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CHAPTER I
WHAT ARE CAPITAL GAINS AND LOSSES

A capltal gain or loss results from the sale or ex~-
change of a capital asset. It 1s the difference between
the purchase price or acquisition value and the selling
price or taxable exchange value of a capital asset. A
capital asset 1s often defined as any asset held not in
the ordinary course of the individual's business. Unless
otherwise provided by law, capital assets are all assets
except: (1) stock in trade or property held primarily for
sale to customers; (2) depreciable property or real estate
used in trade or business; (3) Federal, State, and Munici-
pal obligations issued after March 1, 1941, on a discount
basis and payable without interest at a fixed maturity
aate; and () personal consumption goodn.l

Capital gains fall under two general classifications.
They are derivative gains and economic gains. Derivative

gains are those gains which do not enhance the individual's

economic power. Some examples of derivative gains are:

10. K. Burrell, "The Capital Gains Tax," Ovegon
Business Review (Maéah~April, 1945) . ;




(1) gains from the sale of bonds which are caused by the
prevailing rate of interest being less than the rate of
interest on the bonds. If A purchased a $1,000 bond at a
net yield of four percent and later sold the bonds when in-
terest rates on comparable risks had declined to three per-
cent, he would realize a capital gain. If after the sale
was consummated, he undertook to purchase bonds which
would enable him to eabn the same interest Iincome as he
received from the $1,000 bond, it would utilize all the
capital gain he received to put himself into a similar fi-
nancial position. (2) gains derived during periods of tn;
flation. If A purchased some properties for $10,000 and
after several years, during a period of inflationary prices,
he sold the properties for $12,000, he has derived a capital
gain of $2,000, Now if he reinvests into other properties,
if he is to achieve properties of similar value as that dis~
posed of, he would have to pay $12,000. It is evident that
this individual has received no economic gain. The only
advantage this individual has received is, now he owns prop-
erties which might be of greater use to him,

Other capital gains reflect improvements in economie
position., Examples of such gains are?! If A purchased a
lot and built a new house in an unsettled residential area
and if after several years the value of this property had
inereased greatly, due to the locational value, caused by
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becoming an attractive residential area, the gain derived on
the sale of this property would increase A's financial power.
If an individual purchases stocks, and holds them over a
period in which they rise in value as a result of the accu-
mulation of earnings, the gain derived from the sale of such
stoek would be the result of improvement in the owner's eco-
nomic position.

Where a preferential rate is éstabliahed for the taxing
of ecapital gains, a problem of preventing the avoidance of
tax by conversion of ordinary income into capital gains is
present.

This problem arises in ra#pect to allowing corporate
earnings to accumulate instead of paying the earnings out
in dividends, this allows the holders of the shares of the
corporation to sell his stock and realize the earnings on
his stock and pay a tax on a capital gain instead of ordin-
ary income. Of course, Section 102 of the present Revenue
Act tends to eliminate this conversion feature, but it is
difficult to administer.

Other conversions of ordinary inecome into eapital
gains have been déﬁa by the movie industry. The stars of
the picture received a minority interest in a subsidiary
corporation which was set up to produce a particular piec~
ture. The star would receive a nominal salary, and 1f the

picture was a success, surplus would accumulate in the
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subsidiary corporation and after a year or two the minority
stock would be sold, and the resulting profits would be
taxed as long-term capital gains.

The problem with which we are dealing is that of de-
vising a tax statute that will tax capital gains equltably
and prevent avoidance by conversion of ordinary income into
capital gains. The historical development and evolution of
the present system of preferential taxation of capital gains
is the prinecipal subject of this thesis.



CHAPTER II
CAPITAL GAINS IN THE CIVIL WAR INCOME TAX

The first experience of the Federal Government with
income taxation occurred during the period of 1861-1872.

An income tax designed to raise $3,000,000 had been proposed
by Seeretary of Treasury Dallas, January 17, 1815, but this
proposal was not adopted.

The first income bill passed in 1861 recognized no dig-
tinetion between capital gain and other profits. The tax
was levied upon "the annual gains, profits or income of
every person residing in the United States, whether derived
from any kind of property, rents, interest, dividends, sala~-
ries, or from any profession, trade, employment or voeation
carried on in the United States, or elsewhere, or from any
other source whatever."t

The Act of 1861 provided for a rate of three percent
on ineomes of over $800. The rates under the law of Mareh
3, 1865, were:

Over $600 and not exceeding $5,000 s.evsvssssess 5%
Over @5.000 .--:naoqooqnoaotatcn-bnuobotunto-octlo%

IK. K+ Kenman, Income Taxation (Wisconsin: Burdiek
and Allen, 1910)) p-“§h84




The taxpayers were particularly dissatisfied with the
definition of income. ihenever they sold real estate which
had been held for several years for a gain, the complete
gain was considered as income for the year in which the sale
was consummated. These taxpayers realized that this gealn in
many cases had accrued during the time the property was held,
and not necessarily in the year the property was sold. If
an individual purchased real estate in 1863 for %10,000 and
sold it for $11,,000 in 1865, he would have to report a gain
er‘$h,000. If his other inecome during this period was
$2,500, the additional $l,000 income would put him in the
ten percent bracket and he would have to pay ten percent on
$1,5Q0 of this income; but if this gain was broken down as
a $2,000 gain for each of the years held, his income for
each of the years would fall under the five percent bracket.

This ereated such dissatisfaction that the income tax
law of 1867 took cognizance of capital gains and limited
such profits to those sales on real estate purchased within
two years. They were not referred to as capltal gains, but
a8 profits from real estate.

The problem arose whether the unearned inerement of
each year is income to be taxed. This problem was settled
by the decision of the court in the case Gray v ﬁarling,l

115 wall, 63, 66. 1872.



which read:

The mere fact that property has advanced in value
between the date of acquisition and sale does not
authorize the imposition of the tax on the amount of
the advance. Mlere advance in value, in no sense con-
stitutes the gain, profit or income. It constitutes
and ean be treated merely as increment of capital umtil
the sale of the property.

The Civil War Income Tax was closed out as a chapter of
history in 1872.
Exbept for the Income Tax Bill of 189), which was de=-

B no tax~

elared unconstitutional before it became operative,
ation of incomes was attempted until after the rgyifioation
of the sixteenth smendment to tho Constitubion.2 The six-
teenth amendment provided for the right to levy a tax on in-

come without apportionment betweon the states.

3 ' 1 ‘ e v ;
Pollock v The Farmers' Loan and Trust Company, 157 U. S.
L29; 158 U. S. 601 - 1895, y

gwbere wes a tax based upon corporate income in 1909,
but it was not considered an income tax, but a "special
exeise tax" to be paid by corporations in return for the
privilege of exercising their framncise rights.



CHAPTER III
TAXATION OF CAPITAL GAINS 1913-1921

The Revenue Act of 1913, did not provide for separate
treatment for gains or losses from the sale of ecapital
assets. The gains were treated as ordinary income. This
does not mean that gains or losses from the disposal of
capital assets wére not given consideration.

Although the Revenue Act of 1913 was drawn up in a
secret Democratic eaucus, thus eliminating publie reeord
of the debate, it 1s evident that they gave gains from
sales of capital assets much study. The income tax section
was modeled from Fngland's income tex statute, but differed
in respect to taxation of gains from capital assets.
England did not tax these gains or make any allowance for
their losses, but had a strict classification of what com=
posed ecapital assets.

The Aet did not provide for taxation of the umearned
inerement each year or allow any decline in value similar
to allowing depreciat ion, probably because of two main
reasons: (1) the difficulty of obtaining honest and accu-

rate appraisal values of real estates and securities not



l1isted, (2) the decision in the case, Gray v-Barling.l

The next problem encountered was, "How should we tax
the gain from sale of real estate whiech had been purechased
several years prior to the time of the Aet?" It was decided
that for constitutional reasons, that these assets should be
given the market value as of Mareh 1, 1913, so that the in-
come tax would not be retroactive or a tax upon eapital.

It was not certain that the bill could make any atterpt
to define or speecify the tax to be imposed except on income.
They were not sure that Congress had a right to employ a
definition of income, because, although the people had
granted Congress the power to levy a tax on income, possibly
it was a judicial question as to whether & particular thing
was income or whether it was principal.z Realizing this
fact, yat_baliaving it was necessary to put the act into
operation, provisions were laid down as to gains that were
taxable.

Many members of the legislative body did not feel that
gains made from the sale of property held for several years

constituted a gain, This reasoning was based on the sale or

115, well, 63, 66, 1872. Cited on p, 5.

2Senator Cummings, Senate, Congressional Record
(August 28, 1913).
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disposal of property which had risen in value due to &
price level change over a span of years. A member of sen=
ate urging the non-taxation of this gain sald:

In respect to selling stock that has inereased
or deelined in value, that is not a gain or loss,
mmmgggg 2:;?21‘;9 g’lel;zﬁs of ecapital and principal
He explained his case; that to replace these stocks

sold, at prevailing market price would utilize all the
ao-enl_leci gain to put himaal;‘ into & similar financial po=-
sition, but to tax this gain, he would be unable to replace
the stoek and maintain his former ecapital position.

The Committee of Ways and Means reported, that there
was an income to be taxed. They believed the individual
had & greater control of wealth than before the sale.

They reasoned that if the individual used this gain for
other purposes, such as paying rent or buylng commodities,
he had grester econcmic power than before. They also ade
vocated taxing this gain as income for the 12 months in
which the property was sold.a ,

In the light of these varied opinions, one is lead
to wonder why no provision for the taxation of aa.pité.l

lsenator Williams, Senate, Congressional Record
(August 28, 1913). ’ s

20ommittee of Ways and Meens, House, Congr essional
Record (May 6, 1913).
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gains was included in the bill. The reason hinges on Mr.
Cordell Hull's explanation of this feature of the bill.
Speaking before the House he said:

In construing all these laws . . . « unless the
unrealized inerement 1s expressly made income, 1t is
not considered income in any sense of the word, but
simply inereases of value or eapital . . + « in re=
speect to an individual not an ordinary dealer or one
making the buying and selling a business, this bill
would apply only to those profits on sales where the
property was purchased and sold during the same
year.

The bill was adopted reading: "Taxable income com~
prises gains, profits, and income derived from . « « o
dealings in property whether real or personal . . « «"
The bill did not contain Mr. Hull's definition, nor did
the bill specifically provide for losses on capital tran-
sactions.

Even before the passage of the bill, it was realized
that it would have to be adjusted and revised in the fu-
ture. It was plain that the founders of the bill knew that
their bill would need revision as was shown by Mr. Hull
addressing Congress: 4

Like any new tax, it will be necessary for the

people to become aecquainted with the proposed law
and for it to become adjusted to the country before

1913)100rdell Hull, House, Congressional Record (May 6,
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extending 1ts classifications, abatements, deductions,
exemptions and so forth, to the extent which in all
respect would make it as comprehensive as it should
later be made. It was therefore deemed sufficient

at present that the bill contain only th{ essential
features of a modernized income~tax law.

It soon became necessary for the Treasury to define
what were taxable gains or allowable losses in respect to
the sale of these ecapital assets. The Treasury laid down
the following decision in respect to taxable inecome and

allowable losses on real estate:

The proper increase in the value of a pilece
of property held over a number of years is recog-
nized as is the fact that any loss sustained
through the sale of real estate in sny one year
in which the property is sold. Therefore,
ascertainment of the amount of income derived or
loss sustained in the sale of property, will be
found by prorating either the profit or the loss
without attempting to show that the total incre=-
ment in the value of the property oceurred during
the taxable period, and without admitting voluminous
and contradictory evidence as to the inerease in
value having occurred prior to the ineident of the
tax. The simple device of prorating the profit or
loss in accordance with the number of years the
property had been in possession of the selling
party has been adopted. The amount of profit or
loss to be accounted for in the retwn of amual
net income for the year in which the property was
sold shall be prorated in the proportion which the
number of taxable years bears tg the total number
of years the property was held.

: lgordell Hull, House, Congressional Record (April
26, 1913).

2Treasury Decision 2005, July 8, 191l.
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This decision was necessary because the holders of
these properties were either all claiming that the appreci~-
ation of value occurred before March 1, 1913, or that the
loss had occurred after March 1, 1913.

Taxpayers immediately started selling securities which
had deeclined in value, then buying them back at the lower
market price and including this loss as a deduction when
filing thelr income tax return. To offset this practice,
the Treasury declded that:

. The shrinkage in value of bonds, stock and

other such securities due to fluctuation in market

value, when demonstrated by their sale constitutes

a loss within the meaning of the aect, but it is

also provided that only those losses are deductible

which are sustained during the year in trade, and

such losses to be deductible must be actually sus=-
tained and ascertained during the year for which

the deduetion is sought to be made; it must be in-

curred in trade and be determined and ascertained 1

upon an actual, a completed, & closed transaction.

This decision was necessary to explain: (1) that
there had to be an actual sale, and market decline could
not be considered as a loss, (2) that selling stocks which
were selling for less than their purchase price, than re-
buying them at the lower cost, did not constitute a loss
within the meaning of the act. Gains from wash sales were
taxable as ordinary income.

This decision said that "losses in trade" were

l1pia,
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deductible 1f they were absolute, but it did not define
what was meant by a "loss in trade." Therefore, the
Treasury laid down the following decision to eclarify the
term:

A Loss in Trade: A person not & recognized or
licensed dealér in stock and bonds makes $5,000
profit during the year on a stock purchase and sale,
and makes a loss during the same year of $l,000.

The tax office holds that the profit of $5,000 is

income to be ineluded in a return of income, and

that the $l,000 loss is not such a loss as may be

dedueted in a return of income, for the reason

that it is not incurred "in trade" within the ac~-

cepted definition of that term.l

No provision of the 1913 law met with more criticism
and objeection. Corporations were permitted to deduet all
losses,® and it seemed Just to tax corporations and indi-
viduals alike in this respect. So long as the gains from
trading were taxed, it was felt diseriminating to omit
losses from allowable deductions. Frequently an indivi-
dual's gains and losses from & series of trades are about
equal, which as to the 1913 law resulted in a tax being
assessed against one's other income upon something which
had not any relationship to such income. As losses to
one taxpayer usually represent gains to another, and as

certain securities and real estate changes hands many

lmreasury Deeision, 2135.

ZRobert Montgomery, Income Tax Procedure (New
York: The Ronald Press Company, 1917), Ps 100.
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times, it seemed possible that under the decision, an
amount equal to the value of one lot of securities or one
parcel of real estate might over a period of years be taxed
one hundred perecent.

The demand became so strong for a change, that
Congress was forced to provide a means of relief. It was
believed that all losses could not be allowed without re-
strietions, or the taxpayer would take advantage by sell-
ing for a loss only in the years when their regular income
was high, also 1t might inerease the incentive of taxpayers
to sell their stock for a loss and then repurchase them,
endeavoring to use this loss as a deduction to their in-
come, To provide this relief, Congress added to the income
tex bill of 1916, the following provision:

In transactions entered into for profit but not
commected with his business or trade, the losses
actually sustained therein during the year to an
amount not exceeding the prorits ariaifg therefron,
shall be allowed as deductiona . . .« »

No longer would a taxpayer have to pay a tax on the
gains made from capital assets, and not be able to offset
his losses as a deduction. Although this relief was
granted to the taxpayer, it was still highly criticized,

because, yet a taxpayer must pay a tax on all of his

11bid., pe 165.
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profits; therefore, it was believed that he should be al-
lowed to make deductions in the same mamner on 2ll of his
losses. It was immediately pointed out that profits and
losses other than those connected with onet's business are
not apt to be constant. There are good years and bad
years, and where there is no opportunity to average, some
taxpayers may be obliged to pay on large profits one year
and yet be lmable to claim deductions for losses the next
yoar.t

There was a great demand for relief to the taxpayer,
not only were they wanting to be able to deduct capital
losses in full, but a great many taxpayers were paying the
taxes on capital gains under protest. This group was mak-
ing the way for the Supreme Court to make a decision,
possibly deeciding that these gains were not taxable income.

With the higher surtex rates established during
World War I, there was a great demand for the allowance of
all losses cﬁ capital asset sales. The allowance for the
fnll_mmount of the loss was becoming more and more impor=
tant, due to the higher surtax rates.

To alleviate a part of the rnjustipe that the tax
laws of 1916 and 1917 were now imposing, Congress found it

ltbid., pe 173.
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necessary to grant the necessary relief in the Revenue Act
of 1918. Under the new law an individual could deduct all
net losses, "if incurred in any transaction entered into
for profit, though not conneeted with the trade or busin-
ess." The chief factors which decided the deductibility
of this elass of losses were: (1) The loss had to be an
abgolute loss rather than a conjectural loss. In other
words, 1t had to be an "out of the pocket loss," (2) The
loss must be sustained within the taxable year. If, at
the end of the preceding texable year the taxpayer had
mentally "charged off" a loss, it would not come within
- the Traaaurf!s interpretation of when a loss occurred.

