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INTRODUCTION

This pamphlet! is prepared by the staff of the Joint Committee
on Taxation for the House Committee on Ways and Means and
Senate Committee on Finance in connection with the respective
committee review of comprehensive tax reform proposals. This
pamphlet is one of a series of tax reform proposal pamphlets, and
it describes and analyzes tax provisions and proposals relating to
the taxation of capital income, including capital gains and losses,
basic capital cost recovery provisions, energy and natural re-
sources, and treatment of certain other capital-related costs.

The pamphlet describes present law tax provisions and the vari-
ous tax reform proposals made by President Reagan (“The Presi-
dent’s Proposals to the Congress for Fairness, Growth, and Simplic-
ity,” May 1985, referred to as the “Administration Proposal”), the
1984 Treasury Department Report to the President (“Tax Reform
for Fairness, Simplicity, and Economic Growth,” November 1984,
referred to as the “1984 Treasury Report”), Congressional proposals
(identified by the primary sponsors), and other related proposals.

The first part of the pamphlet is a discussion of economic issues
in the taxation of income from capital. The second part discusses
the tax treatment of capital gains and losses. The third part dis-
cusses the tax treatment of basic capital cost recovery provisions
(depreciation and the regular investment tax credit), including the
measurement of investment incentives. The fourth part discusses
the taxation of energy and natural resources. The fifth part dis-
cusses the tax treatment of certain other capital-related costs, in-
cluding research and experimental expenditures, rehabilitation ex-
penditures, rapid amortization provisions, the Merchant Marine
Capital Construction Fund, and the tax credit for orphan drug clin-
ical testing.

! This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposais:
Taxation of Capital Incomes (JCS-35-85), August 8, 1985.
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I. ECONOMIC ISSUES IN THE TAXATION OF INCOME FROM
CAPITAL

A. Measurement and Taxation of Income from Capital

Overview

Taxable income from capital assets as measured under present
law departs from the concept of “economic”’ income in a number of
respects. Under present law, taxable income can be greater than
economic income; often it is less. Thus, assets generating identical
amounts of economic income may be liable for widely varying
amounts of tax.

A recent study? indicates the disparate tax treatment of corpo-
rate income across industries. This study used the 1983 annual re-
ports of 218 large corporations to compute U.S. effective tax rates
(the ratio of U.S. income tax expense to pre-tax U.S. income). Table
1 shows that these corporations reported $90 billion of U.S. income
before tax, $15 billion of current U.S. tax expense, and an average
effective tax rate of 16.7 percent. However, at the industry level,
effective tax rates ranged from 35.6 percent in the soaps and cos-
metics industry to negative 1.0 percent in the chemical industry.
Although this study did not measure the taxation of corporate
income at the individual shareholder level, it indicates that corpo-
rate-level tax liability on a dollar of book income varies significant-
ly across industries.

The lack of uniformity in the taxation of capital shifts the alloca-
tion of investment: more capital tends to flow into lightly taxed in-
dustries and less is invested in high tax industries. This shift of
capital among industries interferes with the ability of the economy
to produce the goods and services for which consumers express a
preference in the marketplace. The cost to the economy due to the
differential taxation of capital within the corporate sector has been
estimated to be 3.2 percent of the $2.05 trillion net corporate cap-
ital stock in 1981, representing an estimated loss in national
income of over $5 billion in that year.? Additional gains would
result from eliminating misallocations within the noncorporate
sector and between the corporate and noncorporate sectors. These
estimates indicate that if income from capital is to be taxed, the
loss in output would likely be reduced by taxing all capital income
at a more nearly uniform rate.

2 Study of 1983 Effective Tax Rates of Selected Large U.S. Corporations (JCS-40-84), November
28, 1984, prepared by the staff of the Joint Committee on Taxation at the request of Congress-
men Pease and Dorgan. Further discussion of methodology and results appear in that pamphlet.

3 Alan J. Auerbach, “Corporate Taxation in the United States,” Brookings Papers on Econom-
ic Activity, Vol. 2, 1983.
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Table 1.—Effective Corporate Tax Rates by Industry, 1983

[Dollar amounts in millions]

= ren Effective

Industry inlcjosx’ne S.S. ta:: U.rSétteax

before tax expense (percent)
A€ToSPaCE......cveeereeerieereiee e $3,287 $459 14.0¢
Beverages........coevvevveeveievenieneeeeesenns 1,688 316 18.7
Broadcasting ........ccceeveverevienrirenninnenen 1,081 200 18.5
(eI cals s S 1,164 —11 —1.0
Computers and office equipment...... 6,842 1,797 26.3
Construction........cceeevveeveeveeniuereveeeneennes 59 M) 0.7
Electronics and appliances................ 3,953 291 7.4
Financial institutions........c.cceeeuuee.... 2,863 182 6.4
Food processors........ccceeevverceervecvenennns 3,810 987 25.9
Glass and concrete..........cceeeeeveenennnne 605 106 17.5
Instruments.......cccoceeeevvviieiiieeennnierennn. 2,256 740 32.8
Insurance........cccovevevveeeeevveeceereeenns 1,756 174 X0
Investment companies..........c..coveeen.. 980 91 9.3
Metal manufacturing ..........ccccevneen. —1,341 25 (2
Metal products.......cccceeeeeeecverenrecrennnnns 286 43 151
MiIDING ..ooovevieiererieicieeeeeeiereeee e —486 =19 &)
Motor vehicles.......cocvvvveeeneeeneriiineens 5,759 202 3.5
Paper and wood products................... {150 —4 —0.5
Petroleum...........ccooevvvvvevvvineiiieeecnnnn, 19,256 4,094 21.3
PharmaceuticalS.......cc.coceeeveeveerereennenns 2,302 626 22
Retailing .....cccoceeeveveceeceicececceeeeeee, 5,067 1,015 20.0
Soaps and cosmetics........coeveverrerrrrenens 2,027 721 35.6
Telecommunications............c.ccceveee... 11,072 531 4.8
TObACCO.....cooicreerrciertreeie et eanes 3,083 1,042 Sisise

Transportation:

AIrlines.....coooeeeveeveeeeeeeeeeee — 2% —59 @
Railroads......cccocevvevveeeereeeeene. 2,165 T 3.3
TR IR oo oo 1,284 443 34.5
Utilities (electric and gas).................. 7,158 505 7.1
Wholesalers........coceveevverceeceenrenrvennenn 948 329 34.8
All companies......c..ccceerveennennen. 90,031 15,022 16.7

1 Under $500,000.
2 Rate not computed.

Source: Joint Committee on Taxation, Study of Effective Tax Rates of Selected

Large U.S. Corporations (JCS-40-84), November 28, 1984.

