventional straight-line deprecia
tion, but more nearly a form of economic depreciation which appears to be
comparable to the reverse sum of the year's digit method of depreciation.
Such an adoption would void the recapture rule and all direct accelerated
depreciation methods. Capital gains should be eliminated for the passive
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investors. It seems apparent that passive and active investors compete and
have concerns for different tax privileges and benefits in real estate investment
programs; however, since this study did not measure needs for housing, hous
ing goals, rate of returns, risk factors between passive and active investors,
and the effect of these investments on the housing market, then no general con
clusion can be drawn, and further research would be necessary. Evidences
indicate that the many real estate tax shelter programs are inefficient and
inequitable; however, subsidies are necessary. Direct subsidies should be
granted to the participants who are actually involved in the situation transaction,
and indirect subsidies should be continued in order to maintain needed and
effective housing goals.

CHAPTER 13

CONCLUSIONS AND RECOMMENDATIONS

The federal income tax structure is a governmental institution which
will continue to exist as long as we have a country. Furthermore, the demand
for equitableness in our income tax structure will remain as long as we have a
democracy. The primary purpose of this thesis has been to examine the unfair
ness, inefficiencies, and inequities in the system and their impact on the society
in hope that the findings will help to develop an effective reform measure to
alleviate the inequitableness that develops in our ever-changing society.

Conclusions
Since the inefficiencies of the federal income tax system enables and
encourages those taxpayers who make more to contribute a smaller rate of
taxes than those taxpayers who are less affluent, then such a tax system is
inequitable. The inequities in the tax law provide the basis for evaluating the
hypotheses.

Hypotheses
Hypothesis 1: There are inequities in the federal income tax
system. A survey of the literature on the existence of weakness, unfairness,
and inequities in the tax structure provided the basic pattern for demonstrating
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the existence of inequities in the federal individual income tax system. Statis
tical data of the taxes from the annual publication of the U.S. Treasury Statistics
on Income indicate that the application of the system is not in compliance with
the ability-to-pay concept. The procedure for the development of the income
laws in Congress in the courts and through the Internal Revenue Service indi
cate a basic weakness that allows special interests and lobbyists to play a
dominant role in the legislation. The complexities of the law as developed in
the Code and amendments, regulations resulting in difficult interpretation by
the courts, and arduous tasks of computation by the taxpayer indicate that inef
ficiencies are in existence. Furthermore, the findings from interviews, cor
respondence, and personal contacts with practitioners, tax advisers, and
experts in taxation in the various areas studied reveal that there are short
comings, ineffectiveness, and inequities throughout the entire system.
In addition, the intended meanings and interpretations of provisions
of the tax system are in dispute. Internal Revenue Service or the taxpayers do
not always agree on some concept or provision of the system. An analysis of
the provisions indicates that many special benefits are derived by those tax
payers who have the financial capacity to have expert interpretations given to
provisions, as opposed to those taxpayers who are unable to do so. Moreover,
even the courts do not interpret regulations and provisions in the same meaning
as the Internal Revenue Service or other courts. Since the intended meaning of
provisions has not been universally assigned and carried out in the determina
tion of tax liabilities, equitableness is only partially achieved or not achieved
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and inequities exist in the tax system. Based upon the research conducted,
the hypothesis is accepted.
Hypothesis 2: There are significant relationships between inequities
and incentives in the federal income tax system. A detailed inquiry into the
literature on incentives and those dealing with inequities was conducted. Incen
tives were allowed for three reasons: (1) to grant privileges which would
encourage the private sector rather than government to participate freely in
many economic activities; (2) to provide benefits to the private sector rather
than the government sector, or that the private sector can perform more effec
tively; (3) to provide capital to the private sector which it would have provided
anyway. Provisions introduced as normal tax policies for equitableness have,
in time, developed inequitable characteristics. The presentations on munici
pal bond programs, capital gains, and real estate investment programs show
the changes that have taken place with these three provisions over the course
of time.
Incentives are usually legislated for some social and other non-tax
economic goals. However, this study gives an analysis of the following incen
tives: municipal bond tax, free interest programs, capital gains and losses,
and real estate investment tax shelter programs. The analyses show that
these incentives are not accomplishing the goals for which they were enacted.
It cites some of their deficiencies and ineffectiveness and makes some sugges
tions to reform them in accordance with the method developed.