The Treasury, in its regulation dealing with a closed
transaction, fixed the date practically at the time of
obsequies and not at the time of death. For example, if
a taxpayer purchased stoek for $50 & share in 1916 and
sold it on Jenuwary 3, 1918 for $1 a share, the Treasury
holds that the loss was not sustained wmtil 1918, even
though the value of the gtock on December 31, 1917, was
the same as on January 3, 1918. (3) The transaction must
have been "undertaken for profit." That is to say, if a
taxpayer purchases a car for pleasure purposes, or buys

or builds a residence for his own occupaney, and sells

lincome Tax of 1918, Seetion 21l (a=5).
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either for less than the cost, that loss is not deductible.
This cannot be claimed as a deductible loss as nelther
were undertaken for profit, although profits from this
source are taxable. If, however, the residence or ear is
destroynd by casualty and not compensated by Insurance,
the actual loss is deductible.t |

A capital loss had to be on & aompleted,.elosed tran~-
saction. Is a wash sale a completed, closed transaction?
So long as accrued losses (shrinkage in value of securi-
ties) were not deductible until evidenced by a closed
transaction, 1t is only natural that attempts would be
made to econvert paper losses into actual losses in order
to obtain the benefit of the deduction. If securities are
sold at a loss to a bonafide buyer, the loss has become
legally established and should be an allowable deduction.

It was pointed out that sales through the stoek ex-
change are actual and completed transactions because the
seller has no control over the buyer. Subaaquant repur-
chase of a similar amount of securities should not urreét
the validity of the transaction, because the buyer takes
a chance of having to pay & higher price, and therefore
the transaction 1s in fact & new deal. It wna»pointed
out that the repurchase established a new cost, and if

1Treaaury Decision B. h3~20—1259; 0.D. 698.
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sold later for a higher price, the gain would be taxable.
The Treasury hesitantly accepted the facts presented and
laid down the "Wash Sale Ruling" which read:

If a taxpayer makes an actual bonafide sale of
securities at a loss in 1918, the loss is deduectible
even though the taxpayer repurchases the securities
in the succeeding year at the same price for which
they were sold. However the burden of proof will be
q? theltaxpayar to show that the sale was not ficti-
tious .-

At the same time they said:

If a taxpayer buys !'futures! hoping to sell
the contract at a profit, and instead is compelled
to sell at a loss, the %osa is deduetible, within
the meaning of the aect.

In the debate on the Inecome Tax Bill of 1918, the
question arose, "Can a taxable income result from an ex-
change of property?" Following i1s part of the discussion
that took place in Congress:

Mr., Hardy: If A.and B. owning two tracks of land,
exchange those tracts without any money
being pald, although each one of them
has enhanced in value, is there any teax
on that exchange?3

Mr., Fordney: No, they have received nothing. They
have had no inecome. You do not have an
income until you convert the property
into money. I may own a pilece of land
and exchange with you for another pilece

lTraasury Deecision, B, 2~19-1,9; 0.D, 103, -
21bid.

" 52300ng;esaienal Record (September 16, 1918), pp. 10351«
352.
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of land today worth twice what the prop-
erty cost me when I gave it to you, but
there is no income beecause I have not
converted it into money.l

This should have been considered as the authority in
laying down any rules of interpretation, sinece no dissent
wa.s reeorded. But,'ﬁmmediately after the passage of the
bill, the following contrary decision was lald down:

Under the provision of the statute and in ag~
cordance with article 1563 of regulation lL5, the
exchange of farm land in all cases in which the farm
land exchanged has a market value constitutes a
completed or closed transaction from which a gain
or loss is realized, even though the land received
1§iexagange may be of a similar kind and of similar
vaiue.,

The question, whether a tax on capital gains is a
tax on income or capital, was being brought before the
courts. The majority of the lower courts upheld that a
tax on ecapital gains is a tax on income; but in the case,
Brewster v Walsh, held in a U, 8. District Court, a con-

trary decision was given that read:

+ « » « I feel constrained to hold that the
appreeciation in value of the plaintiff's bonds,
even though realized by sale, is not income taxable
as guch. It follows that The Income Tax Law of
1910, in so far as it attempts to tax such increases,
is in confliet with the apportiomment required of
the First Article of the Constitution, being a

11v14.
‘?‘TPGS,&&PY Deeiaim’ BG 11’-"’20"821; OQDQ }-I-290



direet tax and not apportioned among the aiveral
states according to the population « + +

This was a drastic decision, and if it was to be up=-
held by the Clreult Court and Supreme Court, it would
cause drastic effects, as the government was in no posi-
tion finaneially to pay the refunds which would be e¢laimed
if the tax imposed on all ¢ apital gains were held to be
unconstitutional. The Supreme Court was presented with
the question in the case of Brewster v Walsh. The major-
ity deeision was the words of an earlier eéas which read

as follows:

The definition of the word "income" as used by
the 16th Amendment, whieh has been developed by this
court does not recognize any such distinction be=-
tween gains from sale of capitel assets, and other
business income. We find there is no essential dif-
ference in the nature of the transactions, or in the
relation of the profits to the ecapital involved,
whether the sale or eo:warséon be a single isolated
transaction or one of many. -

Now at last the question whether these gains on the
sale of capital assets were taxable income, as provided
by the 16th Amendment, was settled. The legislative body
was now in a position to move forward in eapital gain

taxation since the constitutional question was resolved.

ly. s. District Court (Comn,) December 16, 1920.

PMerchant's Loan and Trust Co., trustee v Smietenka,
Commissioner, 225 U. S. 509 (1920).



22

With the inerease in the general price level, which
followed World War I, capital assets in many cases had a
dollar value much higher than their acquisition value, or
thelr value as of March 1, 1913. If a taxpayer sold such
en asset at that time, at the inflated prices, he would
show a large book gain, a gain which would put him in a
mich higher tax bracket. With the higher surtax rates,
the taxpayers were of the opinion, that they were unable
to sell at that time. If they consummated the sale, they
would be anable to repurchase or reinvest the proceeds to
earn the same rate of inecome. It was believed, by the
texpayer, that the government by their taxing power was
hindering them. No longer could their own prudent judg-
ment direect the formulation of poliey in the acquisition
and sale of capital assets. Tax consideration would out-
weigh business Judgment in making such decisions.

Congress realizing more fully the validity of the
eriticism plaged on the teaxation of ecapital gains as or-
dinary income, set sbout to devise a solution which would
be more fair, yet one which would bring in revenue from
these capital gains.

The desirability of a different method of taxing
capital gains was best presented in the brief of Mr.
Kellogg before the Committee of Finance. He outlined

three important features where the income tax bill was
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not satisfactory. PFlrst, the exlsting method of taxation
of ecapital gaina was injurious of the Treasury of the
United States, because 1t was killing transactions which
would be made, if the taxation was more reasonable. He
explained, that in a great many cases the people who would
make these transactions could not stand the burden of the
tex whieh would be imposed upon the profits resulting from
them, in addition to agch taxes as were levied upon their
ordinary income. This, he claimed, was lessening the
amount of revenue that could be received from taxation,
ir the rate was less confisticatory. Ir. Kellogg pointed
out, that working in his capacity as a lawyer, he had ad-
vised numerous clients not to make a particular sale be-
cause of the income tax provision. He also pointed out,
that when he attended the Unitad States Chamber of Commerce
Convention in 1918 and 1919, he did not meet a man there he
that had talked with, who did not know of a large number
of transactions of that nature that had been killed because
of the income tax feature. Mr. Kellogg believed, that the
countless number of transactions which were not consum-
mated because of tax reasons, that the Treasury was losing
instead of gaining in the existing method of taxation.
A large number of transactions taxed moderately would
yield more than & fow transactions taxed prohibitive.

. This point was affirmed by Senator Smoot, who replied:
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I am perfectly aware that it would release a
good many trensactions in real estate. In faet,
there 1s not a month, I think, but that I get letters
calling attention to just such cases as you refer
to now.

Mr. Kellogg's second point was, thet the present meth-
od of taxation was bad for the country, economically cone-
sidered, because it tends to augment the condition of
frozen capital and eliminating the natural flow of capital
into productive enterprise.

The third eriticlem was the iInjustice to the taxpayer
to be taxed upcn'derivative gains. To explain this point,

three examples will be eited.Z2

Exemple I

A salesmen in New York had a home for which he paid
four thousand dollars, and during the honsing secarclty
after World War I it rose to a value of $7,500. The
salesman was transferred to Chieago, so he sold the house,
bﬂ@ when he got to Chicago he had to put all of the
$7,500 into a house of the same value as the one he owned
in NQW’Ybrk. Yet, he had to pay an income tax on the
$3,500.

lsenator Smoot, Committee of Finance Hearings on
Revenue Act of 1921, p. 5&0.

2y, Kellogg, Brief presented to Committee of
Finanee, on Hearing of Revenue Aet of 1921, pp. 53540,
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Example II

A men had some properties costing about $1,800,000.
He bought them in November of 1918. In June of 1919 he
organized a $l,000,000 corporation and took those proper-
ties in without consulting counsel who had made any study
of the situation. He did i:“sell a share; and when the
transaction was over he had exactly what he had before,
only the plece of paper held by him read a little differ-
ently, but his actual interest was identical. He recelved
a bill from the Treasury for a tax on $1,600,000 for that

transaction.l

Example ITT

A man invents something after years of effort. He
wants to sell it out for a large price, but under the
income tax law he would have to pay something like 75
percent of his profits to the United States Government.

These three examples show the inequity of taxing
these transactions at the same rate whidh fall wnder the
existing income tex schedule.

It was realized a Qhang;e was necessary, but what plan
would be most equitable, yet bring aufficient revenue into
the United States Treasury?

lpctual case, Gcmmittge of Finance Hearings on
Revenue Aet of 1921, p. 530,



CHAPTER IV
TAXATION OF CAPITAL GAINS, 1921-193L

The inequities of the existing eoncept of taxing
gains from capital assets, clearly indicated a need for
separate tax treatment of capital gains. Three possible
plans seemed to be indicated.

‘Iﬁe first plan was to follow the English System of
non-taxation of capital gains. This was necessarily
eliminated, because the United States Treasury needed
revenue to pay off its debt in Liberty Bonds issued dur-
ing World War I.

The second plan considered was the carry back plan.
That is to say, & person who purchased a capital asset
in 1915 and sold it in 1921 would be taxed at the 1921
rate on one=sixth of the gain and the rest of the gain
would be allocated over the years held. Of course, no
capital ga_ain could be earried farther back than Mareh 1,
1913. This smounted to an allocation of the gain over
the number of years held, with amended returns for each
year. In the same manner losses would be allocated over
the years held, and amended returns for refund would have
to be made. It was at this time suggested that instead
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of allowing the gain or loss to be carried back possibly
to 1913, 1t would be better to set a number of years which
it could be carried back, and three or five years was given
as an exemple. The method of carry back was by far the
most accurate in respect to the theory of Progressive Tax~
ation, but there were several disadvantages to such a meth-
od. One criticism was that this method would not be as ad-
vantageous to the taxpayer as anticipated. It was believed
that 1917, 1918, and 1919 were periods of high income,
while 1921 and 1922 were going to be periods of low 1n¢ameg.
This would mean that if this method of relief was utilized,
that in many cases it would be additional burden instead
of a relief. For example: Suppose an individual purchased
2 capital asset in 1917 and sold it in 1921 for a gain of
$5,000. Now suppose, he along with the majority of tax-
payers made high incomes in 1917, 1918, and 1919, but in
1920 and 1921 his income was quite low. To carry baeck a
portion of this gain to be taxed in the years 1917, 1918,
and 1919, coﬁld quite possibly have the taxpayer paying a
greater sum, than if he added the full amount to his low
ordinary income for 1921.

The major criﬁicism of such a method of taxing capi=
tal gains was an administrative critieism.' A much larger
foree would be needed to handle the matter, and the cost
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of administration would be raised to such a degree that
taxation of capital gains as preseribed would be finane
eially prohibitive. It was estimated that to tax eapital
gains in this manner, a vast number of lawyers and audi-
tors would be needed.l The complexity which would result
as a means of the "ecarry back" method of t axing ecapital
gains, was baliwad to make 1t unsatisfactory.

The third method of taxing capital gains was unlque
to those plans studied in the past. It pertained to the
poasib;lity of segregeting those gaina"r’rom capital
assets, and taxing them at a flat rate, which would not
be so high, as to prohibit ﬁhg taxpayers making these
transactions, That is to say, capital gains in this man-
ner would not be treated the same as ordinary income. The
main eritieism of such a method of taxing eapital gains
was the lack of conformity with the progressive method of
taxation. It gave persons with high income a greater pere
centage in tax saving than those with low incomes, This
plan had several advantages; it would not provide adminise
trative difficulties; 1t would not preventeertain trane
sactions because of the high tax on the gain, and lastly,

it was believed that it would provide adequate revenue.

lsenator Smoot, Committee of Finance, Hearings on

the Revenue Aet of 1921, p. 543.



The last plan received the popular support of
Congress, and was enacted into the Revenue Act of 1921,
Section 206 of the bill applies only to salesor exchanges
of capital assets consummated after December 31, 1921.

It provides that any taxpayer other than a corporation
may, if he so desires, state separately in his return his
net gains on sales or exchanges of capital assets and pay
on such ecapital net gains a flat rate of 12}% percent in
lieu of the tax that he would otherwise pay on such income.
On his net income from other sources, termed "ordinary in-
come” he would be taxed as otherwise provided by the stat-
ute in section 210-211.1 The taxpayer had the option to
segregate his capital net gain and pay a tax of 12} percent,
or he could ineclude the capital net gain in his ordinary
net income and pay the tax on the amount under the regular
tax brackets. If however, he elected to segregate his
eaplital net gain, his total tax on the aggregate amount of
both kinds of income must have amounted to 12} pergent
thereof.

The term eapital asset was defined to mean, property
of any kind whatever acquired and held by the taxpayer for

profit or investment for more than two years, whether or

lregulation 62, Income Tax and War Profits and Excess
Profits Tax, under the Revenue Ac¢t of 1921 (Weshington:
Government Printing Office, 1922).
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not connected with his trade or business. Not ineluding
property (for example, a dwelling) held for personal use
or consumption by the taxpayer or his family, or stock in
trade of the taxpayer or other property of a kind properly
ineluded in an inventory. The specifiec property sold or
exchanged must have been held for more than two years, but
in the case of a stock dividend, the preseribed period
applies to the original stock, and the stock received as
& dividend considered as a unit, and where property is ex-
changed for other property and no gain or loss recognized
under the proviaion,l the prescribed period applied to the
property exchanged and the property received in exchange
is considered as a unit.?

This was a new concept of capital assets, not only
did it inelude those assets held not in the normal course
of business, but now the act ineluded as capital assets,
those depreciable properties that had been held for two
years or more. If a firm purchased a building in 1915
for $50,000 and had provided depreeiation of $10,000, and
the building was sold in 1922 for $100,000, the taxpayer

l1bid., Section 202.

Zs%gest of the Federal Revenue Act of 1921 (New York:
The Nationa 3y Co., ), Pe 90
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could segregate this capital gain and pay a flat tax of
124 percent on the $60,000, and include it in his tax re-
turn with his normal income. But, the bill provided:
If however, he elects to ségragate his capital

net gain, from his ordinary income, his total tax

on the aggregate amiunt of both kinds ir income

must be at least 125 per cent thereof.
Suppose that B, a married person had a eapital net gain
of@éo,ooo and ordinary income of only $2,000. His
$2,500 personal exemption would more than offset his ore-
dinary net income, but he aeul@ not apply any part of it
to reduce his capital net gain, nor could he allocate any
part of the $60,000 capitel gain to his ordinary income.
He must pay either the normal and surtax on the $60,000
as normal income, or pay the flat 12} percent tax which
would amount to $7,500.

It should be noticed, that while the Revenue Act of
1921 allowed the gains from the sale of capital assets to
be taxed at 12} percent, it made no pereentage limitation
for capital losses. Under the Revenue Act of 1921, losses
from the sale of capital assets held over two years were

deductible in full from ordinary ineome, or from capital
gain at the taxpayers option.

lRegulation 62, op. cit.
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This alternative flat rate of taxation of capital
gains did not apply to corporations. It would be of no
advantage to corporations inasmuch as the tax base on
corporations was the same as the rate provided for capital
gains.

Tha 1921 law applied no limitations to capital net
losses, corresponding to the 12% pereent limitation ap-
plied to capital net gains. It profited taxpayers to
bunch their capital gains in one taxable year and to bunch
their capital losses in another taxable year, when they
could be offset against ordinary capital gains.