From the perspective of economic efficiency, the concept of eco-
nomic income serves as a useful frame of reference for analyzing
an income tax system. However, efficiency objectives often conflict
with tax simplification and with other objectives of government
policy. As discussed below, some argue that consumption rather
than income should be used to measure the tax base.
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Definition of Economic Income

A taxpayer’s economic income during a period may be defined as
the sum of realized income (such as rents, royalties, interest and
dividends) and any unrealized change in the value of assets be-
tween the beginning and end of the period. To illustrate, suppose
that a computer is purchased for $100,000 at the beginning of the
year, rented out for $24,000 for the year, has a resale value of
$80,000 at the end of the year, and there is no inflation. Realized
annual income is the rent of $24,000. Unrealized income is negative
$20,000, the reduction in the computer’s market value from
$100,000 to $80,000. Annual capital income is $4,000, the sum of re-
alized income less unrealized loss.

Capital Gains

Certain types of assets do not predictably rise or fall in value
with age. Land, inventory, and corporate stock are common exam-
ples. Accrual taxation of gain or loss on such assets would require
annual determinations of market value, which in many cases
would be a complex and uncertain undertaking. While assets such
as gold and publicly traded securities have determinable values,
other assets such as paintings and antiques may have no readily
ascertainable value until sold. For this and other reasons, accrued
capital gains generally are not taxed until realized under present
law.4

Taxation of capital gains on a realization rather than an accrual
basis allows the tax on such gain to be deferred until the time of
realization. For example, suppose undeveloped land is purchased
for $100,000 and at the end of one year has a resale value of
$104,000. If the property is held for 10 years prior to disposition,
then under current law the $4,000 gain accrued in the first year
generally would not be taxed for 10 years. Present law contains
complex rules intended to limit the benefit of deferral to eligible
assets and provide that certain transactions (e.g., reorganizations,
liquidations, like-kind exchanges, involuntary conversions, be-
quests, etc.) do not trigger tax on accumulated gain.

Inflation affects the real economic value of realized capital gains.
In the absence of inflation, a taxpayer who purchases land at
$100,000 and sells it for $104,000 at year-end realizes a real capital
gain of $4,000. However, if the general price level increases by 4
percent over the year, then the taxpayer has experienced no in-
crease in real wealth: the purchasing power sacrificed in order to
buy the land is exactly equal to the purchasing power represented
by the sale of the land. If the burden of the tax system is intended
to fall on inflation-adjusted dollars, then changes in the value of
assets attributable to general inflation would not be subject to tax.
Some view present-law provisions which defer tax on capital gains

4 Gain on certain regulated futures contracts, foreign currency contracts, nonequity options,
and dealer equity options held by a taxpayer at year-end is taxed on an accrual basis, i.e., is
marked-to-market. Unrealized gain or loss is computed by treating the contract as if it were sold
for its fair market value on the last business day of the year. In addition, under the original
issue discount rules, certain debt obligations are taxed on an accrual basis to the extent that
accrued interest is not paid currently.
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and then impose tax at reduced effective rates as offsets to the lack
of indexing.

Depreciation

As with capital assets, present law does not require taxpayers to
determine annual changes in the market value of depreciable
assets. Neither does it require taxpayers to dispose of depreciable
assets before making any allowance for those changes. Instead, de-
ductions are allowed beginning in the year the asset is placed in
service upon the expectation that the property will lose value as it
ages due to physical deterioration or economic obsolescence.

A tax on annual economic income would allow a deduction equal
to the expected decline in the value of an asset during the taxable
year due to wear and tear or obsolescence. Studies indicate that the
rate of this economic depreciation varies considerably from one
type of asset to another.

Inflation can complicate the measurement of depreciation. When
costs are incurred in one year and the corresponding depreciation
deductions are taken in the future after there has been inflation,
the purchasing power represented by the deductions will be less
than the purchasing power represented by the money used to ac-
quire the asset. If the burden of tax is intended to fall on inflation-
adjusted dollars and depreciation allowances are constructed to ap-
proximate actual depreciation in the absence of inflation, then
those allowances could be indexed for inflation, although the index-
ing rules would increase the complexity of tax compliance and ad-
ministration. Alternatively, there could be an acceleration of depre-
ciation deductions to provide the same benefit as indexing under
some assumed inflation rates.

Under present law, depreciation deductions are not adjusted for
inflation. Instead, the Accelerated Cost Recovery System (‘“ACRS”)
generally provides depreciation deductions of greater value than
economic depreciation, in order to stimulate investment in depre-
ciable assets. Present law also contains other depreciation systems
that apply to certain property (such as property used predominant-
ly outside the United States) for which Congress has decided that a
result closer to actual depreciation is appropriate.s

Corporate Assets

Under present law, in the case of sole proprietorships, small busi-
ness (subchapter S) corporations, and partnerships, the income
from business assets generally is allocated to the owners and sub-
ject to tax on their returns. In the case of assets owned by taxable
shareholders in a subchapter C corporation, income is taxed at the
corporate entity level and again at the individual shareholder level
when paid out as dividends or when the shareholder realizes gain
on the sale of stock. Consequently, individual shareholder income
from a business that is organized as a subchapter C corporation

S For certain leased property, ACRS deductions in excess of straight-line depreciation deduc-
tions are a tax preference item for the corporate minimum tax. Also, property leased to tax-
exempt entities must be depreciated using the straight-line method over specified lives. In addi-
tion, for purposes of measuring corporate earnings and profits, the Code requires the use of
straight line depreciation over extended recovery lives.



6

may be taxed twice. Depending on the rates of tax applicable to
various types of income, the current tax system may in some cir-
cumstances favor the ownership of assets through noncorporate
forms of organization such as partnerships.