The inevitable

weaknesses of some of these incentives have been recognized by the Treasury
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Department and by Congress. This recognition is evidenced by the regular
studies and attempts made by both segments of government to alleviate or
lessen them through new legislation. Another factor about incentives is that
when they are offered through the federal tax system, they clearly represent
expenditure of governmental resources in very much the same way as a direct
grant or loan. Again, tax reform legislation must decide in its analysis whether
the indirect tax incentives or the direct tax expenditure is more equitable and
efficient for the tax system. The legislation would be an improvement of the
provisions, and these changes would be alleviating inequitableness. A constant
review, examination, and evaluation will be necessary to maintain a more
effective and efficient federal income tax system. This hypothesis is accepted.
Hypothesis 3 : Legislation created to lessen or alleviate inequities
does, in itself, create new inequities. Legislation of tax laws is enacted to
minimize some existing unfairness, weakness, or inequity in the system.
Awareness of the weakness of the law and of the related causes of the various
expectations in the laws foster procedures of tax practice which cause conflict
and which invariably create inequities among some taxpayers.
The conflicts will result in the exercise of the diverse practices,
interpretations, and objectives applied to the tax regulations. The inevitable
result are inequities. The conflicts force the enactments of new laws, new
special benefits, and privileges. The new legislation then becomes available
for new analysis by tax planners and legal experts, resulting in diverse inter
pretations in the courts. Benefits accrue to one group of taxpayers who obtain
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special privileges to the detriment of other taxpayers, particularly those in
lower income brackets. As a result, new laws have to be enacted to minimize
the inequitable effect. This cycle continues, as was illustrated in Chapter 9.
In a sound democracy, creation of new laws seems mandatory to lessen these
weaknesses. In time, these new laws must be examined to determine their
shortcomings so that the necessary steps can be pursued to alleviate the new
inequities. Vicious cycles of examination, evaluation, and re-evaluation are
expected to be carried out by Congress and the Internal Revenue Service to keep
equitableness in the federal income tax structure. Based on the above stated
inquiry and investigation, the hypothesis is accepted.
Extensive research on reform recommendations is required by both
Congress and the Treasury Department. The principal recommendation is a
measure which can continuously monitor the inequities of the system, particu
larly as they apply to the doctrine of ability to pay and the net accretion concept
of income and in accordance with the pattern developed in the Gradual Simplified
Method.

Recommendations for Future Research
As the research developed, several fruitful areas for measure out
side the scope of the dissertation became evident. The development of the
additional research recommended later in this chapter will complement the
benefits of the dissertation in identifying and alleviating most inequities in the
federal individual income tax system.
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The methodology called the Gradual Simplified Method discussed
earlier is developed, and as it is implemented, it can serve as a sound and
adequate reform tool for the federal income tax system. At the same time,
the methodology attains equity for the entire income tax system through the
application of the ability-to-pay doctrine and the net accretion concept of
income. The methodology applied in this research utilizes equity as a requi
site for the federal income tax reform. An attainment of equity as a requisite
for tax reform is an adequate reason why the research should continue.
Reform of all the facets of tax policies is not a requisite to equity in
the income tax system. However, a very thorough examination and review of
all the facets of the individual income tax must be carried out within the speci
fied period of ten years as is designated in the Gradual Simplified Method.
Particular studies should be developed in the areas of determination, exclu
sions, deductions, and incentives. Special models must be developed to serve
as a monitoring device to measure the effectiveness of various legislations as
they offset changes in the tax structure, or as their goals change from incen
tives to inequitableness. More studies should be made on the economic effect
of direct vs. indirect tax privileges. Additional examinations must be made of
the provisions studies in Chapters 10, 11, and 12 to see that these provisions
change as the tax structure changes. Eventually, the entire system will be
evaluated and studies developed to make needed reforms. However, reform
in the area of federal income taxation for individuals is never complete and
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can be meaningful only if there are also reforms made in the federal corpora
tion income tax system and the areas of estate trust and gift tax system.
The basic reasons for suggesting reform in the entire individual
income tax structure is to comply with the reform of the total federal income
tax system as developed in the basic principles of the Gradual Simplified
Method rather than the piecemeal method practiced by Congress. The general
reason for suggesting reform in the corporate income tax area is that we need
to identify the available devices for attaining greater equitableness among
corporations and individual income tax system, since both of these make up the
federal income tax structure.
In addition, the reform should eventually tie in with the taxation for
estates, trusts, and gift taxes. Added research in each area is needed in order
to provide equitableness in an interrelated system of taxes. Also, such would
result in the intended taxpayer being levied equitably within each of the areas.
Finally, the set of analyses on individual corporate income taxes and
on estate, trust, and gift taxes would provide insight into the utility of different
types of taxation to different types of taxpayers. Once again, reform based on
equitableness and the application of the ability-to-pay doctrine must be used as
a foundation for such additional evaluation.
Current reform patterns provide a technique for evaluating the tax
payer in the federal individual income tax system to ascertain a broad compre
hensive base for rate reduction and/or immediate termination of all provisions
or replacement of provisions with government grants or government
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expenditures. Research intended to produce one or more new models or for
mulas, designed specifically for measuring equitableness in federal income
tax, could assist in determining equitableness of the system to a greater degree.

Summary
The adoption of the conclusions and recommendations of this disser
tation should result in a greater degree of attainment of alleviating some of the
inequities in the federal income tax system. Without improvement in equitable
ness, criticism of the income tax structure will continue to increase in magni
tude. Taxpayers' abuse of federal income tax privileges through continuous
inequitable practices, unfairness, and immorality might be the basic cause of
collapse of some of the most effective revenue-raising devices of the federal
government.
The continued use of the inequities described in this study might lead
to the reduction of revenue, enhancement of greater inequities in the total
federal income tax system, and the impairment of some of the democratic
principles of the country. Improving the equitableness in the income tax
system will be in the best interest of taxpayers, government, and society.
Since all sectors of the society can contribute to reform, the attainment of
improved equity in the federal income tax system is dependent on the joint
effort of the taxpayer, the Congress, and the Treasury Department of the
United States. In addition, there must be additional investigation and research
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into all forms of federal income taxes, i.e., individual, corporate, estate,
and trust. Only with these forms of taxes closely related and constantly
reformed can we maintain an effective income tax system.
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