Secretary lMellon in his letter to the Chairman of the
Committee of Ways and Means, recommended that a new reven-
ue act which provided for a limitation of deduction of
capital losses to 12% percent should be provided. The
taxpayers were realizing their losses and dedusting them
in full, yet were paying a maximum or 124 percent on
capital gains A

Secretary Mellon's suggestion was followed in fram=-
ing the Revenue Act of 192),,2 Under the Revenue Act of
192, the gains on the sale of capital assets are taxed

lnetter to Mr. Green, Chairman of the Comnmittee of
Ways and Means, written by Seeretary llellon, dated
November 11, 1923.

21pid.
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the same as under the Revenue Act of 1921, but no longer
are losses from the sale of ecapital assets to be deducted
without limit. The losses from capital assets could not
reduce the tax by more than 12% percent of the loss.

Now suppose an individual earned an ordinary income
of $8,000, and had a profit of $108,000 from the sale of
an office building, and a loss of $6,000 from the sale of
some securities, which were classified as capital assets;
in making his tax return, he would compute the normal and
surtax on the $8,000, less exemptions and allowable deduce
tions, then he would compute 12% percent of the $108,000,
then would deduct from these figures, 12} percent of the
$6,000 loss. The remainder would be the amount of his
tax. In this manner, both capital gains and losses are
treated consistently.

This method of taxing cepital gains was eriticised
most highly because it was af no advantage to the indivie
duals of low incomes. Under the prevailing tax rates, it
proved of no advantage unless the net income is large,
arownd $30,000 at least. The eritics said:

There is no conformity between the taxation of
capital gains and ordinary incoms. They have com=
pletely set aside the theory of progressive taxation

In favor of gilving greatla&vantages to the indivi=-
duals with high incomes.

1"Demoeratic National Committee," New York Times
(November 2, 192l ).
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This type of relief was to be expected, as thils was a
period when big business was in the saddle. The President's
friends were those of wealth and his sympathies were with
them and the pro@ertyhowning cless.l In Congress there was
much the same point of view.

With the ery of anti-progressive, it might be expected
that the act would be modified. Instead, ten years elapsed
before the method of taxation of capital gains were mater-
{ally changed. For the next ten years, the 192l regula-
tion remained into effect, and it was not until 1932, that
gserious consideration was given to modification.

It must be noted that the wording of the definition
of a capital asset was changed in the Revenue Act of 192l.

The term ecapital asset means property held by

the taxpayer for more than two years (whether or

not connected with his trade or business), but does

not include stoek in trade of the taxpayer or other

property of a kind which would properly be included

in the Inventory of the taxpayer, if on hand at the

close of the taxable year, or property held by the

taxpayer primarily for sale in the course of his

trade or business.¢

The important clause which was left out read:

~ lrhe Administration was deseribed as "flat and dull"
with less life and color and sparkle in Con asg, or in
gge ggg )et than for years. New Republic, 46:169 (March
L9 . :

2Revenue Act of 192l, Seetion 208 (a) 8.
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; + »+ « o but does not inelude property held for
the personal use gr consumption of the taxpayer of
his family. + « « ; '

Did this mean that a residence or an automobile used
for pleasure was to be treated as a capital asset? The
Bureau of Internal Revenue was not long in bringing forth
the answer. They said that these were capital assets,
and the gains were taxable as such, but the losses were
not deductible as caplital assets, as they do not fall
within Section 21l of the Revenue Act of 192ly, which pro~-
vides for deduections for losses, sustained by individuals
during the taxable year which read: '

(1) Losses sustained during the taxable year
and not compensated for by insurance or otherwise,
if incurred in trade or business.

(2) Losses sustained during the taxable year
and not compensated for by insurance or otherwise,
if incurred in any transaction entered into for
profit, though not eocmnected with the trade or bus-
iness. ;

(3) Losses sustained during the taxable year
of property not conneeted with the trade or business
(but in the case of nonresident alien individual
only property within the United States) if arising
from fire, storm, shipwreck or other casualty, or
from tharé énd if not compensated by insurance or
otherwise. :

Because of the fact that losses sustained on the sale

lRevenue Act of 1921, Seetion 206 (a) b.

2Revenue Act of 192, Seetion 21k,
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of an automobile used for pleasure purposes or a personal
residence does not come within the above provisions of the
Revenue Act of 192!, it 4is held that such loss is not de-
ductible for income tax purpeaaa.l

Not only were the holders of such property question-
ing the definition of a capital asset, but real estate
dealers immediastely began to interpretate the act to suitb
their business., They maintained that under the Revenue
Aet of 192, the gain in the sale of any property which
they had held for over two years would be taxed as a cap=~
ital gain. To support their case, they quoted the part
of the aet reading:

The term capital esset means property held by
the taxpayer for more than two years, whether or not
connected with his trade or business.2 -

Their claims were refused by the Treasury, who claimed
that the real ostate dealers were not using the interpre-
tation as set up by Congress., The Treasury concluded that
there was more to the definition which read:

the‘taxiaia; ggtoggz; gggpiggépgg :tgggdighfzgdgagié

properly be ineluded in an inventory. . « o~

The Treasury decision read: .

1A, W. Green, Internal Revenue Deecision 2598.
2revenue Act of 192l, Seetion 208 (a) 8.

31bid.
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Real property owned by real estate dealers constitute
thelr stock in trade, and therefore, the profits from
the sale of such property does not constitute capital
gains within the meaning of Section 206 of the Revenue
Aet of 1921, or Section 208 of the Revenue Act of 192l.
Even though the property has been held for more than
two years. It should be noted that a reel estate
dealer 1s not in the position of a person carrying on
an ordinary conmereial or manufacturing enterprise
in comneetion with which it is found necessary for
the purpose of the business to purchase additional
property. In the case of real estate dealers, the
land constitutes the commodity which is to be sold
and bought. Such property could not become ecapital
assets even If held by the taxpayer for more than two
years. However, if a dealer can ¢stablish that any
of the property sold by him was held primarily for
investment rather than for sale, the provision of
Section 206 (a) 6 of the Revenue Aet of 1921 and
Seetion 208 (b) of the Revenue Aet of 192l will apply
:gﬁthefﬁ;xatian of the profits realized from the sale
reof.

The Revenue Act of 1926 provided a more stringent
interpretation in respeet to handling "wash sales" than
in the Revenue Act of 1921. The Act read:

If substantially identical properties was acquired
in place of stock or securities whiech are sold or
disposed of, the basis in the case of the new proper-
ties shall be the same as the basis of the old stoek
or securities so sold or disposed of, inereased in
the amount or any execess of the repurchase price over
the aales price, or decreased by the amownt by which
the sales price exceeds the repurchase price as the
case might be, The two year holding period runs from

~ the date of the repurchase in the case of wash agles
and not from the date of the original purchases.

1y, S. Buresu of Internal Revemue, Cumulative Bulle
ggfIg (Washington: Govermment Printing ce, p
uling No. 2837, pp. 109«110.

3Bévanue Aet of 1926, Seetion 21 (a) 5.
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Example:

A purchased a share of stoeck for $100 in 1921, which
he sold Januery 15, 1925 for $80. On February 1, 1925, he
repurchased a share of stock in the same corporation for
$90. No loss from the sale 1s recognized under Seection
21l (a) 5. The basis for determining gain or loss from
the sale of the new share is $110;'that is, the basis of
the old share ($100) increased by($10), the amownt of the
difference between the price for which it was sold ($80)
and the repurchase price ($90).

To be classified as a capital asset, the repurchased
stoek would have to be held for two years from the date
of repurchase, then sold in such a manner not to consti-
tute a "wash sale."” |

This was naturally eriticised on the ground that,
the original acquisition date should be the basis for de-
termining the two year period. It was argued that the ;
original share was used for the tax basis of the new share,
with adjustments for the sale; therefore, the original ace
quisition date should be the basis from which the two year
period should run. Sinee this claim seemed reasonable the
Revenue Aet of 1928 was modified to read:
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In the case of 'wash sales! the 2 year period
during which property must be held to econstitute
capital assets, within the meaning of Section 101
of the Revenue Act runs from the date of aecquisi-
tion of the ariginal security and not from the date
of repurchase.

This meant that under the Revenue Act of 1928, where
securities held for more than two years and sold and sub-
atantially.idantical securities acquired within a period
of 30 days,2 the two year period ran from the date of
acquisition of the original securities. Therefore the
repurchased securities would be capital assets within the
meaning of the Revenue Act of 1928.

With the fall of the "atqak market" in 1929, prices
of securities on hand in 1930, 1931, and 1932 were much
less than their purchase or aecquisition value in the ma=-
Jjority of cases. It became an execellent time to dispose
of these securities and elaim the losses as a deduection.
The testimony of J. P. Morgan before the Senate Committes
on Banking and Currency, informed the Committee that lr.
Morgan and his partners had paid no income taxes for
1931.3 They had written off a loss in depreciation of

lRevenue Act of 1928, Artiecle 501.

albidg, Seetion 118.

A

b TP Morgan, Hear
on Banking and Currenec
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securities of $21,000,000 as of January 2, 1931, at the
time of the reorganization of the partnership upon the ad-
mittance of S. Parker Gilbert. This news startled the
country, the public was given tq understand by the press
that, in spite of large incomes, these bankers had found
"loopholes” by means of which they could legally avoid the
income tax. Little publicity was given to the fact that
tremendous eapital losses had been sustained in the de-
pression and thay, while In Great Britain these same firms .
had paid taxes continuously, because capital gains and
losses were not treated as ordinary income in computing
taxable net income. The’ emount of the tax paid there in
the years of prosperity was much less than it would hava
been if there had been a tax on capital gains like that of
the United States.

The newspapers carried the story that J. P. Morgan
and others in similar position had found means to avoid
taxation of thelr ordinary incomes by writing off losses
from sales of securitiles. Many of these newspaper ac-
counts presented the facts in a mammer that aroused the
public. They accused J. P, Morgan of "malpractice" and
“tax advoidance,"”

The publiec reaction to these reports was so great
that it forced the Gomi‘;ltaa of Ways and lMeans to consider
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changing the tax program, so that these losses would be
limited to gains from such sales, with a ecarry over priv-
1lege of one year, The Revenue Act of 1932 read:
Losses from sales or exchanges of stoek and

bonds are limited to the gains from such sales.

Such losses disallowed in one year, to an amount

not in excess of net income may be earried over

IR the susseeding Mable Jran L T Rag

The plan was never put into effect as it was super-
seded by the National Industrial Recovery Act before it
be#ame effective. The National Industrial Recovery Act,
still allowed losses from sales or exchange of stoek and
bonds only to the limit of the gains from such sales, but
the provision which provided for the disallowed losses to
be carried forward and offset against similar gains in the
succeeding year was elimineted, This was found to be ne-
cessary, because at this tix;e. Congress was aeareh:.ng for
means of inereasing revenue, and if this ecarry-over priv-
ilege was eliminated, a greater source of revenue would
be ereated.

The flat rate' method of taxing capital gainzx was
coming un;ier’ﬁre from many sourees. Mr, Murphy, Democrat
from Iowa, started the fire works rolling in his speech

before congrass‘.a He supported his speech with statisties,

lRevenue Act of 1932.
2Mr. Murphy, Gongressional Record, Vol, 78, p. 6099.
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by which he endeavored to prove that the present method
of taxing eapital geins was allowing too great of & re-
lief to the wealthy individuals, and was providing them
means of avoiding taxes they should rightly be paying.

Beginning with 1922, when the 12 percent rate took
effeet, from 70-88 percent of all such gains had been in
incomes of $100,000 or more.

In the five years from 1925 to 1929 (See Table I)
~there were 1,752 individual tax retwrns showing incomes
of $1,000,000 or more. The '&eta; income diselosed in
those returns was $3,838,000,000, and of this total
$2,137,000,000 or nearly 56 percent was firem capital gains
and received benefit of the 12} percent rate. On incomes
amounting to $2,36l,000,000 disclosed in returns showing
individual incomes from $500,000 to $1,000,000, a total
of $1,013,000,000 or elose to L3 pergent was from capital
gains. On incomes amowmbting to $2,1,03,000,000 disclosed
in returns showing individual incomes from $300,000 %o
$500,000, eapital gains totaled $897,000,000 or over 37
percent, and of incomes amounting to $7,746,000,000 dis-
elosed in returns showing incomes from $100,0€}& to
$300,000, eapita-l. gains totaled $2,000,000,000, or nearly
26 percent.
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TABLE I

Table Showing the Total Amount of Income, and the Amount of
Capital Gains Received for Five Years, 1925«1929 ine.,
In Respect to Certain Classes of Income

100% 100
0% 90%
800" § § § 8 o
o = ‘ © - 0
o o o 2
o) S S
01 CD“ c>n «
70% < & o 70%
CO“ | ﬂ‘o\t Iy
R o o
60% - 3 = 60%
50% 50%
3%
1,0% : Lo%
30% 30%
20% = 20%
o
o
10% 3 10%
o
o
8
0% | o 0%
INCOME $1,000,000 $500,000 $300,000  $100,000
BRACKETS or to to to
over $1,000,000 $500,000 .‘;’3300 , 000
KEY Income from Totel
Capital Gains | Income

Source: Congressional Record, Statisties Given by
lr. Marphy, Volume 7é, pages 6099=7005.
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In 1929 (see Table II) when the orgy of speculation
reached 1ts peak, the proportion of capital gains to total
income, among the very wealthy, became even greater. Of
$l.,368,000,000, received in that year by persons reporting
individual incomes of $100,000 or more, $2,060,000,000 or
more than 7 percent was from capital gains. Because of
the relief provision these taxpayers--1l,816 of them--paid
124 percent on their eapital gains, wﬁer&aa most of them
would otherwise have vaid 2l percent, 20 percent surtax
and four percent normal tax.

Thus they eseaped nearly one-half of the tax they
would otherwise have paid on nearly one=half of their
total incomes.

0f these persons, 513 reported individual incomes of
$1,212,000,000, of which sum $760,000,000, or nearly 63
percent was derived from capital gains. ?hirtyvaight _
persons reported individual ingomes of $5,0DQ.OGO or more.
Their total incomes amounted to $360,000,000, of which
$368,006,000, or more than 7l percent was ecapital gains.
For these 38 persons the capital gains relief provision
almost halved the tax on nearly three~fourths of their
total income.

The tota; of capital gains reported by all taxpayers
in five years, 1925 to 1929, was $7,137,000,000, of this
total, $6,018,000,000 was reported by taxpeyers having v



TABLE II

Table Showing the Amount of Income and the Amount
Derived from Capital Gains for the Year 1929,
In Respect to Certain Classes of Income

Number of
Taxpayers:
100% 1,816 513 100%
904 . 90%
&
807 2 | 80%
70% 2 70%
o
604 s 60%
50% 50%
S L7
Log Lo%
o
30% 2 304
S
_20%] < | 20%
3
10% : (\? 10 o]
o
0% , 0%
INDIVIDUAL $100,000 $1,000,000 $5,000,000
INCOME or or or
BRACKETS & more more nmore
Income from :::; Total
Capital Gains | Income

SOURCE: Congressional Record, Statistics Given by

Mr, Murphy, Volume 78, pages 06099-7005.
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individual incomes of $100,000 or more. Aceording to the
best estimate that can be made from the published figures,
the eapital gains provision reduced the tax on that
$6,0l8,000,000 of eapital gains by more than $750,000,000.

For the ten years from 1922 to 1931, inclusive, it
is a safe estimate that the relief granted bw'maana of
capital gains provisions was not less then $1, GO0,000,0GO,
enough to pay all war pensiona for an entire year.

Generally speaking, these profits were nothing more
or less than the profits of stock market apeaulation, and
speculation in land and the treasures of the earth, but
most largely from stock merket speculation. Being that, -
they add nothing directly to the national wealth and are
therefore, less worthy of encouragement than productive
business activity. Because of their special and oecasional
character they are not ordinarily depended on by the tax=-
payer to meet his customary expenses; consequently, they
inerease his ab;lity to contribute to the support of the
government more, perhaps, then any other kind of ;noame.
The tax on such gains 1s a tax on unearned income, and
unearned ineome is not entitled to special consideration.
A method of taxation that in five years gave $750,000,000
to persons filing 61,057 tax returns possibly the same
persons in each of the five years, or Z0,00Q persons at
the most is undenlably a method that accords speecial
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privilege to the few.