Debt Obligations

Absent inflation, economic income from the ownership of a debt
obligation that pays interest currently at a market rate (e.g., a sav-
ings account) is simply the amount of interest payments earned.
Certain assets, such as zero-coupon bonds, do not pay current inter-
est. In effect, the bondholder annually re-lends the accrued interest
to the issuer which increases the principal amount of indebtedness.
On such obligations, economic income includes the unrealized in-
crease in the principal amount of the obligation. Under the origi-
nal issue discount rules of present law, accrued but unpaid interest
is taxed on certain debt obligations in general conformance with
the measurement of economic income.

During periods of inflation, the amount of interest income, even
on an obligation that pays interest currently, does not accurately
measure inflation-adjusted economic income. For example, consider
a one-year certificate of deposit purchased for $100 at the begin-
ning of the year and paying interest at 9 percent. If the general
increase in the price level is 5 percent per year, then the purchas-
ing power of the $100 certificate declines by $5 over the year. The
certificate holder’s ability to consume increases by only $4—the
amount of interest income ($9) less the decline in purchasing power
of the certificate ($5). Under present law, the holder is taxed on $9
even though real economic income is only $4. In this example, the
“real” interest rate is 4 percent ($4 divided by $100) which is equal
to the stated rate of 9 percent less the 5 percent erosion of purchas-
ing power attributable to inflation.-

In a tax system based on inflation-adjusted economic income, the
holder of debt obligations would be taxed only on real interest
income (nominal interest less the decline in the purchasing power
of the principal amount due to inflation). Similarly, issuers of debt
obligations (borrowers) would only be allowed to deduct real rather
than stated interest. In the certificate of deposit example above,
the bank must pay $9 annually for the use of the $100 principal
amount. However, if the general increase in the price level is 5 per-
cent per year, then the bank will be able to pay back the $100 prin-
cipal amount with dollars of reduced purchasing power. Thus the
borrower’s real interest cost is only $4—the amount of interest
paid ($9) less the gain attributable to repaying principal with dol-
lars of reduced purchasing power ($5). Present law departs from a
tax on real economic income since reductions in the principal
amount of indebtedness attributable to inflation are not deducted
from the gross income of lenders nor included in the gross income
of borrowers. However, many have observed that this is an area in
which attempts to measure income more accurately may add sub-
stantial complexity to the tax laws.

Under present law, interest payments generally are deductible
from the borrower’s taxable income and includible in the lender’s
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taxable income.® Owners of debt-financed assets are not taxed on
the portion of income used to service debt: this income generally is
taxed on the lender’s return. Thus, the present tax treatment of
debt serves the function of shifting a portion of the gross income of
an investment from the borrower to the lender.

If the lender is subject to tax at the same rate as the asset
owner, then debt financing does not change the total amount of tax
liability. However, some lenders, including many pension funds
and foreign residents, are not subject to U.S. tax on interest
income. Where the suppliers of debt financing are exempt from
tax, or are subject to tax at relatively low rates, debt financing
may reduce the effective rate of U.S. tax on an asset’s economic
income (because the interest deduction of the high-bracket borrow-
er reduces tax liability by more than the interest inclusion of the
low-bracket lender). The tax advantage of debt financing increases
during inflationary periods under present law because nominal,
rather than real, interest expense is deductible. This may offset the
decline in value of unindexed depreciation deductions during such
periods and actually may increase investment incentives for nonde-
preciable assets such as land.

Debt financing of corporate assets may have a tax advantage
whether or not all corporations and other taxpayers are taxed at
the same rate. Corporate income attributable to debt financing is
not taxed at the corporate level. As a result, debt-financed corpo-
rate assets are subject to single-level taxation while equity-financed
corporate investment may be subject to double-level taxation.

Indexing the Tax Base

As discussed above, the measurement of real economic income
from capital would lead to adjustments in the measurement of de-
preciation allowances, capital gains and debt when inflation is sig-
nificant. Indexing, converting current dollars into inflation-adjust-
ed dollars, is a device for doing this. In recent years Congress has
indexed a number of spending programs, such as social security,
and has indexed the individual income tax rate schedule. Indexing
of depreciation and capital gains has been considered by both the
House and the Senate, but has not been enacted. The reluctance to
add indexing provisions to the tax law may be due in part to con-
cerns that the added complexity would not be worth the gain in
economic efficiency at the relatively low rates of inflation that
have prevailed over most of the period during which the income
tax has been in effect.

Choice of a price index

The selection of a single price index to adjust for changes in the
general price level is controversial. Some argue that a measure of
consumer purchasing power, such as the consumer price index,

8 The at-risk rules limit deductions from certain activities to the taxpayer’s equity investment
and recourse indebtedness. Other rules limit a noncorporate taxpayer’s interest deduction on
investment indebtedness to investment income plus $10,000. Except for certain financial institu-
tions, interest is not deductible on debt used to purchase or carry tax-exempt bonds. Also, inter-
est on certain highly subordinated convertible debt used to finance mergers or acquisitions is
not deductible. Interest received on bonds issued by State and local governments generally is
excluded from taxable income.
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would be appropriate. Others prefer an index based on the sources
rather than the uses of income, such as the GNP implicit price de-
flator. (The Administration proposal does not take a position on
this issue.) Whatever index is chosen, it might not be possible to
use a current price adjustment because of the lag between the end
of the taxable period and the availability of the index. Another
concern regarding the choice of an index is the possibility that it
would be revised which might necessitate the recalculation of prior
year tax liability.

Partial indexing

Most indexing proposals do not apply to every type of asset
owned by taxpayers. Complete indexing would be complex particu-
larly in the case of financial assets such as foreign currency, op-
tions, futures, short sales, preferred stock, and ordinary and con-
vertible debt obligations. If some assets are indexed and others are
not, it is possible that indexing could make the income tax less effi-
cient than if no assets were indexed. For example, suppose corpo-
rate stock is indexed but not debt, and a taxpayer borrows $100 at
10 percent to purchase stock that is sold after a period of one year.
If all prices rise by 10 percent, including the price of the stock,
then the taxpayer has no economic gain or loss (since the increase
in the price of the stock from $100 to $110 is only sufficient to
retire the debt and pay the $10 of interest, leaving the taxpayer
with no change in net worth). With indexing of stock but not debt,
the taxpayer’s stock basis would be increased to $110 yielding no
gain on sale; however, the $10 interest deduction would be allowed
in full. The net result is that taxable income would be reduced by
$10 (increasing net worth by the amount of tax saved) in a transac-
tion that yields no real gain or loss. In such situations, a partially
indexed income tax system may be less accurate than a system
that has no provisions for adjusting the tax basis for inflation.