One must applaud lMr. Murphy's eritieism. He did point
out that the flat rate method was not one of the greatest
of equity between high and low income groups, but also one
mast remember that in this respect that munieipal, publie
utility, school district, state, etc. bonds pay an inter=~
est, which is not taxable to the individual. If the tax
was applied too greatly to capital gains, it 1s quite
possible that they would vanish, and the non-taxable in- :
come from these state and c¢ity bonds would take its place.
If this happened the government would lose instead of gaine
ing by applying a higher tax,

A Sub-committee of the Committes of Ways and Means
was appointed to make a study, relative to methods of pre=
vent;ng the avoidance and evasion of the Internal Revenue
Laws, together with suggestion for the simplification and
improvement thereof. In their study of capital gains they
pointed out what they considered the main defect of the
capitel gains tex treatment as:* (1) It produces an un=
stable revenue, large receipts in prosperous years, low
receipts in war and depmssionyeara. This meant that

when larger revenue was needed, the receipts were lower,

lgub-committee of the Committee of Ways and leans,
Prevention of Tax Avoidance (Washington: Government Printe

Ing Office, 1933).
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while during prosperous years a very large revenue was
present, The Subscommittee discovered that in Great
Britain the range between the minimum and maximum revenue,
between the 11 year span of 1923 to 1933, inclusive, was
only 35 percent; while in the United States the range was
280 percent., Of course the variation betwoeen Great Britain
and the United Statss, was not all chargeable to ecapital
gains and losses, but they accounted for & very substan-
tial portion of the difference. (2) In many instances

our tax reached the mere Inecrease in monetary value re-
sulting from the depreeiation of the dollar instead of
reaching a real inerease in value. (3) Taxpayers take
their losses within the two year period and get full bene-
fit therefrom, and delay taking their gains umtil the two
year period has expired, thereby, reducing their taxes.
(lt) The relief afforded in the case of lomg term gains
(copital gains) is inequitable under the 1933 normel and
surtax rate; it giyes relief mainly to taxpayers with net
income of over $16,000. (5) The present tax system is
unfair, in that it taxes short-tgrm gains in full, but
does not allow short-term losses, execept to the extent of
the gain, {é) In some instances, normal business transace-

tions are still being prevented on account of the tax.



CHAPTER V
TAXATION OF CAPITAL GAINS, 193-1938

The Sub-committee of the Committee of Ways and Means
sought a method of taxing eapitel gains, which would elw-
iminate or minimize the defeects of prior revenue acts,
The method recommended to the Committee of Ways and
lleans read:

(1) Put all gains and losses from the sale of
the property of the taxpayer (whether or not con=-
nected with his trade or business, but not ineluding
stoek in trade, or property included in inventory,
or held primarily for sale to the customers of the
taxpayer in his trade or business) into one group.

(2) Compute the teapital net gain' if any,
from this group of transactions by computing the
excess of the sum of the 'capital gains' over the
sum of the tecapital losses! after multiplying each
toapitul gain'! or fteapital loss' by 100% if the
capital asset has been held for not more than one
year; 80% if the capital asset has been held for
more then one year but not more than two years:
60% 1f the capital asset has been held for more
than two years but not more than three years; [,0%
if the eapital asset has been held more than three
years but not more than five years; 20% if the
capital asset has been held for more than five
years.

(3) Include in gross inecome subject to tax the
'capital net gain' if any, as computed in (2) above.
If there is a tcapital net iosa'. it is not to be
deducted from gross income. :

lprevention of Tax Avoidance, op. cit.
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In their study they included the British System, be=-
cause they believed that:

If we balance these defects of our own system
and the probable defects in the British System, if
applied in this country, there appears to be little
choice. It is true, however, that both of these
systems might be perfected. Therefore, this office
is proposing for consideration a plan which talkes
a middle ground between the two systems and, it 1s
tmpedi eliminates in part some of the defects of
both.

The defects of the British System if applied to the
United States, as set down by the committee, are®t (1) a
somewhat less revenue over a period of years; (2) greater
opportunity for tax evasion through the conversion of in-
come into gains from sale of eapital assets; (3) 1t would
allow the escape from texation, the mere speculative stock
market gains, whieh are perhaps more able to bear tax than
almost eny other type of income; (l.) accumlation of
wealth would be somewhat easier; (5) the present time
would be a poor time to chenge to the British System, as
we are at the bottom of price levels.

The Sub~committee believed their proposed plan elim=-
inated many present defects because: (1) a more stable
flow of revenue, which would be somewhat less in prosper-
ous years, but substantially greater in depression years

than the present system, (2) minimization of the tax on

11bid.
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income ereated byldepreaiation of the dnllar, (3) the el=-
Imination of the opportunity whieh afford to taxpayers the
ability to realize their losses within the two year period
and their gains outside of the two year period. This would
be largely eliminated by the graduated scale extending
over a period of years, (l) greater squity would be af-
forded to taxpayers. The proposed plan wnuld glve relief
to those taxpayers whose income is umder $16,000¢ The
defeet In the flat rate would be eliminated here, as all
taxpayers are glven equal treatment. (5) The proposed
system is somewhat fairer than the present synbam. All
short~or long-term losses’can be charged off against shorte
or long~term gains. Under the existing law, a short-term
loss could not be cherged off against a long-term gein.
(6) Normal business transaction should be somewhat en=
couraged rather than discouraged by the proposed plan.

The Sub-committee believed that their proposed modif-
ication was based on the following principle:

The tax on the ecapital gain should approximate
the tax which would have been paid if the gain had
been realized in equal annual_ amowmts over the period
for which the asset was held.l
Table III shows the effect of $100 capital gains

under. the Revenue Aet of 1932, and the proposed plan of

11bia.
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| Rat
Net income Rate on $100 over 1
before additional | additional ordinary| 1 year or les not ow
amounts indicated | net income
150 | ‘eie Aot
5,000 5 L | AR L
10,000 10 10 10 10
20,000 16 16 16 & 16
30,000 21 21 2z & 21
10,000 26 B8 | 26
50,000 31 31 n 8 31
60,000 36 36 36 36
70,000 5] M [k i
80,000 L6 L6 W B Le
90,000 7 § 51 51 51
100,000 g6 56 % B 86
500,000 61 61 61 , éi
1,000,000 (Over) 63 63 63 63
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$100 OF GAINS UNDER THE 1932
[NCOMES OF SPECIFIED AMOUNTS

yins from assets held for speeific periods

Over 2 yeafs but Over 3 years butb
not over 3 years not over 5 years Over 5 years
d %2%2 Prop9sed izga Proposed %2%2 Proposed
L 2.4 L 1.6 L 0.8
10 6.0 10 1.0 10 2.0
12% 9.6 12% 6.h 12% 3.2
123 12.6 12% 8aly 12% .2
12% 15.6 123 | 10.h 12%| 5.2
123 | 18.6 123 | 2.l 123| 6.2
123 | 21.6 123 | . 123 7.2
128 | 2.6 123 | 164 123 | 8.2
123 | 27.6 123 | 38.h 122 9.2
12% 30.@ 12% 20.l 123 | 10.2
123 33.€ 12% 22.l 124 | 11.2
123 | 36.6 123 | 2.1 123 | 12.2
123 | 37.8 12% 25.2 123 12.@
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the Sub-gommittee. }

Acting Secretary of Treasury, Mr. Morgenthau eriti-
eised the plan of the Sub-committee, because he believed
it put a premium on holding appreciated assets five years,
in which case only one-fifth of the aetual profit would
be recognized. This would encourage taxpayers to hold ap-
preciated aaéeta for over five years instead of the present
two year period, which would be an undesirable result.

Mr. Morgenthau also criticised the plan for the reason it
diseriminates against earned and business inecome in favor
of investment income, and that a loss on property held one
year only, would eompletely wipe out a gain five times as
large made on property held over five years. Alf:hough this
might reduce the fluctuation of revenue received, the net
revenue received from capital gains would be seriously re-
duced. To illuatrate‘the diaarimination}betwaen earned
and investment income, that was possible, see example be=
low,

Example: :

A taxpayer sells a six-year investment at a $é0,000
profit, under the plan proposed by the Conmittee of Ways
and Means, he would be taxed on 20 percent of the profit,
or $12,000, at the ecurrent rate. In fact hé has had a
gain accruing at the average rate of $10,000 per year for
g8ix years. He ﬁight therefore reasonably be subjected to
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8ix taxes on an itgm of $10,000, instead as the plan sug-
gests, once on $12,000. The tax of six times om $10,000
would be greater undoubtedly than one tax on $12,000.

The Treasury wes against the plan coneeived by the
Conmittee of Ways and Means, as they believed it was not
equitable, and submitbted two plans; the first plan provi-
ding for a flat rate on capital gains; the second was an
alternative plan which was a combination of the flat rate
plan and the plan of the Committee of Ways and Means.

The first plan provides for a tax at a flat rate on
capitel net gains, and permits the deduction of capital
net losses only from the ecapital gains of the same year
or the succeeding year. This is similar to the 1932 law,
but proposes further restrictions upon the deduection of
losses., This plan would be simple in operation and admin-
istration.

The alternative plan provides for segregation of
capital gains and losses as before; and to provide that
capital losses shall only be deductible from capital gains
of the same year or the succeeding year. The general meth-
od proposed by the Sub-cormittee for theAtaxation of
capital net gains might then be employed, with an adjust=-
ment of the rates, however, to make the resulting tax in
80 far as possible approximately the same as the total

taxes would be if the capital gain were spread over the
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period during which the assets were held.

The aim of the altermative plan, is to subjeet capital
gains to progressive surtax rates, but to make the appli-
cable tax rates approximately equivalent to the tax rates
which would have been applied if the capital gains had
acerued evenly over the years during which the asset was
held.

The Revenue Act of 193l was a compromise act. After
mich deliberation in both the House and Senate, the pro=
posed bill was amended in many respeets, but the proposed
step=down system proposed by the Committee of Ways and
lMeans remained in the bill, although the percentage retes
were varied.

The Revenue Act of 193l made the following provisions
relating to capital assets:

(1) A eapital asset means property held by the
taxpayer (whether or not connected with his trade

or business), but does not ineclude stoek in trade

of the taxpayer or other property of & kind which

would properly be ineluded in the inventory of the

taxpayer if on hand at the close- of the taxable
year, or property held by the taxpayer primarily

for sale to customers in the ordinary course of his

trade or business,l

In other words, capital assets were all classes of

property not speeifically exeluded by Seetion 117 (b),

lrevenue Act of 193, Seetion 117 (b).
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The term is not limited to stoeks and bonds, nor to prop=
erty held for more than two years. In determining whether
property is a capital asset, the period for which it has
been held was inmaterial.

In the case of a taxpayer, other then a corporation,
only the following percentages of the gain or loss recog-
nized upon the sale or exchange of a capital asset shall
be taken into account in computing net income:

(2) 100 per centum if the capital asset has
been held for not more than one year;

80 per centum if the capital asset has been
held for more than one year but for not more than
two years;

60 per ecentum if the eapital asset has been
held for more than two years but not more than five
 years;

L0 per centum if the eapital asset has been
held for more than five years but not more than ten
years;

30 per centum if the eapital asset has been
held for more than ten years.l

In respecet to limitation of losses allowed:

(3) Losses from the sales or exchanges of
capital assets shall be allowed only to the extent
of $2,000 plus the gains from such sales or ex=
changes. If a bank or trust company ineorporated
under the laws of the United States or of any State
or Territory, & substantial part of the whole buse
iness 1s the recelpt of deposits, sells any bonds,
debentures, notes, or certificates or other evidence

l1pid., Seetion 117 (a).
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of indebtedness issued by any corporation (including
one issued by a govermment or politieal sub-division
thereof), with interest coupons or in registered
form, any loss resulting from such sale (execept such
portion of the loss as does not exeeed the amount,

if any, by which the adjusted bases of such instru-
ment exceeds the par of face value thereof) shall not
be subject to the forgoing limitation and shall not
be ineluded in determining tge application of such
limitations to other losses.

For application of the eapitel gains and loss seetion
of The Revenue Act of 193l , Seection 117, see Table IV on

the following page.

Loss from wash saleszl

Seetion 118: ILoss from wash sales of stoek and se-
curlties:

(a) In the case of any loss claimed to have
been sustained from any sale or other disposition
of shares of stock or securities where it appears
that, within a period bsginning 30 days, before
the date of such sale or disposition and ending
30 days after such date, the taxpayer has acquired
(by purchase or by an exchange upon which the en~-
tire amount of gein or loss was recognized by
Law), or has entered into a contract or option so
to acquire, substantially identical stocks or se-
curities, then no deduction for the loss shall be
allowed. Nor shall such deduction be allowed un-
less the claim is made by a corporation, a dealer
in stocks or securities, and with respect to a
transaction made in the ordinary course of busine
esg, (b) If the amount of stoeck or securities
acquired (or covered by the contraect or option to
acquire) is less than the amount of stock or se-
curities sold or otherwise dis posed of, then the
particular shares of stock or securities the loss

11bid., Section 117 (4)

ngid., Seetion 118.
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from the sale or other disposition of which is not
deductible shall be determined under the regulations
prescribed by the Commissioner with the approval of
the Secretary. (e¢) If the amount of stock or se=-
curities aecquired (or covered by the contract or
option to aequire) is not less than the amowunt of
stoeck or securities sold or otherwise disposed of,
than the partieular share of stock or securities
the acquisition of which (or the contract or op=-
tion to acquire which) resulted in the nondeduetie-
bility of the loss shall be determined under rules
and regulations prescribed by the Conmissioner with
the approval of the Treasurer.

The length of the capital asset "holding period” for
stocks and securities required in a wash sale transaction
iss

In the case of securities, the acquisition of
which resulted in the nondeductibility of the loass
from the sale or other disposition of substantially
identical stock or securities, the period for which
the stock or securities the loss from the sale or
other disposition of which was not deductible were
held, must be added to the period for which the
stock gr securities acquired were held by the tax-

payer.
To determine the basis of the reaecquired stock or
securities, the following regulation is to be followed:

The bases shall be the base of the stoek or
securities sold or disposed of, inereased or de~
creased, as the case may be, by the difference, if
any, between the price at which the property was
acquired and the price at which such substantially
identieal stock op securities were sold or other-
wise disposed of.

lIbid., Seetion 117 (3).

21bid., Seetion 113 (a) 10.



APPLICATION OF THE PER CENTUM RATES TO CAPITAL
GAINS AND' LOSSES UNDER THE REVENUE ACT OF 193
Gains recognized | Losses reddgnized Per cent Gains taken into | Losses btake
Item under Sections under Sectlons Time Held appliecable | Account under account unc
111 and 112 111 and 112 Seetion 117 (a) Section 117
Corporate stock $5,000 9 months 100 $5,000
| Bonds $ly , 000 1% years 80 $3,200
Real estate $1,000 & 2% years 60 600
Government bonds $3,000 6 years Lo 1,200
Other securities $1,000 12 years 30 300
Fail to exercise 100 1,700
option to buy
property $1,700
Gains and losses
taken into account $l.,4.00 $7,600

Applying the limitation of Seetion 117 (d) 4
of $7,600 taken into account are allowable as a

only to the extent of £6,1,00 ($2,000 plus the gafh of
811,100 taken into account).
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The taxation of capital gains and losses, as provided
under the Revenue Act of 193, did not prove.to be as sue~
cessful as anticipated. Much criticism was placed againat
the taxation of capital gains and allowances for losses.
The Seeretary of Treasury soon discovered that much avoidw-
ance and evasion was taking place; therefore, he addressed
a letter to the President, explaining that a study should
be made with the aim to revise the Revenue Aet. The
President sent & letter to Congress asking them to make
a study of the present Revenue Act in respeet to avoldance
and evasion and prepare & new bill or amendments to the
old Revenue Act.

The Committee of Ways and Means in their study® soon
found themselves faced by the following objections:

1. Ceapital losses after application of the statutary
percentages were dgduatible only to the extent of $2,000
plus taxable gains, with no carry forward of loss. It was
felt that the widespread sense of injustice flowing out of
this treatment might impair cooperation between the tax~
payer and the Government in the administration of the ine
come tax.

2. Wealthy individuals were discouraged from

175%n Congress, 3d session, Eear12§ before the Com=
mittee of Ways and Means on Revenue Revision, pp. 30-50.
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embarking thelr capital in new enterpriqas because, the
prospecet that much of the gains, if any, will go to the
tax collector, while the losses, if any, will be allowed
only in part as a deduction against taxable Income. Here
it was contended, such treatment removes much of the ine
centive for so-called "enterprise eapital.”

It should be pointed out here, in rebuttal to such
an objection, that a striking characteristic of the exist-
ing tax treatment of capital gains, due to the step-scale
and the existence of the graduated surtax rate was an in-
ducement is offered to wealthy individuals to make their
new investments precisely in such manner as will cause the
returns to take the form of capltal gains. The distribu-
tion of the gains by the number of years that the assets
are held, as indicated in Table V, tends to show that the
benefits received by the step-down arrangeﬁant and 1ndie
viduals with large incomes.

3. The most persistent objection voiced against
ecapital gains texesis the contention that they greatly obe
struet the trade in securities and other capital assets.
It is maintained that the mobility of capital and enter=
prise 1s retarded because many potential transactions that
would otherwise be uﬁdertaken, are postponed for varying
period in order to avoid or reduce the tax on capital gains.



COMPARISON OF TAX ON AN ADDITTONAR
$100 OF CAPITAL GAINS UNDER THE

§ $100 OF ORDINARY INCOME,l WITH TAX ON AN ADDITIONAL
": ACT FOR NET INCOME SUBJECT TO TAX OF GIVEN AMOUNTS

Net income subject Normal taxes and sk

to normal tax and | surtax on $100 Bx on $100 additional eapital gains from assets held for speel
surtax before $10Q | additional ordin-

additional income< | ary net income 1 year 8 1 year but Over 2 years but | Over 5 years but Over 1
‘ or less a8 over 2 years |npot over 5 years | not over 10 years| years
$§ 5,000 8 $ 8 S g 60 $ 1L.80 $ 3.20 $ 2.0
10,000 11 1 ¥ 8.0 6.60 ko 3430
20,000 19 19 15.20 11.h0 7.60 570
30,000 23 23 ~ 18.40 13.80 9.20 6.90
40,000 28 28 22.40 16.80 11.20 8.40
50,000 38 35 = 28.00 21.00 1).00 10.50
60,000 39 39 § 320 23.1,0 15.60 11.70
70,000 L7 47 37.60 28.20 18.80 1,10
80,000 55 55 & .00 33.00 22.00 16.50
90,000 59 59 47.20 35.10 23,60 17.70
100,000 62 62 = 19.60 37.20 2l,.80 18,60
500,000 7l 7l = 59.20 Ll Lo 29,60 22.20
1,000,000 77 77 ¢ 61.60 146,20 30,80 23.10
2,000,000 78 78 62.4,0 146.80 31,20 2340
5,000,000 79 79 © 63.20 7140 31,60 23,70

lmeome other than capital gains.

2statutory net income less exemptions and credifs
Division, Division of Research and =

Source: Treas
Statisties, November

s 1937.
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It was also urged that when stock prices are rising, the li-
quidation of overpriced secourities which might check and mod-
erate any unhealthy rise was discouraged, thus contribubing
to an exaggeration of the rise and to a sharper subsequent
decline. On the other hand, by applying the stepadom sched-
ule to the amount of capital losses deductible, the existing
law encouraged an early realization of losses; consequently,
it is argued, stock market booms and collapses are accentuated.

The Committee of Ways and Means studying the complaint
that the tax on capital gains perpetuate artificial bull mar-
kets, pointed out that the alleged moderating influence of a
drastic reduction in capital gains taxes, upon the rising
trend of security markets was particularly doubtful during a
period of underlying business improvement. They conceded
that suech reduction would have the technical effect of re-
moving existing deterrents to the immediate reinvestments
of the sales proceeds inother securities, but felt that if
capital gains taxes were substantially reduced, it would
make the stoek market more attractive than before. Stoek
market gains, which even then enjoyed preferential tax
treatment if the securities are held for more than one
year, would be given even more privileged tax status among
the various sources of individual income.

The graph on Table VI shows, over & pericd of ten
years, the importance of taxes on capltal gains as a source
of' revenue, and how the tax treatment of them effected total

revenue. _ e
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TABLE VI
Individual Tncome Taxes™ 1926«1935%

Total Taxes and Taxes on Other Incoge Other Than
Capital Gains and Losses

MILLION
DOLLARS

1926 1927 1928 1929 1930 1931 1932 1933 1934 1935

KEY: Taxes on Income Total
Other Than Capital Taxes

Gains and Losses ;

# Based on tax liabilities reported in Statistics of Income.

175th Congress, 3rd Session Hearings before the Committee
of Ways and Means on Revenue Aet 1938, p. 117.

2ps defined by 1936 Revenue Act.




CHAPTER VI
TAXATION OF CAPITAL GAINS, 1938-19L2

In constructing a new tax bill for capital gains,
the Committee of Ways and Means had three main objectives
in mind which they stated as:

l. A smoother and more graduated step-down
of the percentage of gains or losses to be taken
into account for tax purposes, thus eliminating
the inducement of concentration of transaction at
certain intervals, with its accompanying accentu~
ation of rises or declines in value.

2. Elimination, as to capital gains of indi=-
viduals, of the high sur-tax brackets provided for
other income, thus accelerating liquidation of
large blocks of over-priced securities amd glving
added mobility to the capital market as well as en=-
couraging investment of capital in new productive
enterprises.

3. lore liberal deductions of capital losses
in the interest of greater equity and in order to
minimize the tax risk of investments in new enter-
prises (while at the same time preventing the loss
of revenue which would result if such deductions
were to be applied extensively to reduce taxable 1
net income from sources other than capital gains).

The following proposed changes were submitted by the
Committee of Ways and Means:® For the purpose (to apply

175th Congress, 3rd Session, Hearings before the
Committee of Ways and Means on Revenue %eviaian, De Ll.

21pid,




66

to individuals only) of sepgrating speculative transactions
from investment transaction, capital gains and losses
should be divided into two groups, "long-term capital gains
and losses" from sale of assets held for more than a year,
and "short-term capital gains and losses" from sale of
asgsets held for ﬁot more than a year. Short-term losses
should be offset against short-term gains only and not
apainst ordinary income or against long~term gains. If
the losses exeaadod the gains, the excess could be carried
forward one year and applied against the short-term capital
gains of the next year. If the short-term gains exceeded
the short-term losses, the excess was to be added to the
ordinary income and taxed at the full normal and surtax
rate. Long-term aapita; losses could be offset against
long~term capital gains, but if the losses exceeded the
gains, $2,000 of the excess could be charged against or=-
dinary income as under the 1937 law. Net longe-term capi-
tal losses, reduced by $2,000 could be cerried forward for
one year and applied to offset any long-term capital gains
in such years.

New brackets were proposed for the percentages of
taxable gains and losses. The taxable proportion of such
gains began at 100 percent in cases of assets held 13
months or less and were reduced by two percent for each

month the asset was held until the rate became 76 percent
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of the gain or loss on assets held for more than 2l months ,
but not more than 25 months. After the 76 percent bracket
was reached, the rate was reduced one percent for each ad~-
ditional month until, in case of assets held over five
years, the percentage became L0 percent. No further re-
duections were allowed.

The Senate Committee of Finance did not agree with
the recommendations proposed by the Committee of Weys and
Means, and discarded the House plan because it was "ex~
cessively complicated and would obstruct the free flow of
eapital into productive anterpriaes."l The Senate Com=
mittee drastiecally changed the method of computing the tax
on capital gains and losses. They favored the method used
from 192l to 1932, that 1s, the separation of capital
gains of individuals from ordinary income and a flat tax
thereon. They favored 15 percent instead of the 12} per-
cent used during the 192l to 1932 period. The Senate Com=
mittee favored the limitation of deductibility of capital
losses as preseribed by the Committee of Ways and Means.
The capital gains and losses section in the Revenue Act of
1938 is the result of a compromise between the House and

Senate.

1Roy Blakey, The Federal Ineo (Londen s New York,
Toronto: Longmans, Green and CO., ?}E%. p. 3
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The summary of the Revernue Act of 19381 in respect to
capital gains and losses disclosed that, in order to dif-
ferentiate in the taxation of speculative and investment
gains, an arbitrary period of ownership was taken as de-
terminative. Profits from the sale of capital assets held
for not more than 18 months, assumed to be speculative,
were designated "short term capital gains," profits from
sale of capital assets held for more than 18 months,
assumed to bé non-speculative, were designated "long term
ecapital gains."

Short-term capital gains were taxable in full at reg=
ular normal and surtax rates. Short-term losses were ale-
lowed only to the extent of short-~term capital gains; but
if short-term losses exceeded short-term gains in any
year, the resulting net loss might be carried forward for
one year to the extent that it dld not exeeed the ordinary
net income of the year in whiech such short-term net loss
was sustained as an offset against short-term capital
gains in such succeeding year. The following percentages
of long-term capital gains and losses were recognized for
tax purpose according to the length of time the asset had
been held: 66 2/3 percent if the asset had been held for

lRevenue Act of 1938, Sections 117, 23.
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more than 18 months, but not more than 2l months; 50 per=
cent if the asset had been held more than 2l months. Lohg~
term capital losses were deductible from other inecome.

A new device was provided as an alternative method of
handling long=-term capital gains. If a taxpayer has real~
ized a net long-term capital gain, the tax due was the
lesser of that computed at regular normal and surtax rates
and that derived by the following method: compute a ten-
tative tax on the net income execlusive of the net long=-
term ecapital gain, to this add 30 percent of the taxable
long-term gain., The 30 pereent is not computed on ﬁha
total amount of such gain, but on the fraction of the taxe
gble gain. The tax therefore could not exceed 20 percent
of the actual gain in the case of assets held 18 months to
two years, and 15 percent in the case of assets held over
two years.

For computing the tax in case of long-term capital
losses an alternative plan was also provided. The tax
due is the greater of that computed at regular normal and
surtax rates and that oomputed as follows: compute a par-
tial tax on net income without regard to the eapital loss,
from this tentative tax deduct 30 percent of the taxable
amount of the net long~term capital loss, This 30 perecent
is again computed on the fractional capital loss. The

maximum deduction for such losses therefore is 20 percent
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for assets held 18 months but not over two years, or 15
percent on assets held over two years.

This section of the Revenue Aet of 1938 also con-
tained a new definition of "eapital asset" which exeluded
property subjeet to depreciation allowance used in the
taxpayerts trade or business. This was a relief provi-
sion, in as much as 1t allowed taxpayers to deduct bhe
loss in full from machinery and other equipment sold or
abandoned.,

The practical result of the change in the law was to
inerease the tax on gains from property held not more than
18 months but more than 12 months. The taxpayer whose in=
come fell in the higher bracket received a greater advan-
tage than the small taxpayer, particularly in the case of
property held over two years. The law gave no inducement
to hold property for more than two years.

A new rule was established for partnerships. Every
partnership must separate from other income, gains or
losses from sale of capital assets. The tax on capital
gains were computed as in the hands of an individual, and
each member of the partnership must ineclude with his indi-
vidual income his distributive share of partnership ordi-
nary net income and short-term capital gains or losses,
and combine with his long~term capital gains his distri-

butible share of partnership long-term gains or losses.
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Under Section 23, losses from worthless securities
such as stocks, uncollectible bonds, notes, ete. issued
by corporations were restricted by the rules previously
given for caleculation of capital gains and losses. That
is, such securities are defined as capital assets, and
therefore subject to the limitations applicable to loss
from sale of capital long-term or short-term assets.
Previously, such losses were deduetible in full as bad
debts from ordinary income.

The capital gains section of the Revenue Act of
1938, remained without any important changes, and was not
eriticised by the general public. The surtax rate on or-
dinary income was being inecreased each year as the demand
for more revenue became imperative. The general attitude
of the taxpayer seemed to be, "let well enoﬁgh alone."
This sentiment was present in the Hearings conducted by
the Committee of Ways and Means on Revenue Revision of
1942, as is shown by the statement of Mr. Ellinsworth C.
Alvoid, Attornmey, ﬂhahington, D. €., Chairman, Committee
on Federal Finance, United States Chamber of Commerce:

We belleve that the existing plan of taxation

of eapitel gains and losses adopted in 1938, has 1
worked satisfactory. It should not be disturbed.

Ly, Alvord, Chairmen, Committee on Federal Pineance,
United States Chamber of Commerece, Hearings before the
Cormittee of Ways and Means on Revenue Revision [*)

Pe
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The ery for revision of the law as adopted in 1938
came from the office of the Seeretary of Treasury. The
Seeretary, through his Tax Advisor, Mr. Randolph Paul,
reported to Congress that:

The present maximnum tax rates appiieabla -to
gains from ce ital assets held 18 months or more
are unusually low. They have been left at their
1938 level, while the rates on other income have
been substantially inereased. Also the present
privilege of deducting capital losses from ordin-
ary ineome has under recent rate inereasecs, en=
couraged an unusually large amount of capital loss
realization. The present holding-period provi-
sions are too complicated and the ultemativi PrO=
vision of 15 and 20 per e¢ent reduce revenue.

The preoedi:ig statement did not represent an inten-
tion of the Secretary of Treasury to improve the method
of taxing eapital gains but as a deviee for inereasing
revenue. The President's Budget Message in January,
1942, ealled for the raising of $7,000,000,000 in new
revenue t‘rqm taxes, together with an additional
$2,000,000,000 to be obtained from the Soeial Security
Program. Besides the request for the additional amount
from taxes, the Presidentts Budget provided that
$39,000,000,000 would have to be borrowed in the follow-

ing fiscal year.®

lyr, Randolph Paul, Tex Advisor to the Secretary of
Treasury, Hearings before the Committee of Ways and Means
on Revenue Eevis%an of 1942, pe B5.

2I'ta:l-d., Presidentt's Budget Message, p. 2.




CHAPTER VII
TAXATION OF CAPITAL GAINS, 1942-1949

The Treasury not only asked Congress to revise the
taxation of capital gains, but deseribed the plan that
the Treasury Department supported. The Treasury plan
reads:

As to long-term ecapital gains, one holding
period of over 13 months would be substituted for
the present complicated double holding period of
18 months and months. Such long=term eapital
gains would be included in income at 50 per cent
of the amount of the gain, which is the present
percent for assets held over 2 years. At the same
time the maximum effective rate on long-term ca~
pital gains would be inereased from the present
15 per cent and 20 per cent to & single rate of
30 per eent. As to long-term capital losses, it
is suggested that such losses would not be per=-
mitted as a deduction against ordinary income,
but only against long or short-term capital
gains. Short-term capital losses can be applied
under the present law only against short-term
capital gains, It is suggested that they be per-
mitted as a deduction from long term capital
gains as well, To prevent hardships in the case
of a taxpayer having & small income and sporadie
losses; 1t 1s suggested that $1,000 of capital
losses, whether long-term or short<term be allowed
against ordinary income, more over, a S~yoar-
carry-over would be allowed for the excess of
capital losses over capital gains.

lHearing before the Committee of Ways end Mesns on
Revenue Revision of 192, op. git., P 06. )

LN
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Another bill submitted to Congress, which was in
striet contrast to the above mentioned bill was the Boland
B111.1 In the Boland Bill, no distinetion was made as to
the holding period for which the capital asset 1s held.

The percent of gain or loss taken into accommt is 100 per=-
cent. The entire amount of capital losses is to be al=-
lowed against eapital gains, but none is to be allowed
against other income. The bill provided for a net loss
sarry-over period of two years, against capital net gains
onl’&. The net capital gains were to be taxed at a flat
ten percent.

The Boland Bill was opposed for several reasons.

The major reasons are: (1) There was no distinction be-
tween long-and short-term gains, It was believed that a
great loss of revenue would be the result of the bill.
Under the existing system of taxation of short-term gains,
they were subject to the full normal and surtax rate;

while wnder this b1ll, short-~term net gains would be taxad_
at ten percent. In respeet to long-term gains, they would,
under the Treasury's recommendation be subject to a maxi-
mum 30 percent tax; while umder this bill, long=-term net
gains would be taxed a flat rate of ten percent. (2) Under

lgo%aaaim,al Record, 77th congreéa s end session.
H., R s introduce the House by Patrick J. Boland,
January 12, 1942.



75

the Treasury's recommendation, up to $1,000 of eapital net
loss would be deductible from other income in the current
Year while under the Boland Bill there was no deduction of
capital net loss from other income. It was believed, this
provision would be inequitable. (3) The Boland Bill aban=
doned the prineiple of ability to pay. Capital gains
would be removed entirely from the progressive income tax
structure, and would be taxed ten percent regardless of
whether the other net income was large or small or there
was no net income at all. () The flat rate of ten pere
cent would favor a relatively small group of taxpayers in
the high income brackets sinece eapital transactions are :
largely concentrated in the higher income groups. In 1938,
statutory net capital gains constituted 6li.7 percent of
the ingome of individuals with net incomes of §1,000,000
and over, but less than one pereent of the net income of
individuals with net income under $5,000.1 (5) The Boland
Bill would facilitate tax avoidance, as the taxation of
short-term net ecapital gains at ten percent would encour-
age the practice of using eapital gains as.a means of
realizing corporate earnings. The Boland Bill would

1Traasury Department Statistics for 1938, submitted
to the Committee of Ways and Means, Mareh 12, 1942, by
Randolph Paul, Speecial Tax Advisor to the Seeretary of
Treasury.
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permlt securities to be bought just after the payment of
one year's dividends and sold just before the payment of
the next year's dividends.