Other issues

Under present law, changes in the actual and anticipated rate of
inflation have prompted Congress to readjust the tax treatment of
income from capital. Capital recovery allowances and the capital
gains exclusion and holding period have been modified several
times over the last ten years. It is argued that automatic indexing
would reduce the need for Congress to make frequent revisions to
offset changes in the inflation rate. Others argue that automatic
indexing would restrict Congress’s flexibility, and might reduce the
public resolve to prevent inflation.

B. Taxation of Income Versus Consumption

A number of analysts believe that the tax base should be defined
as consumption rather than income; income that is saved would be
excluded from the tax base until it is consumed. Two taxes that
have been discussed in this regard are a cashflow tax and a value-
added tax.?

7 For further discussion of consumption taxation, see Joint Committee on Taxation, Analysis
of Proposals Relating to Comprehensive Tax Reform (JCS-3-85), February 26, 1985.
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Cashflow Tax

Overview

Under a cashflow tax, such as that discussed in a 1977 Treasury
study,® tax would be based exclusively on current transactions.
Thus, changes in the market value of assets that give rise to cap-
ital gains and losses and depreciation allowances would be irrele-
vant, and inflation adjustments would not be necessary. Individuals
would not be required to add up all their purchases of consumer
goods and services. Rather, consumption would be computed using
the arithmetic result that consumption is equal to economic income
less change in net worth (i.e., the change in the market value of
the individual’s assets).

A consumption tax base could be implemented by starting with
current net income (wages, interest, dividends, rents, royalties, etc.,
less the cost of earning this income), and subtracting additions to
net worth (purchases of investment assets and repayments of debt
less proceeds from the sale of investment assets and from borrow-
ing). A graduated rate structure could be applied to this tax base,
and any additional personal circumstances (such as family size)
that may deemed relevant to equitable taxation could be taken into
account.

Similar rules would apply to the taxation of an individual’s busi-
ness. The tax base would include current net income less change in
business net worth, based on the cash method of accounting. Cur-
rent net income would include current receipts from sales of serv-
ices and inventory less wages, materials, interest, and other costs
of earning income. The change in the net worth of the business
would include purchases of capital assets and repayments of debt
less proceeds from the sale of capital assets and from borrowing.
Under a cashflow tax, the cost of plant and equipment would be
recovered in the year of purchase (i.e., expensing treatment) rather
than through a system of depreciation allowances. However, since
net borrowing would be includible, expensing in effect would be al-
lowed only for the equity-financed portion of investment. Under a
cashflow tax, records of the price and year of purchase of assets
would not be necessary for purposes of measuring capital gains and
depreciation allowances.

The present tax system can be thought of as embodying a mix of
consumption and income tax principles. For example, the present
tax treatment of Individual Retirement Accounts (IRAs), pension
plans, and cash-or-deferred arrangements, generally follows cash-
flow tax principles. Also, at current rates of inflation, the combined
benefits of accelerated depreciation and the investment tax credit
under present law are equivalent to, or more generous than, ex-
pensing for most types of equipment. It has been argued that this
leads to less satisfactory results than either a pure income or con-
sumption tax. For example, the equivalent of expensing for debt-
financed equipment under present law is more generous than the
depreciation treatment under either a pure income tax (i.e., eco-

8 Dept. of the Treasury, Blueprints for Basic Tax Reform, (January 17, 1977). See also, David
Bradford and U.S. Treasury Tax Policy Staff, Blueprints for Basic Tax Reform, 2d. ed., revised,
Tax Analysts, 1984.
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nomic depreciation) or a pure consumption tax (i.e., expensing of
only the equity-financed portion of investment).

Congressional proposals

S. 321 (Sens. DeConcini and Symms) would tax the cashflow of
individuals and businesses (including partnerships and corpora-
tions) at a uniform 19-percent rate of tax. The bill would exclude
both interest and principal amounts from the definition of cash-
flow: there would be no deduction for interest expense and no in-
clusion for amounts borrowed.

The “Cash Flow Income Tax Act of 1985,” H.R. 1165 (Mr. Heftel),
would tax individuals on their consumed income according to a 3-
bracket schedule.

The “Broad-Based Enhancement Savings Tax Act of 1985,” H.R.
373 (Mr. Moore) and S. 243 (Sen. Roth), would allow individuals to
make deductible contributions up to $10,000 per year to special sav-
ings accounts. Following cashflow tax principles, tax would be im-
posed on such accounts only to the extent distributions are made.
(These accounts would be similar to present-law IRAs except that -
there would be no penalty for early withdrawal.) The bill also
would permit taxpayers other than subchapter C corporations to
deduct the full cost of certain personal property used in a business
in the year of purchase. This is more generous than a cashflow-
type tax because net borrowed amounts are not included in income
(and the interest deduction is retained).

Value-Added Tax
Overview

Businesses would be the tax filing unit under a value-added tax
(VAT). The value added by a business, and the base of the con-
sumption-type value-added tax, is the difference between its sales
proceeds and the cost of raw materials, semi-finished goods, capital
goods, and other items that it has purchased from other businesses.
Thus, if a business has sales of $100, and purchases $80 of goods
and services from other businesses, its value added is $20. Under
the “subtractive” method of computation, the business would apply
the tax rate to this base and remit the tax. Under the ‘“credit”
method, tax liability on sales proceeds is reduced by a credit for tax
on purchases from other businesses, and the tax net of credit is re-
mitted. Since the value-added tax on all sales to other businesses
would be offset by subsequent tax credits, the only value-added tax
that matters from the standpoint of overall revenues is the tax col-
lected at the retail level, where there is no offsetting credit. (Thus,
a third alternative would be to impose a national retail sales tax.)
European-type VATSs follow the destination principle: imports are
subject to tax while export sales are exempt.