It might be supposed that this would result in wide=-
spread tax avoidance and loss of revenue to the Government.
But, it must be remembered thet if an attempt to convert
ordinary income into capitel gains by this method became
widespread it would be self-defeating. The offering of
a large number of shares would unbalance the equilibrium
between supply and demand; therefore, selling price of
these shares would not indiecate the antiecipated earnings
of the eorporation for the year. ‘(6) The effective rate
of taxation on one type of income, capital gains, would
be drastieally reduced at a time when all other ineome
of the taxpayers is called upon to pay & higher rate of
taxation than ever before,

The Treasury propas#l was severely attacked by the
supporters of the Boland Bill on three main grounds:

(1) Over the period of years of capital gains taxation,
allowance for capital losses has wiped out the revenue
recelved from ecapital gains taxes. Under the Boland Bill
capital losses are only deductible against eapital gains
and not ordinary income, and onece the revenue is received,
it can not be offset by allowances for losses against or-

dinary income in other years. (2) The five year carry-over



provision was attacked because: _
Why should we go through the hgany of levying
administrating, litigating, and collecting these
microscopic and evanescent taxes on capital gains
and then finally end up witg a zero by carrying
losses forward for 5 years? .
Also it was believed to be futile to promise in 1942 a
carry-over of losses for five years, sinece the capital
gains tax had been revised in 1917, 1918, 1921, 192L, 1926,
1928, 1932, 193, and 1938. (3) The arbitrary definition
of a long-term capital geia on the basis of time drew
special critieism by E. M. Friedman:
Why should a capital gain pay a tax of 90 per
cent on one day and 30 per cent 2 days later, that
is, one day before the imaginary dividing line be=
tween longwand shorteterm galns?2
It was the duty of the Committee of Ways and Means to
formulate a more workable tax program. After considera-
tion of the various proposals, of which the two most im=
portant has been previously explained, they attempted to
devise a plan which contained the best attributes of each
plan, yet vhich eliminated each plan's weakness.

The Committee of Ways and Means discarded the flat
ten percent tax on capital gains for three reasons, (1)

increased revenue was needed by the Treasury, and they

lp11sha M, Friedman, Hearings on Revenue Revision of
1942, Committee of Ways and lieans, pe 100L.

21bid., p. 1662.
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believed that looking ashead for the next several years,
that the flat ten percent bracket would not yield as great
& revenue as would a plan similar to the Treasury's recom=
mendation. (2) The taxing of only a flat ten pereent was
of too great an advantage to those individuals in the high
surtax brackets. (3) The tem percent bracket was not in
conformity with the progressive method of btaxation, With
this view the committee accepted the Treasury's recommenda=
tion and followed a policy of taxing long-term gains at

50 perecent and short-~term gains at 100 percent, The next
problem faced was the designation between long=and short-
term capital}gains. The Boland Bill made no distinetion
between them, while the Treasury's recommendation set a

18 month holding period. The committee believed that some
designation should be made, so as to capture under full
normal and surtax rates speculative gains. The 18 month
period as provided in the Treasury's recommendation was
believed too loeng. If a period was to be designated to
spearate speculative and non-speculative gains, it should
be sufficiently short so that holders of capital assets
would not delay the flow of money into productive enter-
prise. A study by the committee on the average holding
period of mssets held for speculative gain, showed the
usual period to be under six months. The committee then
based the definition of long~and short-term capital gains
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on a holding period of six months. The committee aceepted
the Treasury's advice in respect to the five year carry-
over provision for net capital losses as they believed that
allowance should be made to provide a relief to those tax-
payers who had capital losses in exeess’of fhe amount
which could bé deducted. The allowance feature in reality
was added as an attempt to eliminate the econtinuous ery
of, "The Govermment is our partner as long as we make
gains, but discards us whenever we show & loss.”

The capital gains section of the bill as drawn by the
Committee of Ways and Means was passed with only minor
changes. - The Bill defined a capital asset as:

Capital assets- the term 'cepital assets! means
property held by the taxpayer (whether or not comnec-
ted with his trade or business), but does not ine
elude stoeck in trade of the taxpayer or other prop-
erty of a kind which would properly be ineluded in
the inventory of the taxpayer if on hand at the
close of the taxable year, or property held by the
taxpayer primarily for sale to customers in the or-
dinary eourse of his trade or business, or property,
used in the trade or business of a character which
is subjeect to the allowance for depreciation provi-
ded in section 23(1), or an obligation of the United
States or any of 1ts possessions, or of a State or
Territory, or any political sub-division thereof, or
of the District of Columbia, issued on or after March
1, 1941, on a discount basis and payable without in-
terest at a fixed maturity date not exceeding one
yvear from the day of issue, or real prgperty used in
the trade or business of the taxpayer.

lRevemue Act of 19Lh2, Seetion 117 (a)l.
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In the case of a taxpayer, other than & corporation,
only the following percentages of the gain or loss recog-
nized upon the sale or exchange of a capital asset shall
be taken into account in computing net capital gain, net
capital loss, and net income.

100 per centum if the capital asset has been
held for not more than 6 months;

50 per centum if the aafital asset has been
held for more than © months.

Net capital gain was defined to mean:

(A) Corporation = In the case of & ecorporation,
the term 'met capital gain'! means the excess of the
gains from sales or exchanges of capital assets over
the losses from such sales or exchanges - no holding
period is present.

(B) Other Taxpayers - tNet capital gain' means
the excess of the sum of the gains from sales or ex-
changes of capital assets, plus net income of the
taxpayer on $1,000, whichever is ama&ler, over the
losses from such sales or exchanges.®
The Revenue Aet of 19,2 permitted the allowance for

capital losses In respect to corporations only to the ex-
tent, of gains from sales or exchanges of ecapital assets.
For other taxpayers, losses from sales or exchanges of
capital assets were allowed only to the extent of the gains
from such sales or exchanges, plus the net income of the

taxpayer or $1,000, whichever is smaller.

l1bid., Section 117 (a) 11b.

21pid,, Seection 117 (a) 10.
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If the taxpayer has a net eapital loss disallowed in
one year, the amount is treated as a short-term capital
loss in each of the five succeeding taxable years to the
extent that such amount exceeds the total of any net capi~-
tal gains of any taxable years intervening between the tax-
able year in which the net capital loss arose and such suce
ceeding taxable year. This carry-over privilege does not
extend to corporations.

The Revenue Act of 19)2, carried an alternative tax
plan for capital gains which read:

If for any taxable year the net long-term ecapie
tal gains of any corporation exceed the net shorte
term capital loss, a partial tax shall first be com-
puted upon the net income reduced by the amount of
such excess, at the rate and in the manner as if
this subsection had not been enacted, and that total
tax shall be the partial tax plus 25 per centum of
such exgess, . . « » for a taxpayer the partial tax
shall first be computed upon the net income reduced
by the amount of the excess, at the rates and manner
as if this subsection had not been enacted and the
total tax shall be the partial tax plus 50 per centum
of such excess.

In other words the maximum amount of tax to be paid,
on long~term capital gains by both a corporation and other
taxpayers, is 25 percent of the gain.

It should be noticed that the definition of a ecapital
asset was changed to exelude real property (land) used in

trade or businessof the taxpayer. This exclusion alsgo

1thid,, Seetion 117 (10) 1.

et
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included depreeciable property such as buildings and equip-
ment.

If these properties were no longer considered capital
assets, then the gains or losses from compulsory and in-
voluntary conversions (as a result of destruction in whole
or in part, theft, seizure, or an exercise of the power of
requisition or condemmation) would be subjeet to the same
treatment as ordinary gains or losses. In other words any
gain from involuntary conversion would be taxed on the
full normal and surtex rate, and any losses would be fully
deduetible from ordinary income.

Logical reasoning showed the uﬁfairness of an indivi-
dual having to pey full tax on a gain fram involuntary
conversion; therefore section 117 (j) was added to alevie
ate this situation. In respeect to this matter the Statute
read:

(1) Gains and Losses from Involimtary Conver-
sion and from the Sale or Exchange of Certain Proper=-
ties used in the Trade or Business.

For the purpose of this subsection the term
*Propartz used in trade or business' means property .
used in the trede or business, of a character which
1s subject to the allowance for depreciation, held
for more than O months, and real property used in
the trade or business held for more than 6 months
which 1s not (A) property of a kind which would
properly be included in the inventory of the tax-
payer if on hand st the close of the taxable year,
or (B) property held by the taxpayer primarily for
sale to customers in the ordinary course of his
trade or business.
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(2) If, during the taxable year, the recognized
gains upon sales or exchanges of property used in the
trade or business, plus the recognized gains from the
involuntary or compulsory conversion of property used
in the trade or business and capital assets held for
more then 6 months into other property or money, ex=
ceeds the recognized losses from such sales, exchanges,
and conversions, such gains and losses shall be cone
sidered as gains and losses from the sales or ex-
changes of capital assets held for more than 6 months,
if such gains do not exeeed such losses, such gains
and losses shall not be considered as gajins or losses
from sale or exchange of capital assets. :

This was a relief provision granted to the taxpayers
who Involuntary made certain conversions, and those who
sold depreciable property, or real property used in their
trade or business. If a gain was derived on the sale or
conversion of these assets held over six months, the galin
would be treated as a capital gaing thsrerore, they would
be taxed at no more than the maximum 25 percent rate. If
a loss resulted from the sale or conversion of these
assets, the loss is not to be considered as a capital loss,
but was deductible in full against ordinary income as a
business loss.

It must be noticed thet the definition of a capital
asset excludes real property and depreeiable property
used in the trade or business, but did not exclude real
or depreciable property not used in trade or business;

therefore, the personal residence or automobile used for

1ibid., Seetion 117 (1) 1,2.
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pleasure by the texpayer 1s included as a capital asset.
Any gain derived from the sale or exchange will be treated
as a gain from a capital asset, but any loss is not deduc-
tible, as only losses are deduectible which are ilncurred in
any transaction entered for profit, but need not be con-
nected with the taxpayer's trade or business.l

The eapital gains section of the Revenue Act of 1942
has not been substantially modified. The Revenue Aect of
1949 made only insignificant changes in the taxation of
capital gains, Any difference in respect to capiltal
gains pertains to different choice of words and clarifi-
cation in respeect to interpretation.

11bid., Seetion 111 (a).



CHAPTER VITI
CAPITAL GATNS TAXATION IN OTHER COUNTRIES

The British Income Tax is based upon a division of
income into five classes or "Schedules" ealled A, B, C,
D, and E, and the plan adopted has been not to attempt a
general covering definition of 1neoma,;but to define the
income that falls under each of these five divisions. If
there 1s any class of income that does not fall within
the words that impose the charge in any one of the Sched-
ules, that class of income is not within the scope of the
Income Tax.

The five schedules read:

Sghedule A. Tax under Schedule A shall be
charged in respect of the property in all lands,
tenements, hereditaments, and heritages in the
United Kingd@mo T

Schedule B, Tax under Schedule B shall be
charged in respect of the occupation of all lands,
tenements, hereditaments, and heritages in the
United Kingdom. . . .

: Schedule C. Tax under Schedule € shall be
charged in respect to all profits arising from
interest, annuities, dividends, and shares of
annuities payable out of any public revenue.

Schedule D, Tax under this Schedule shall
be charged in respeet to:



(a) The annual profits or giins arising or acerulng
(I) To any person residing in the United Kingdom
from any kind of property whatever, whether situ-
ated in the United Kingdom or elsewherej and
(II) to any person residing in the United Kingdom
from any trade, profession, employment, or voca=
tion, whether the same be respectively carried on
in the United Kingdom or elsewhere; and :
(I1II) to any person, whether a British subject or
not, although not resident in the United Kingdom,
from any property whatever in the United Kingdom,
or from any trade, profession, employment or
vocation exereised within the United Kingdom; and
(b) All interest of moneys, annuities, and other
annual profits or gains not charged under Section
A,B,C, or E, and not specially exempted from tax;

Schedule E, Tax under Schedule E shall be
charged in respect of every public office or employ-
ment of profit, end in respect of every annuity, pen=-
sion, or stipend payable by the Crown or out of the
public revenue of the United Kingdogm, other than
annuities charged under Schedule C.

It is evident that only Schedule D has any possible
application to caplital gains, and that phrase in that
Sehedule:

The annual profits or gains arising or aceru-
ing . + « « from any property whatever . . « « oOr
from any trade, profession, employment or vacation

may easlly be interpreted as not ineluding profits from
casual transactions not in the course of a trade.

In general, the British decision on eapital gains
may be summarized, as the Report of the British Royal

Commission states:

lposwell Magill, "Groat Britaints Income Tax,"
Taxable Income, pPp. §3~8h.
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Casual, non-reecurring or occasional profits
arising from transactions that do not form part of
the ordinary business of the person who makes them
are accordingly held not to be within the scope o;
the Income Tax, and consequently escape taxation.
The British decisions to this effeet may technieally

be regarded, not as expressing a general limitetion of
the judlelally recognized conecept of income to annual or
recurrent gains, but rather as interpretations of statute,
which purports to tax "the annual profits or gains . . . .

arising . . . . from any trqde." The retention of this
limitation in the'British statute for over a hundred
years is evidence, at least, of the desire on the part of
Parliament to restrict the concept of income in this way.
Also the report of the Royal Commission in 1920 recormended
that: A

+» +» « o any profit made on a transaction recog-
nizable as & business transaction, i.e., & transac~-
tion in which the subject matter was acquired with a
view of profit-seeking, should be brought within the
scope of the Income Tax, and should not be treated
as an accretion of capiltal simply because the tren-
saction lies outside of the range of the taxpayer's
ordinary business, or because the opportunities of
making such profits are not likely, in the nature_of
things, to oeeur regularly or at short intervals.2

This recormendation has been disregarded by Parliament
sinee 1920; therefore, Parliament seemingly has not consi-
dered it very important.

11bid., Report of the British Royal Commission.
21bid.
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The courts have set down the policy that if the sale
occurred "in trade" the profit is taxable; otherwise it is
not. The word "trade" includes "every trade, menufacture
adventure or concern in the nature of trade™ but is not
otherwise defined by the statute. Consequently, many con-
troversieq have arisen over the queatiqn whether a partie~
ular sale, in its own setting of facts, constituted a sale
in trade. Over the past years the courts have set up a
precedent that covers different situations, but in a case
that does not fit readily into a similar past circumstance,
there is a problem whether there is income to be taxed.

Onme of the most complete definitions "of trade," was
glven by the Master of the Rolls, Lord Hanworth, who said:

Now you may have an isolated transaction so
independent and separate that it does not give you
any indieation of carrying on a trade. It must be
remembered that wnder the interpretation clause,
trade 'includes every trade, manufacture adventure
or concern in the natuwre of trade!. Uhen, however,
you come to look at four successive transactions
you may hold that what was, considered separately
and apart, a transaction to which the words 'trade
or concern iIn the nature of trade' could not be ap~
plied, yet when you have that transaction repeated,
not once nor twice but three times, at least, you
may draw & completely difference inference from
those inecidents taken together. That is what the
Commissioners have done . . + » They go ont 'The
question, as we have stated it, i1s we think a
question of degree,!' and they deal with the matter
further. I think they are right. If it 1s a

1;pcome Tax Act, Seetion 237.
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question of degree it i1s 2 question of fact, and in

my judgment, the Commissioners were quite right in

applying, or in reconsidering, the facts lkmown to
them beforehand in the previous case which they had
decided, but the true measure of which they had not
taken from the point of view of whether a particular
individual was carrying on a trade or an adventure
in the nature of trade when those several matters
are threaded up togither and considered from a gen=
eral point of view.

In considering these income tax matters, the Commise
sioners decide whether a particular transaction falls
within or without the income tax statute. These matters
are decided by either the Conmissioners for the General
Purpose of the Income Tax or the Special Commissioners.
The Commissioners for the General Purpose of the Income
Tax are the bodies theoretieally responsible for the ad-
ministration of the income tax in theilr respective dis-
tricts. There are 725 districts in Great Britain. The
Conmissioners are men of standing in their respective com-
munitiaa, businessmen, landowners, or professional men.
Their position is purely honorary, no salary being at-
tached to it, and is independent of the Board of Inland
Revenue. The Special Commissioners are full-time offi-
cials, with headquarters in London. The body consists of
eight men, and the positions are permanent until the in-
cumbent reaches the retiring age. After the taxpayer re-

celves his notice of assessment he may appeal either to

1927)1p13kford v Quirke, 13 Tax Cas. 251 (K.B. and C.A.,
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the General Commissioners of his district, or to the Spe~
eial Commissioners in London, From a decision of either
. of these bodies, an appeal on & question of law lies as a
matter of right to the Kings Bench Division in England.
In England appeals may be taken as of right to the Court of
Appeal and then ﬁo the House of Lords.t

Another excellent definition of trade was given by
Lord Justice, clerk, Sir J. H, A, Macdonald who said:

It 1s guite a well settled principle ¢« « +
that where the owner of an ordinary investment
chooses to realize 1t, and obtains a greater price
for it than he ariiianlly acquired 1t at, the en=-
hanced price is not profit in the sense of Schedule
D, o« s+ o But it 18 equally well established that
enhanced values obtained from realization or con-
version of securities may be so assessable where
+ o » » 8n act (ls) done in what is truly the carry-
ing on or carrying out of 8 business . + « «

The question . . « « (18), is the sum of gain
that has been made a mere enhancement of value by
realizing a security, or is it a gain made in an
operation of business in earrying out a scheme for
profit-making?

When one views the British system, it appears that
the limitation of the taxetion of the profits on sales to
sales made in the trade or business of the taxpayer gives
rise to diffieult questions of faet in borderline cases.

lRoswell Magill, Taxable Income, Chapter 3.

aLord Justice, clerk (Sir J. H. A, Maecdonald),
Californian Copper Syndiecate (Limited and Reduced) V.
Harrison, 6 F. 89, 5 Tex Cas., 159. 190l.
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The question largely turns upon the intent of the taxpayer.
Intent may be determined from the character of the commod-
ity sold, the nature of the taxpayer's ordinary activities,
the number of his transactions in the eammodity in ques=~
tion. ‘

Some theoretical considerations in favor of thé
British system are obvious. Sinee the statute d§as not
wndertake to tax casual capital gains; therefore, it does
not provide for any allowance for cepitel losses on non-
business transactions. The rovenue from taxes can prob-
ably be more accurately estimated from year to year, and
there will be less fluctuation over a span of years iIn the
annual amount of revenue received than is found in the
United States. It 1s clear in the long run by not taxing
capitel gains, the Treasury will not lose money., Mr.
Boland supported tﬁe theory that the norn=allowance of ca=-
pital losses, would offset the smount received by taxing
capital gains over a long period of time which includes
both periods of prosperity and depression. Mr. Boland and
his supporters used this ergument as evidence in favor of
the Boland Bill. The British taxing system eliminates tha’
deterrent effeect upon prospective non-business transaection,
because there is no steeply graduated tax, nor is there
any annouragemenﬁ to the investor to sell 13 a depressed

market to take a tax loss.
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If one attacks the British method on a more practical
ground, he will notice several diacrapmaies which seem
questionable. It is difficult to see why the recurrent
profits of the Hudson's Bay Gompmyl from its sale of
lends are not as true a measure of its taxable capacity
as its profits from its dealing in furs or ot@er transae-
tion. Even in the ecase of single transaction, like that
in Jones v Laeninga if the sole object of the purchase
was to make & profit as soon as possible by a resale,
there seems little jJustification for axampting the realized
profit from tax. It seems that the major eriticism or ob=
jeetion to the British system is the difficulty of weigh-
ing accurately the given circumstance in each situation
presented. The English inspector (and courts) must dee
cide whether the transactions in question are a part of
the taxpayer's ordinary business, whether they have to do

with voeation or advoeation.

Capital Gains Taxation in France :3

In a study of both the French and German Income Tax

lrhev v The South West Africa Co., Ltd., 131 L.T.
248, 192,

23%35 v Leeming, A, C» Ll.ls, 19300

3Haig, "Taxation of Capital Gains," Wall Street
Journal (April 2, 1937).
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statutes one is faced with the lack of present day mater=
ial. Therefore, the following discussions of capital
gains taxation in both France and Germany pertain to the
period prior to World War II. : : '

The French formula for taking eapital gains is, in
general, quite similar to the British, but it is by no
means identiecal with that of England. The French have &
series of schedular taxes surmownted by a progressive
"Personal tax" which is ealled "impot complimentaire."
Unleag a capital gainc omes umder one of the schedular
taxes, it does not become subjeet to the income tax.

Two of the schedules involve the taxation of capital
gains, The first schedule imposes a tax on industrial
and commercial profits. In the case of these striectly
business enterprises, the French preseribe a very broad
base, defined in the law as "the net prorit,:doterminad '
according to‘tha‘results of all operations of every nature,
carried on by the enterprise, including the transfor of
any kind of asset whether in the ecourse or upon the ter-
mination of the undertaking."l

The second schedule contains most of the debatable :
grounds and doubtful cases. This is & cateh-all schedule,

Ilrbia.

A v
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which levies a tax on the profits of the ao~ealled'non-
commereial "professions." A more literal interpretation
of this schedule would read, "a tax on the profits of
speculation.” The test of liability here is the habitual
charascter of the activity giving rise to the profit..
Casual trnnséetions in property made Ey a person not reached
by the first schedule escapes liability under the second
schedule as well. The difference between e speculator and
one who makes a gain from a casual transaction in securie
tlies is not definite; it is a matter of interpretation of
the courts.

The narrow, technlcal definition of taxable income
offers speculators, of course, an attractive avenue of
eseape. No transaction that ecan be made to appear
"easual” is likely to be recorded either as the transace~
tion of a ecommercial or industrial enterprise, or as the
transaction of a professional speculator. Tax on capital
gains have been avoided often by converting them to casu~
al sales, for example: A French banker desiring to dise-
pose of seeurities at a price above cost, will commonly
carry through the transaction in the name of a third per-
son, perhaps one of the partners or officers acting in
his capacity as an individual,

Experience in France has shown the texpayer that
there are no substantial risks of being ealled to aceount,
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even though the transaetions be large or numerous.

The favorite procedure of evading the ineome tax
among those whose affairs are substantial aﬁpearz to be,
to seek the shelter afforded by fore:lén markets. It 1is
perhaps also significant that when French securities are
purchased, the investor almost universally insists on the
bearer type rather than the registered type. The French
investor can buy and sell securities iIn Well Street as ec~
onomiecally and almost as conveniently as the New Yorker.
If this investor does not choose to disclose his transac-
tions voluntarily to the "Fonetionnaire,” the chances that
they will be discovered is almost negligible.

The Inadequacy of the French income tax administra-
tion; therefore, renders complete evasion so easy that the
taxpayers have made 1ittle use of converting income into

non-taxable casual capital geins.

Capital Gains Taxation in Germamy:’

In France and ‘mgland the income tax statute makes a
distinetion between casual transactions and transactions
mede in the course of business. Germany likewise taxes

gains on all transactions made by enterprises classed as

l1bid., April 8, 1937.
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business concerns (whether or not»ince:porated); but when

Germany deals with casual transactions, Germany taxes cer=-
tain gains which France and England exempt. Germany usec

a formula dauighed to separate, by a time test, the specu-
lative transactions from the investment transactions. In

Germany the profits of casual transactions are taxed, and

the capital gains of investors are ignored.

The time test defines a speculation as a shorte-term
transaction and an investment as & long-=term venture. The
dividing line between the taxable speculation and the ex=-
empt investment is fixed at one year in the case of secur=-
itles and at two years in the ecage of real estate. But,
transactions in bonds are not considered specﬁlation re-
gardloga to the time held. Speeulative profits of less
than 1,000 marks in any one year are ignored,

If a German buys & bond for 101 and sells it an hour
later (or ten years later) at 103, he has not speculated
according to the atatutory test and he pays no tax on the
gain, On the other hand, if he buys a block of stock at
101 and sells it 365 days later at 103, he is considered
to have indulged in a speculative transaction and is liable
for tax on the gain. However, by holding the bloeck of
stock another day, he is transformed into an investor and
the gain is exempt. If this hypothetical German buys a
‘plece of real estate for 50,000 marks and sells it 2l
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months later for 60,000 merks, he is held to have realized
& taxable spaoulativa profit; but if he sells it a day la-
ter, the 10,000 marks become legally exempt as the fruit
of an investment transaction.

The formula generates four working tendeneies: (1)

a tendency to favor transactions in bonds rather than tran=-
sactions in stocks or other property; (2) a tendenecy to
favor long~term rather than short-term transactions in
stocks; (3) a tendeney in favor of stosk rather thm real
estate transactions; and (li) a tendeney in favor of long=
term rather than short-term real estate transactions.

In general, subject to the limitations stated above,
the German formula offers a reward to the taxpayer who can
transform taxable income into capital gains of the exempt
class. PFor example, stock heavy with dividends can be
sold "eun" and bought back "ex" with advantage, providing
the security has been held a year before the sale. Fur-
thermore,; there is a substantial inducement to invest in
the type of stock that offers a prospect of appreciation
in market value rather than dividend distribution.

The German formula certainly cannot be recommended
as one that will insure against artificial mar];et transac~
tions by taxpayers. Under Ameriecan conditionav, indeed, it
would be reasonable to expect that such a formula would in-

terfere seriously with the "normel" behavior of investors.



CHAPTER IX
CURRENT THEORIES OF CAPITAL GAINS TAXATION

The Twentieth Century Fund recormends: that share=-
holders be required to value their shareholdings each
year and enter the plus or minus difference for the year
in their personal income tax return.

The value of the stockholder's shares could be com=
~ puted in either of two ways: (1) If the stock is listed,
the market value as of the end of the year could be used.,
(2) In the case of unlisted stoek, each corporation could
be required to report to its shareholders the percentage
change in book value of each share during the year, and
-the shareholder might then be required to adjust the value
declared the year before up or down by the percentage.

The market value or the book value will x"erleet the degree
of whigh profits have been undistributed, or losses sus-
tained, as well as any increase or decrease in the value
of asset from other causes. In this menner the sharehold-

er will be put upon the same basis of tax justice as the

lHarold M. Groves, "Twentieth Century Fund," Yiewpoint

on lfﬁlig Finance (New York: Henry Holt and Company],
Pe LoLs :
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individual owner or partner.

In the case of stock sold during the year the seller
would report the realized gain or loss represented by the
difference between the reported value the year before, or
the purchase price if the stock was purchased during the
year, and the selling price.

They also recommended that the capital losses in any
one year that are in excess of capital gai;m for the same
year be deducted from other inecome, and if, there is an
excess remaining, this excess be earried ro;'ward and de~
ducted from incomes of all kinds in tex ratﬁrns cf future
years wntil it 1s entirely absorbed. The Committee of the
Twentieth Century Fund realized that taxing cgpital gains
on an accrual basis might be unconstitutional, so they
recommended a constitutional amendment to ensure the le=
gality of this particular form of income taxation by the
federal and state governments. _

The Commlttee recommends that, whether the eompulgbry
inventorying method or some alternative method 1s used,
consideration should be given to devising machinery for
distinguishing the ecapital inerease or decrease due to a
change in price level from real ¢ apital increase or de-
crease. If a substantial inflation or deflation oeccurs,
it would be highly desirable to adopt some method whereby
the portion of the dollar increase or decrease in capital
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value due to change in price levels could be eliminated
for tax purpose and only the real capital increase or de~
crease taken into consideration.

The accrual basis of valuation of stockownership would
be extended to all forms of property. This would involve
an annual inventory of all holdings of capital assets each
year in terms of market value.

Criticism of the recommendations of the Twentieth
Century Fund are many. The problem of valuation would be
difficult. Listed and over the counter stoeck would present
few problems, but the valuation of eclosely held securities
and real estate would be very diffieult. The recommenda=-
tion does avoid the bunching of an income in a single year,
and such a method might possibly contribute to eeconomie
stabilization. The selling of securities to pay taxes on
eapital accrual might operate as a restraining factor on
security prices during a boom period, however, in periods
of depression, the holders of capital assets would be able
to write off the accrued capital loss, thus they might be
virtually excused from paying a tex, and the unlimited
carry~over of loss might carry foward into the period of
recovery. .

The Committes suggested that eapital gains and losses
arising from a general change in the priee level are illus-
ory, and some plan should be adopted to avold the taxation
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of such gains or the deduction of such losses. They did
not make a specifiec proposal, as to how this end could be
accomplished. The main objeetion to such a proposal is
that it is administrat;vely unworkable. The yesrly ap=-
praisal of real estate, would be a good estimate at best,
and the cost of the yearly appraisal would be costly.
This would lead to ecnfusiop of appraisals and open the
way for groeater tax evasion, which would be costly to in-
vestigate. The problems which would be ecreated by such a
method of taxing capital gains make it impracticable.

Brookings Institution - Kimmel:

Mre Eimmel points outl that one eclass of investor
fares badly under the present capital gains taxation. The
investor who selects a limited number of common stocks,
frequently of new companies, with the expectation that the
income derived over a number of years will not only offe
set his losses but yield en adequate return on investment.
This type of investor may to some extent offset eapital
losses against capital gains, but this will be true if
some of his holdings have appreciated in value sufficient
to cover his losses. MNr. Kimmel suggested that this

loregon Business Review, op. cit., pe T
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difficulty might be eliminated if the investor was permit~
ted to offset capital losses against both capital gains
and dividends. Ilir. Kimmel reconmended the retention of
the present system of taxing eapital gains unless the gen~
eral price level after the war should be high.

Conmittee of Postwar Tax Poliey:

The Conmittee of Postwar Tax Policy sayal that the
existing capital gains and loss provision represent a come
promise vhich was achieved after extensive consideration
of the problem by the Congress in 192, Like all compro-
mises, 1t 1s not entirely satisfactory. The provisions
have been eriticised on the ground that they are not en-
tirely equitable because they do not permit complete ale-
lowance of ecapital losses against ordinary income. It al=
so has been urged that six months is too short a period
to distinguish between long-term and short-term gains and
losses, However, one of the ysateat difficulties of the
capitel geains and loss provision has been their constant
revision and the consequent unecertainty whichthis has cdused

1he Committee of Postwar Tax Poliey, A Tax Pro
for a Solvent America (New York: Ronald Press Co., %‘5’).
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in the minds of the taxpayers. The Committee of Postwar
Tax Poliry recommended that at least for the next five
years, (1945-1950), the taxation of ecapital gains and
iossos should be continued according to the present pro-
visions of the Internal Revenue Code.

Committee of Eeonomie Development:

The Committee recommends that it

Present differential treatment of capital gains
and losses should be retained umtil substantial re-
duection in corporate and personal income taxes have
been effected, and adequate provision for averaging
income over a period is permitted. If and when these
conditions are met, capital gains should be fully
taxable like other income and full deductions for
capital losses should be permitted, until such cire
cumstances, capital gains and losses Ehould be rec-
ognized at transfer by gift or death.

The committee recognized the fact that heavy taxation
of eapital gains is a deterrent to investment in new and
risky enterprises, and believed that full deduction of
capital losses should be permitted even against ordinary
income, because the fear of loss is a potent deterrent
to risk investment. If the full deduction of losses were
permitted, the committee believes that theadverse sffeect

of capital gains taxation on risk taking would be largely

lgommittee of Economic Development, "Monetary and
Fiscal Poliey for Greater Economic Stability."

21pid.
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eliminated. And if capital gains and losses were treated
as income realized at death or gift, there would be less
reluctance on the part of wealthy investors to dispose of
capltal mssets and invest the proceeds in new and risky
enterprises that may be equally promising.

lre. Flanders, chairman of the Committee of Eeonomiec
Development believed that the committee did not give ade-
quate consideration to the problem of getting finaneial
backing for new enterprise with uncertain prospects. He
believed that the administrative problem of defining new
investment and offering really adequate relief to the ine
vestor must be faced. This he points out can be done by |
relieving from taxation income devoted to such investe
ments; or it can be done by relieving from taxetion the
profits of such investment. MNMr. Flander's choiece is a
third suggestion, which is the possibility that the ine
erease in value from such investments can be left free of
the capital gains tax. :

It has been pointed out that Mr. Flanders did not
mention whether or not he believed that such capital
losses from "new investment™ should be deduetible from
ordinary ineome. If the ecapital gain is not to be taxed,
neither should ecapital losses from new investments be
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deductible from the taxpayer's ordinary income .t

The reconmendations of the Committee for full taxa-
tion of capital gains and for the full allowance for ecapi=
tal losses, are suggested only after gertain clanges are
brought about and were based on three considerations:

(1) The prinecipal inequity of capital gains taxation
is believed tq be the result of bunching of the income in
a single year, when in faet the income has acecrued over
several years, The committee recommanda the averaging of
income over a period, if this is done, the inequity of
bunching of income in one single year would be eliminated.

(2) The conmittee feels that the fear of loss is re=-
garded as a major deterrant to risk investment. The allow-
ance of full deductibility of loss from ordinary income
would provide at least some ineentive for risk investment.

(3) The committee recommends the adjustment of the
corporate income tax to the level of the standard personal
tax and 1ts conversion to an "at the sourece" tax. This
would be a device to tax corporate income to the real owner,
the stockholder.

It 1s pointed out that presumably the Committee of
Economiec Development has in mind capital gains resulting

-

loregon Business Review, ov. ¢it., pe 6.
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from the reinvesting of corporate earnings. TUnder the Com=
mittee proposal, the corporation would pay & tax on such in-
come and this tax would be regarded as advance withholdings
from future dividends.l Such & solution would call for a
fundamental over-hauling of our tax system, with no accur=-
ate base to be used for the ealeulation of the averaging

of inecome; this would result in en estimate at best.

Twin Cities:

This plen recommends® that the gains or losses from
assets held six months or less should be treated as ordin-
ary gains and losses. Corporations should report 100 per-
cent of long-term capital gains and losses and other tax-
payers should report 50 pereent, to be taxed at ordinary
rates. The Committee also recormended an alternate tax3
which 18 computed by taking the tax on net income, exelude
ing capital gains or losses, at the regular rate, plus 123
percent of the capital gains or less 12% percent of the ca=-
pital loss for corporations; and plus or minus 25 percent
of the ecapital or loss for other taxpayers. The 25 per=-
cent is used in the case of other taxpayers because they
would under this plan report only

lrpid.

2hpog Tax Strueture,"” Journal of Accountency
(October 10Ll).