In a consumption-type value-added tax, the full cost of capital
goods reduces value added in the year purchased by a business.
This type of value-added tax is used in European countries, where
standard tax rates cluster between 15 and 20 percent. In many
countries, exemptions or reduced tax rates are provided for numer-
ous items (e.g., food, housing rent, medical services, insurance, etc.),
while higher tax rates may apply to luxury items.
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Consumption taxes may be levied on a more limited basis for
purposes of raising revenue, discouraging consumption of specific
products, or financing public expenditures related to the consump-
tion of specific products. For example, the Federal Government
currently imposes taxes on the consumption of communications
services, alcoholic beverages, cigarettes, air transportation, high-
way motor fuels, and certain other products. State and local gov-
ernments also impose selective excise and general retail sales
taxes.?

Congressional proposals

The “Business Transfer Tax Act of 1985,” S. 1102 (Sen. Roth),
would impose a 10-percent value-added tax computed according to
the subtractive method. Liability for this tax would be reduced by
t}ll)el taxpayer’s Federal Insurance Contribution Act (FICA) tax li-
ability.

The “Superfund Revenue Act of 1985,” Title II of S. 51 as report-
ed by the Senate Committee on Finance,'® would impose a 0.08
percent tax on value-added. This tax would be imposed on manu-
facturers and producers, but not on wholesalers, retailers, or other
nonmanufacturing businesses. Revenues from this tax would be

?ed(iic;ated to the Hazardous Substance Response Trust Fund (Super-
und).

Analysis of Income vs. Consumption Base
Economic efficiency

Proponents of a consumption tax base argue that savings are
taxed twice under an income tax, first when income is earned and
second when it is invested. Under an income tax, income that it is
consumed rather than invested is not subject to further income tax.
As a result, it is argued that taxing income instead of consumption
reduces savings, investment, and economic growth.

Opponents of a consumption tax base respond that the the effi-
ciency effect is unclear. Expenditure taxes (like income taxes) may
affect workers’ decisions about how much labor to supply, and
these distortions may be of greater consequence than the reduction
in the savings rate attributable to an income tax.!! It is also noted
that the Federal Government can influence the savings rate direct-
ly through the level of the budget deficit.

Equity

Advocates of the consumption tax contend that it is more equita-
ble than the income tax. Consider a simple example in which two
taxpayers each earn $100. One consumes his after-tax income im-
mediately, while the other invests it at 10 percent and consumes
the proceeds the next year. Under an income tax with a 50-percent
rate, both taxpayers would pay $50 in the first year, but the saver
would pay an additional $2.50 on his $5 of interest income in the

® Michigan and West Virginia have imposed business transaction-type taxes, similar in nature
to a value-added tax.

10 S. Rep. No. 99-73, May 23, 1985.

11 See, Mervyn King, “Savings and Taxation,” National Bureau of Economic Research, Work-
ing Paper No. 428, (January 1980).
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second year. Thus, the present value of the saver’s tax liability ex-
ceeds that of the nonsaver. By contrast, under a cashflow tax, the
saver would pay no tax in the first year and $55 in the second year;
thus, the present value of the saver’s tax liability is the same as
that of the nonsaver ($50). (Under an income tax limited to person-
al service income, they both would pay $50 in the first year, so that
their tax burdens would be identical in each year.) Proponents of a
consumption tax argue that these two taxpayers are similarly situ-
ated because they have exactly the same opportunities over the
two-year period and that it is equitable for them to pay the same
tax either directly (as in an income tax on personal service income)
or in present value terms (as in a consumption tax).

Critics of a consumption tax base argue that a year-by-year com-
parison is more appropriate than a lifetime perspective. From this
standpoint, the two taxpayers are only similarly situated in the
first year, with the saver better off in the second year and, hence,
able to pay more tax that year. They also argue that the equity ar-
gument in favor of a consumption tax hinges on treating bequests
as consumption and taxing them as such when a person dies.!?
However, this would be a controversial aspect of any consumption
tax, since bequests would be taxed twice to the extent consumed by
the heirs. Moreover, taxpayers whose consumption is large relative
to their income, as a result of poverty, unemployment, retirement,
serious illness or large family size, would tend to fare worse under
a consumption tax than under an income tax, which may not be
considered a fair result. Perhaps most fundamentally, critics doubt
that vertical equity in the distribution of tax burdens between per-
sons of greater and lesser abilities to pay taxes can be achieved
under a consumption tax, except at unacceptably high marginal
tax rates.

International competitiveness

Some proponents of a consumption base favor this approach be-
cause under the General Agreement on Tariffs and Trade (GATT)
it is not permissible to impose direct taxes (such as income taxes)
on a destination-principle basis: direct taxes may not be rebated on
exports nor imposed on imports. It is argued that our trading part-
ners in Western Europe have a substantial advantage over the
United States since a higher portion of their tax revenue (including
Federal, State, and local taxes) is derived from indirect taxes such
as retail sales, value-added, and excise taxes.

Critics of consumption tax proposals are skeptical that switching
from an income to a value-added tax would improve the U.S. trade
balance significantly. First it is noted that a VAT would increase
domestic prices to the extent that it is passed through to consum-
ers. In this case, rebate of tax on exports would leave the dollar
price of exports at exactly their pre-VAT level, while the imposi-
tion of tax on imports would raise the dollar price of imports to the
domestic level. Thus, to the extent that the domestic price level ad-
justs to reflect the VAT, border tax adjustments (i.e., rebate of tax
on exports and imposition of tax on imports) would not subsidize

12 See Henry J. Aaron and Harvey Galper, Assessing Tax Reform, The Brookings Institution,
Washington, D.C., (1985).
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exports nor penalize imports. Nevertheless, use of a VAT as a sub-
stitute for an existing tax, such as the corporate income tax, could
reduce the dollar price of exports to the extent that corporate
income taxes are passed through to consumers.

Second, the dollar floats against other currencies under a system
of flexible exchange rates. The 1984 Treasury report concluded that
the increase in demand for dollars, accompanying a tax-induced ex-
pansion of U.S. exports, would raise the price of the dollar relative
to foreign currencies and thereby diminish the effectiveness of such
a policy. Third, U.S. trading partners could respond by increasing
their VATs and reducing direct taxes. Last, critics of consumption
taxation note that in Japan, a country that is extremely competi-
tive in international trade, indirect taxes comprise a smaller por-
tion of total revenue than in the United States, Canada, and West-
ern European countries.