3To be used only if less than the tax computed at
regular rates on the entire net income ineluding the ca-
pital gains or losses.
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50 percent of their long-term capital gains or losses.

The Twin Citles plan suggests that the present treat-
ment of gains and losses from involuntary econversion or
from the sale or exchange of eertain properties used in
the trade or business should be continued.

The alternative plan in effeet limits the tax reduc-
tion for longvterm'loaaea to 25 percent of the loss; but
it would also be possible for some taxpayers during periods
of deelining capital values to escape any taxation by reali-

zation of capital losses.

American Institute of Aecounbants:

The Committee on Federal Taxation of the American
Institute of Accountants recommends™ that the revision of
- the capital gains tax should be handled only as & part of
the long-range objective of over=-all simplification, in-
tergration and coordination of the tax laws, and the es-
tablishment of a relatively permanent peacetime tax pro=-
gram, subjeet only to changes in rates. The Committee
recommends that capital losses should be gilven immediate
attention, and that capital losses should bavallawed as
deductions with tax benefit limited to the same maximum
rate as 1s epplied In taxing eapital gains.

uh)l"Poatwar Taxation," Journal of Accountancy (November
19Ly) .
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In the case of long~term capital losses, this would
presumably mean that a taxpayer would be allowed to deduet
net capital losses from ordinary 1ncame.to the point where
the tax advantage from such deductions would execeed 50 per=
cent of the recognized loss.

The Commission believes that the present restriction
upon allowance of deduction for capital losses act as de~
terrents to investment of eapital in corporate enterprises
and therefore should be modified to provide treatment of

losses corresponding to the treatment of gains.

Mr, Emil Schrem, President, New York Stoek gggggggg:l

lir, Schrem believes that a levy on capital is come
pletely unsound and un-American, that such a levy does not
belong in the tax system and it should be abolished ene
tirely. Helbelieves that Investments have been punished
long &ndngh, which has had the effect that business now
is wnable to raise ownership capital. Mr. Schram feels
that action should be taken so that people can become
owners of business. He believes that it should be prefer=
ably to revamp the entire tax strueture and to be more
realistie because of a #l,0,000,000,000 budgef. The size

lgmil smam; New York Times (July 12, 1949 and
August 17, 1949).
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of that budget makes it necessary to broaden the tax base=-
to permit industries to expand and thus create something to
tax., WMr. Schram states that this can be accomplished by
the following changes: ' :

(1) Revise existing restrietions to permit in-
dividuals to deduet from their tax liability an
amount of 10 per cent of dividends received on com-
mon stoek, this tax eredit to inecrease in subsequent
years.

(2) A change in the law to permit the offsetting
of capital losses against ordinary ineome to the ex~-
tent of $5000 in the year the loss occurs, plus an
equal amount in each of the five carry-over years.

(3) The appliecation of a flat 10 per cent tax
on long-term capital gains instead of the present
law, under which the tax ranges from 10 per eent in
the lowest taxable bracket to a maximum of 25 per

Wnt'(l;) A veduction from six to three months in the

15 Taxed as lengebirn mital gaimged o

The limited tax oredit on dividend: income is be-
lieved to be a ready method of partiaslly aliminating a
serious tax injustice and encouraging equity investment.
This approach involves essentially a return to the tax
treatment accorded dividends in the United States between
1918 and 1935.

lire Schram believes this tax eredit on dividends
would decrease revenues grantly,z but believes that it

would partially be made up by an inecrease in taxable

l1bid.

alt is estimated this decrease would be around
$600,000,000,
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income at the personal level by encouraging larger divi-
dends and by incentive effects, and that iIn latter years,
the greater ammunt:of investment eapital would inerease
the tax base more than sufficient to cover the present
revenue loss.

The proposal by Mr. Schram has received quite a bit
of attention during the 8lst Congress. The main objee-
tions to the recommendations of Mr. Schram are: (1) It
would deerease greatly the amount received as revenue,
and that it would not be compensated by larger dividend
payments as Mr, Schram suggests. (2) The allowance of
$5000 deduction for eapital losses against ordinary in=-
come In the year the loss occura,’plus an equal amownt in
each of the five carry-over years, would materially re-~
duce revenue in a period when the need for revenue is
high. (3) The application of a ten percent 1;mitatiun
on capital assets would enaouruge speculation, #nd gains
derived from speculation would reeeive too great of a
tax differential.,

Reformation of the system of taxation of eapital
gains and losses involves at least two dilemmas. Both
dilemmas have to do with harmonizing what is equitable

with what is administratively feasible and politically
aceeptable .t

;g;egcn Business Review, op. oit., p. 8,
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The first of these dilermas has to do with the deduc-
tion of capital loss. It appears fair to allow deductions
of eapital loss from ordinary income in the same menner
and to the same extent that capital gains are required to
be added to ordinary income. Neither capital gains or
capital losses reflect the taxpayers true ability to pay;
therefore it seems equitable to allow deduections fqr loss
to the same extent that capital gains are taxed.

With a short holding period for capital assets such
as the present six months, if recognized losses (whatever
the discount factor) were to be made fully deductible
from ordinary income, it would execlude & c¢lass of income
from taxation during periods of depression and the early
recovery period.

With a short holding period it is quite possible for
taxpayers to arrange their capital transaction in such a
way for capital losses to offset capital gains. A tax-
payer cannot create too great a damage to revenue as long
as the allowance for capital loss deduqtions are limited.
But if they were allowed without 1limit, the short holding
period might well result in greatly diminished revenues.

The second dilemma according to Mr. Burrell,l has to
do with the administrative problem of distinguishing

l1big,

R
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between capital transactions and ordinary transactions.
It has been accepted that eapital gains and losses do not
have the same tax significance as ordinary profits and
losses, and that 1t is equitable to apply a discount fac~-
tor to true capital gains and losses.

The existence of a wide variance between tax rates
on ordinary income and tax rates on capital gains ereates
powerful inducements on the part of the taxpayer to at-
tempt to convert his ordinary income into capital gains.
This may lead to the allowing of corporate earnings to ac=
curmilate instead of paying earnings out in dividends. Of
course, Sec. 102 of the present Revenue Act lays a penalty
tax on unreasonable accumulation of esarnings, but this is
hard to administer.

Few of the current recommendations provide for funda-
mental reorganizutioh of the present system of taxing
capital galns or losses. The changes suggested are: &
more liberal deduection for capital losses; a change in
the length of the holding perilod and changes in the maxi-
mum tax rate applicable to capitel gains.

It seoms to be eclear that the existing method of tax-
ing eapitel gains is best. It is widely accepted that
eaplital gains and losses do not have the same tax signifi-
cance as ordinary profits and losses; therefore, it is

deemed equitable to apply a discount factor to true
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capital gains and losses.

The existing discount factor of 50 percent applied to
capital gains held over six months allows a substantial
relief to the taxpayer. The holding period is arbitrary,
but a lesser period would glve a great advantage to spec~
ulative gains and a longer period would tend to hinder the
flow of ocapital into other enterprises. To eliminate tax :
avoidance by converting ordinary income into capital geins,
the variance between the taxation of eapital assets and
ordinary income must not be too great. The existing method
sets a maximum rate of 25 percent on capital gains. A
lower maximum rate would inerease the incentive to econvert
ordinary income into capital gains and a higher rate would
not give adequate relief to capital geins.

Most of the current theories recommend that a more
liberal allowance should be made for the deduction of capi=
tal losses. It seems that such a change is necessary,

But with the assumption that the existing holding period
of six months is best for handling capital gains, it is ne~
cessary to consider two factors: (1) If recognized losses
(whatever the discount factor) were to be made fully de-
ductible from ordinary ineome, it would exclude a class of
income from taxation during depressions and the early re=-
covery period; and (2) with a six month holding period it
would be possible for a taxpayer to manipulate their
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capital transactions in such a way for capital losses to
offset capital gains.

The need for revenue makes 1t necessary that capital
losses be limited in the amount allowed for deduction
against other income. The plan recommended by Emil Schram
which would allow capital losses offset ageinst ordinery :
ineome to the extent of 5,000 in the year the loss oceurs,
plus an equal amount in each of the five carry-over years,
would be a more equitable arrengement. This 1s an arbil~-
trary emount, and it seems that the amount allowed is
probably too great; therefore, instead of a $5,000 offset
against ordinary income in the year the loss ogeurs, plus
an equal amount in each of the five carry-over years, it
would be better to allow an amount of $3,000. This is the
mid point between Emil Schram's recommendation and the
existing method.

There seems to be no particular reason for the ex~
clusion of real property used in the trade or business
from capital assets. There 18 no need to offer this
special relief. Why should the profits of these proper=
ties held over six months be treated in the seme manner as
capital gains, but the losses be fully deductible from
other inecome? There is no logical reason why they are not
defined as capital assets and treated in the same manner

as other capital assets.
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APPENDIX

HISTORICAL SUMMARY OF TAX TREATMENT OF CAPITAL GAINS AND LOSSES

income subject to
full normal and sur-
tax rates.

1913-1949
INDIVIDUALS
TREATMENT OF:
REVENUE] INCOME GAINS FROM SALE OR LOSSES FROM SALE OR
ACT YEAR EXCHANGE OF ASSET EXCHANGE OF ASSET
1913 Mar. 1, 1913 Included with ordinary | Not allowed.
to income subject to full
Dec. 31, 1915 | normal and sur-tax
rates.

1916 1916 Same as above. Allowed only to the
extent of the gains
from such sales.

1917 1917 Same as above. Same as above.

1918 1918-1921 Same as above. Allowed in full
against income of any
m.

ASSETS HELD TWO YEARS OR LESS

1921 1922, 1923 Included with other Allowed in full.

ASSETS HELD OVER TWO YEARS

At the election of

the taxpayer, capital
net gains were tax-
able at 123% in lien
of normal and sur-tax
rates; but if such
election were made,
the total tax, includ-
ing the tax on capital
net gain, could in no
case be less than

12§ per cent of the
total net income.

Allowed in full
against income of any
kind.




TREATMENT OF:

REVENUE INCOME GAINS FROM SALE OR LOSSES FROM SALE OR
ACT YEAR EXCHANGE OF ASSET EXCHANGE OF ASSET
ASSETS HELD TWO YEARS OR LESS
192k 192k, 1925 | Seme as 1921 Act. Allowed in full
: against income of any
kind.
ASSETS HELD OVER TWO YEARS
At the election of the| Could be segregated
taxpayer, capital net | from ordinary net in-
gains were taxable at | come and a tax credit
124% lien of the nor- | of 124% of the capital
mal and surtax rates. | net loss taken, but in
no case could the tax
be less than the tax
(computed at normal
and sur-tax rates)
would be if the capi-
tal net loss was de-
. ducted from ordinary
income.
1926 1926-1927 Same as 192l Act. Same as 192L Act.
1928 1928-1931 Same as above. Same as above.
 ASSETS HELD TWO YEARS OR LESS
1932 1932 Same as 192k Act. Losses from sales or

1the provision relating to the carry-
forward of disallowed losses from sale or
exchange of stocks and bonds held two years
or less was repealed by the National Indus-
trial Recovery Act before it became effective.

exchange of stock and
bonds were limited to
the gains from such
sales. It was pro-
vided, however, that
such losses disallowed
in one year (to an
amount not in excess
of net income) could
be carried over and ap-~
plied against gains
from such transactions
in the auoieeding tax~
able year.* ' Other
losses were allowed in
full against income of
any kind.




TRUATMENT OF:

REVENUE INCOME GAINS FROM SALE OR LOSSES FROM SALE OR
ACT YEAR EXCHANGE OF ASSET EXCHANGE OF ASSET
ASSETS HELD OVER TWO YEARS
1932 - 1932 Same as 192k Act. Same as 1924 Act.
 ASSETS HELD TWO YEARS OR LESS
N.I.R.A. 1933 Sane as 192k Act. Losses from sales or
: exchanges of stocks
and bonds were lim-
ited to the gains
from such sales.
Other losses were
allowed in full
‘against income of
any kind.
ASSETS HELD OVER TWO YEARS
Same as 192k Act. Same as 192L Act.
PERCENTAGE OF GAINS OR LOSSES RECOGNIZED
1934 193k Period Assets Are Held Percentages
19% 1yw or 1"'..0'.0.!.....QQ‘CO...Olm

Over 1 year but not

mrzm‘.l.‘ll.l.....l..'.‘.. 80

Over 2 years but not

OVer 5 Years....coseee.

Over 5 years but not

ssssanevas 80

over 10 ym‘..".'.'...'........ ho
w’r 10 y‘u.........'..l‘....‘.... 30

Capital gains so com-
puted are included in
net income subject to
full normal and sur-
tax rates.

Capital losses so
computed are recog-
nized in determin-
ing net income to
the amount of the
recognized gains
plus $2000.




TREATMENT OF:

REVENUE INCOME GAINS FROM SALE OR LOSSES FROM SALE OR
ACT YEAR EXCHANGE OF ASSET EXCHANGE OF ASSET
PERCENTAGE OF GAINS OR LOSSES RECOGNIZED
1938 1938-1942 Period Assets Are Held Percentages

18 mth' or 1“'....'.0...'..0.0..m

Over 18 months but not

over 2k monthS..ccovassciceccnses 66 2/3
m.r zh lonth......'..'....‘.......

ASSETS HELD 18 MONTHS OR LESS (Short Term)

Capital gains not off-
set by allowed losses
included with other

income subject to full |

normal tax and sur-tax
rates.

Capital losses
allowed only to the
extent of gains of
such transactions,
but losses dis-
allowed in one year
(to an amount not
exceeding net in-
come) may be car-
ried forward and
applied against
gains from such
transactions in the
succeeding taxable

year.

ASSETS HELD MORE THAN 18 MONTHS (Long Term)

Net capital gains com-
puted on basis of
foregoing percentages
are included with
other income and sub-
Jeet to normal tax
and sur-tax rates, or
segregated and taxed
at 30%, whichever
method results in
lesser total tax,

Net capital losses
computed on hasis of
foregoing percentages
are deducted from
other income or 30%
of such losses is
credited against the
tax, computed on net
income before de-
ducting the net loss,
whichever method
gives the greater tax.




—_ TREATMENT OF:

REVENUE INCOME GAINS FROM SALE OR LOSSES FROM SALE OR
ACT YEAR EXCHANGE OF ASSET EXCHANGE OF ASSET
1939 1939-42 Same as previous Act, Same as for an individual
for this Act.
19h2-49 19k3-L9 Net capital gains Allowed to the extent of

means the excess of
the gains from sale
or exchange of capital
assets over the losses
from such sales or ex-
change no holding
period is present.
They are figured at
100 per cent.

An alternative method
is allowed which

limits the tax on cap-
ital gains to no more
than 25 per cent on

the actual amount of
long-term capital gains.

capital gains, but may’
be carried forward to 5
subsequent years and off-
set against capital
gains.




HISTORICAL SUMMARY OF TAX TREATMENT OF CAPITAL CAINS AND LOSSES

1913-19L9
CORPORAT IONS

INCOME

TREATMENT OF:

GAINS FROM SALE OR
EXCHANGE OF ASSET

LOSSES FROM SALE OR
EXCHANGE OF ASSET

1913-28

1932

N.I.R.A.

193L-38

1913-31

1932

1933

193k~39

Ineluded with other in-
come subject to full
rate.

Same as above.

Same as above.

Same as above.

Allowed in full against
income of any kind.

Losses from sales or ex-
changes of stocks and
bonds held 2 years or
less were limited to the
gains from such sales.

It was provided, however,
that such losses dis-
allowed in one year (to
an amount not in excess
of the net income) could
be carried over and ap-
plied against gains from
such transactions in the
succeeding taxable year.l
Other losses were allowed
in full against any kind
of income.

Losses from sale or ex-
change of stocks and
bonds held two years or
less were limited to the
gains from such sales.
Other losses were allowed
in full against income of
any kind.

Allowed only to the ex~
tent of §2,000 plus
capital gains.

lthe provision relating to the carry-forward of disallowed losses
from sales or exchanges of stocks and bonds held 2 years or less was re-
pealed by the National Industrial Recovery Act before it became effective.




TREATMENT OF:

GAINS FROM SALE OR

REVENUE INCOME LOSSES FROM SALE OR
ACT YEAR EXCHANGE OF ASSET EXCHANGE OF ASSET
19h2 1943-1949 | 100 per cent applied Losses on capital
19L9 to ordinary income if| assets are figured as |

the capital asset has
been held less than
6 months.

50% applied to ordin-
ary income if the
capital asset has
been held for more
than 6 months. An
alternative tax can
be taken on long-
term capital gains
which limits the
naximum tax paid to
25% of the gain.

100% on assets held
not over 6 months;
50% on assets held
over 6 months, The
capital losses are
deducted against
capital gains, and
any excess is treated
as a short term cap-
ital loss and may be
used to offset "net
capital gains" in
succeeding years,
plus other income to
the extent of $1,000
for a period of

5 years.
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