Problems with the income tax

The 1977 Treasury study argued that one of the main advantages
of a cashflow tax is simplicity. A cashflow tax would require no
special rules for capital gains and losses, depreciation, inventory
accounting, or indexing the definition of income from capital for in-
flation.!3

However, some structural issues relevant to the income tax, like
the treatment of fringe benefits and personal use of business prop-
erty, would remain. Moreover, a consumption tax would create
some new issues, like the treatment of gifts and bequests, and dif-
ferential tax rates (as between necessities, standard goods, and lux-
uries) that may be deemed necessary for furthering equity goals or
other social policies. In addition, a consumption tax could present
difficult international issues, such as the treatment of accumulated
wealth at the time of emigration or immigration. If the wealth
were disregarded, for example, then a U.S. citizen could save tax-
free and later emigrate to an income tax country to consume the
accumulation tax-free, with a consequent revenue loss to the Treas-
ury; whereas, a foreigner who had saved in an income tax country
and immigrated to the United States would be taxed on both the
accumulation and consumption of his or her savings.

Marginal tax rates

A consumption base would be narrower than a comprehensive
income base (although not necessarily narrower than the present
income tax base), particularly for higher income people who tend to
save a larger percentage of their income than others. Therefore, to
raise a given amount of revenue with a given degree of progressiv-
ity, the consumption base would require higher marginal tax rates
than an income base. These higher rates would increase the ad-
verse effects of whatever distortions remained in the consumption
tax system.

13 Some of the apparent simplicity would be lost if limits were kept on the deductibility of net
capital losses in order to deal with the problem of selective realizations and elimination of tax
liability. See D. Bradford and U.S. Treasury Tax Policy Staff, Blueprints for Basic Tax Reform,
2d. edﬁlrevised, Tax Analysts, 1984, pp. xviii-xix, and “Capital Gains and Losses,” part II of this
pamphlet.
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Transition issues

There could be difficulties in effecting a transition from an
income tax to a consumption tax. It would be unfair, for example,
to tax consumption out of wealth which had been accumulated out
of after-tax income under the prior income tax. A transition rule to
prevent double taxation, such as allowing taxpayers to deduct the
basis of assets held on the effective date of the consumption tax,
would have a large revenue loss in the early years of the tax and
would virtually exempt many wealthy people from tax for a period
of years.

C. The Administration’s Proposals for Capital Income Taxation
1. Capital Gains!'*

Present Law
In general

Under present law, capital gains income is generally taxed at the
time it is realized rather than at the time it is accrued. The
amount of gain for tax purposes is not adjusted for inflation. Long-
term capital gains income generally is taxed at a preferential rate
relative to short-term capital gains and ordinary income. Gain real-
ized from an asset held at least 6 months generally is considered to
be long-term. Under the installment sale reporting rules, certain
gain from a deferred payment sale of property is not taxed at the
time of sale, but is instead taxed only when the principal amount
of the installment note is paid.

Individuals

Individual taxpayers may exclude 60 percent of capital gains
from taxable income. Thus, a taxpayer in the top 50-percent brack-
et is effectively taxed at a 20-percent rate on capital gains income
(50 percent of the 40 percent of included capital gains). Capital
losses may be deducted against up to $3,000 of ordinary income.!®
Excess capital losses may be carried forward indefinitely. At the
time of death, income tax on all accrued capital gain on assets
owned by the taxpayer is forgiven. In addition, $125,000 of gain on
the sale of a principal residence by a taxpayer who is over 55 years
of age is exempt from tax.

Corporations

Corporate taxpayers pay tax on long-term capital gains income
at the alternative rate of 28 percent, if less than the tax computed
under the ordinary corporate rates. (Corperate income tax rates
are graduated, rising from 15 percent up to 46 percent for income
in excess of $100,000.) Capital losses are only deductible against
capital gains. Excess capital losses may be carried forward 5 years
and carried back 3 years. In a complete liquidation (often pursuant
to a corporate acquisition), corporate tax on accrued capital gain is

14 More detailed analysis of capital gains and losses is included in part II of this pamphlet.
15 Short-term capital losses reduce ordinary income dollar-for-dollar while long-term capital
losses offset 50 cents of ordinary income per dollar.
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forgiven (the so-called “General Utilities” doctrine as codified in
sec. 336).

Section 1231 assets

Depreciable and depletable property held for use in a trade or
business (but not primarily for sale to customers) as well as certain
other special assets (i.e., land, timber, coal, domestic iron ore, live-
stock, and unharvested crops) that are used in a trade or business
and held for more than a specified period are treated asymmetri-
cally under present law. Net gains (subject to certain recapture
rules) are taxed as if the property were a capital asset while net
losses are fully deductible against ordinary income.

Administration Proposal

The Administration proposal would retain realization-basis tax-
ation and the preferential treatment of long-term capital gains. In-
dividuals would be allowed to exclude 50 percent of long-term cap-
ital gains compared to 60 percent in current law. The alternative
28-percent tax rate on corporate capital gains would not be
changed. The rules allowing capital gain treatment for certain non-
capital assets would be repealed, except in the case of business-use
land. All gain or loss from the sale of depreciable and depletable
assets would be subject to tax at ordinary rates; however, such gain
or loss would be adjusted for inflation as a result of the provisions
that index basis. Beginning in 1991, noncorporate taxpayers annu-
ally could elect similar treatment (i.e., indexation of basis with all
gain subject to tax at ordinary rates) for capital assets such as
land, corporate stock, and collectibles. However, indexed losses on
the sale of such capital assets would remain subject to the current
law limitations on deductibility. This annual election would be ef-
fective for all assets disposed of during the year. The Administra-
tion proposal would limit the benefit of installment sale reporting
of gain by requiring recognition of all or a portion of such gain
when the installment obligation is pledged as security for a loan.

Analysis
In general

In a system based on the taxation of economic income, gains
would be taxed as ordinary income on an accrual basis with an ad-
justment for inflation. The Administration proposal would retain
the realization principle but would otherwise treat depreciable and
depletable assets according to economic income tax principles. Non-
corporate taxpayers would be allowed annually to elect this treat-
ment for capital assets beginning in 1991. Taxpayers that do not
elect indexing under the Administration proposal would continue
to receive preferential long-term capital gains treatment. Long-
term capital gains of individuals would be taxed at 50 percent
rather than 40 percent of the ordinary income tax rate (producing
a maximum effective rate of 17.5 percent for an individual at the
top tax rate of 35 percent). The alternative capital gains rate for
corporations would remain at 28 percent, and thus would rise to 85
percent (28/33) of the proposed top corporate rate.
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The Administration proposal would simplify present law by
treating all gain or loss on the sale of depreciable property used in
a trade or business as ordinary income or loss. The proposed repeal
of the favorable rules for 18-year real property under ACRS would
limit the conversion of ordinary income deductions to capital gain
offered by real estate tax shelters under present law.'® Many of
these shelters combine accelerated depreciation, capital gain on
sale, installment sale reporting, and large amounts of debt financ-
ing to achieve negative effective tax rates. Under the Administra-
tion’s proposed capital cost recovery system (CCRS), depreciation
for real property would be more generous than ACRS depreciation
at inflation rates over 4 percent. This plus unindexed debt financ-
ing (with fully deductible interest) may continue to provide oppor-
tunities for real estate tax shelters.

Preferential rate for long-term capital gains

The 1984 Treasury report would move further in the direction of
an economic income tax than the Administration proposal by elimi-
nating preferential capital gains rates. The Administration propos-
al states that preferential taxation of capital gains should be re-
tained in order to provide an incentive for saving, investment, and
capital formation, and to encourage the flow of venture capital into
risky, high-technology industries. In this view, assets that generate
capital gains are more productive, and should be taxed at a lower
rate, than assets that produce ordinary income. Stock, particularly
in high technology and start-up companies, is often mentioned in
this regard. A second argument for taxing capital gains at a lower
rate is to reduce the “lock-in”’ effect. Without preferential rates, in-
vestors may defer the sale of capital assets in order to avoid tax on
accrued gain. Proponents contend that reducing the rate of tax on
capital gains actually increases tax revenue due to the increased
rate of realization.

Opponents argue that retaining preferential capital gains treat-
ment may be an inefficient method for stimulating venture capital
investment because much of the projected revenue loss is attributa-
ble to other types of investments. In 1981, only 25 percent of net
long-term gain was attributable to corporate stock.1?

Another consideration is the large portion of venture capital in-
vestments made by pension funds, foundations, and other investors
that are exempt or partially exempt from tax on capital gains
income.!® To the extent that the venture capital market is domi-
nated by investors that are not taxed on capital gains income, the
incentive effect of preferential rates is reduced.

16 Other provisions that would tend to limit tax shelter opportunities are the repeal of the
exemption of real estate from the at-risk rules, the expansion of the investment interest limita-
tions, and the limitation of installment reporting where the installment note is pledged as col-
lateral for a loan.

17 This statistic understates the share of stock gains to the extent that taxpayers do not clas-
sify capital gain distributions from stock mutual funds as gains from stock. Mismeasurement
also may occur as a result of installment sales of stock.

16 See Venture Capital Journal, (January 1985). In 1984, 34 percent of venture capital invest-
ment funds (independent private commitments only as defined by Venture Capital Journal)
came from pension funds, 18 percent from foreign investors, and 6 percent from endowments
and foundations. Thus, 58 percent of venture capital investment may have come from investors
that generally are exempt from U.S. tax on capital gains.
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The proposed retention of preferential capital gains treatment
raises a number of tax policy issues. First, under the Administra-
tion proposal (and under present law) capital gains income is not
taxed until realized and some gain is excluded from taxation alto-
gether (e.g., gain that is not realized during the taxpayer’s life). As
a result, taxpayers can choose to realize capital losses as they are
accrued while deferring tax on net capital gains indefinitely. The
selective realization of capital gain and loss permits substantial tax
deferral and is a preference for capital gains income apart from the
preferential tax rate in the Administration proposal. The Adminis-
tration’s proposal to allow elective indexing for noncorporate tax-
payers may exacerbate the selective realization problem. As a
result of the indexing election, it could be more advantageous (sub-
ject to the limits on deductibility of capital losses) for taxpayers to
realize losses than under current law because adjusting for infla-
tion increases the amount of loss recognized.

Second, many tax shelters exploit opportunities to “convert” or-
dinary income into capital gains income and to defer tax on this
income. Retention of preferential capital gains rates in a system
with selective realization may provide an incentive for continued
tax shelter investments.

Third, a tax system with two options for taxing capital gains, and
an annual election between the two options, would appear to in-
crease complexity, tax planning opportunities, and administrative
costs. To determine whether indexing is advantageous, taxpayers
vsioulddneed to compute the indexing adjustment even if it is not
elected.

Fourth, it is argued that one reason for retaining a preferential
rate on long-term capital gains is that the taxation of gain at the
time of realization results in a “bunching” of income that may
push the taxpayer into a higher tax bracket. In this view, the pref-
erential rate serves as a rough income averaging mechanism. (The
Administration proposal would repeal income averaging.) In re-
sponse, it is argued that the tax penalty from bunching is partially
offset by the deferral of tax on accrued gain until the time of real-
ization, and that the reduction in the number of tax brackets in
the Administration proposal reduces the need for averaging. Also,
the argument for preferential rates as an averaging mechanism
only applies to gain from property held more than one year, where-
as property held for just 6 months would qualify for preferential
rates under the Administration proposal (as under present law).

2. Capital Cost Recovery System!®

Present Law

Under present law, depreciation deductions are computed accord-
ing to the Accelerated Cost Recovery System (ACRS), as enacted in
the Economic Recovery Tax Act of 1981 and modified by the Tax
Equity and Fiscal Reform Act of 1982 and the Deficit Reduction
Act of 1984. Under ACRS, equipment is assigned to one of four

. '® More detailed discussion of present law and proposals relating to capital cost recovery is
included in part III of this pamphiet.
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classes (3-year, 5-year, 10-year, and 15-year), and may be depreciat-
ed over the corresponding recovery period according to a schedule
based on the 150-percent declining balance method, switching to
straight line. Depreciable real property (other than low income
housing) is assigned to the 18-year class and depreciated according
to a schedule based on the 175-percent declining balance method,
switching to straight line. In addition, up to $5,000 of certain equip-
ment purchases may be deducted in the year of purchase (“ex-
pensed”) rather than depreciated.

Present law also provides a 10-percent investment credit for
equipment (6 percent for equipment in the 3-year class). The basis
of depreciable property must be reduced by one-half of the amount
of the investment credit claimed, unless a reduced credit is elected.

ACRS was adopted in 1981 in part to compensate for unusually
high rates of inflation that had eroded the value of depreciation de-
ductions under the previous Asset Depreciation Range (ADR)
system. As a result of the sharp decline in inflation since 1981,
ACRS depreciation schedules generally are now significantly more
accelerated than is necessary to achieve parity with the ADR®
system at the rate of inflation which prevailed when it was adopted
in 1971. Consequently, the combined benefits of ACRS and the in-
vestment credit for many types of equipment are equivalent to, or
better than, expensing (i.e., allowing the investor to deduct the
entire cost of an asset in the year that the investment is made).

Administration Proposal

The Adminstration’s proposal would provide an indexed depre-
ciation system, Capital Cost Recovery System (CCRS), that would
accelerate depreciation deductions relative to estimated economic
depreciation.2® Depreciable assets would be assigned to one of 6
classes according to their estimated economic depreciation rate,
and no investment credit would be allowed. The Administration
calculates that the marginal “effective” rate of corporate income
tax on most types of equipment would be approximately 18 percent,
slightly over half of the proposed top statutory rate of 33 percent.?!
This may be interpreted as providing investment incentives equiva-
lent to exempting from tax about half of the income from equip-
ment. The Administration states that the effective corporate tax
rate on structures would be approximately 25 percent (i.e., 76 per-
cent of the proposed statutory rate).

20 The 1984 Treasury report proposes a new depreciation system, Real Cost Recovery System
(RCRS), based on estimates of economic depreciation. RCRS deductions would be indexed for in-
flation using a general price index provided by the Secretary. A system similar to RCRS would
be used in the Administration proposal to (1) to measure the tax preference component of CCRS
for purposes of the proposed alternative minimum tax, (2) depreciate property used outside of
the United States, (3) measure corporate earnings and profits, and (4) recover the cost of tax-
exempt use property

21 The marginal “effective tax rate” is ccmputed from a theoretical model of investment. It is
the present value of tax expected to be paid on income from an asset over its lifetime (taking
into account cost recovery rules and the investor’s tax bracket), divided by the present value of
economic income from that asset. This is not the same effective tax rate as computed in empiri-
cal studies (such as the Pease-Dorgan study, discussed above) which use a company’s financial
data to relate the tax it paid in a year to the pre-tax income it earned in the year.
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Analysis
Investment incentive

The investment incentives imparted by the cost recovery system
under CCRS appear to be more uniform than under ACRS across
different types of equipment (since assets in the 5-year ACRS class
would be assigned to four CCRS classes based primarily on estimat-
ed useful life) and between equipment and structures (primarily as
a result of repealing the investment credit).

CCRS is an incentive depreciation system in that it would accel-
erate deductions relative to economic depreciation. For example,
aircraft would be depreciated in just 6 years although useful serv-
ice lives frequently exceed 20 years. Some argue that it is impor-
tant to retain a tax incentive for business equipment in order to
increase manufacturing investment, productivity, and international
competitiveness. Accelerated depreciation has also been defended
on the grounds that it reduces the flow of capital from business
assets to owner-occupied housing. In this view, too great a portion
of the nation’s savings and investment is being devoted to housing
as a result of the favorable Federal income tax treatment accorded
to owner-occupied homes.22

Others contend that the market is a more efficient mechanism
for allocating investment among equipment, structures, and other
business assets, than is the tax Code. It is also noted that the Fed-
eral income tax incentive for owner-occupied housing is offset, to
some extent, by local property taxes that tend to be higher on
household realty than business equipment and structures.2® An-
other argument is that tax incentives for investment may not have
the desired effect. This can occur because part of the tax incentives
provided for investments may be capitalized in higher asset prices.
If tax benefits are capitalized, the incentive to purchase these
assets is reduced, and the tax preference creates a windfall for the
producers and existing owners of tax-favored assets. Investment in-
centives may also be blunted if increased demand for capital drives
up the interest rate and the cost of equity financing.

A recent study2?* examined the composition of U.S. investment
before and after the enactment of ACRS in 1981. It found no corre-
lation between the change in tax incentives, as measured by theo-
retically-derived effective tax rates, and the change in investment
by type of asset. The author did not conclude that changes in tax
incentives are inconsequential for investment, rather that they can
be overwhelmed by changes in other factors such as the cost of cap-
ital and the acquisition price of capital goods. Another suggested
explanation for the lack of correlation was that theoretically-de-

22 Under a pure economic income tax, homeowners would be taxed annually on the rental
value of their house (“imputed rent”). If imputed rent is not included in income then it can be
iixrguedlth)at interest and property taxes should not be deductible (as is the case in Canada and

ustralia).

23 Don Fullerton and Yolanda Kodrzycki Henderson, “Incentive Effects of Taxes on Income
from Capital: Alternative Policies in the 1980’s,” Princeton University, Discussion Paper No. 61,
(December 1983). It is estimated that the average property tax rate is 0.8 percent for business
equipment and inventory, 1.1 percent for business land and structures, 1.6 percent for public
utilities, and 1.8 percent for household realty (land and structures).

24 Barry P. Bosworth, “Taxes and the Investment Recovery,” Brookings Papers on Economic
Activity, 1985 I
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rived effective tax rates are wrong measures of the relative tax-
ation of different assets, because as customarily computed they
ignore variations in the reliance on debt financing (and hence vari-
ations in the tax benefits of debt financing) among different kinds
of assets.

Another study25 compared the tax systems, as of 1980, in the
United States, United Kingdom, Sweden, and West Germany, and
found that the country with the highest overall effective tax rate
on capital (West Germany, 48.1 percent) had the most rapid rates
of investment (5.1 percent) and economic growth (3.7 percent) over
the 1960-1980 period. Conversely, the country with the lowest over-
all effective tax rate on capital (United Kingdom, 3.7 percent) had
the lowest rates of investment (2.6 percent) and economic growth
(2.6 percent). In Japan, which is frequently noted for its high sav-
ings rate, corporate taxes are a much larger portion of total reve-
nues (19.7 percent in 1982) and gross domestic product (5.4 percent
in 1982) than in other industrialized countries.2¢

International competitiveness

There is also considerable controversy over the effect of tax in-
centives for investment on international competitiveness. Capital
costs account for one-fourth of total value added by nonfinancial
corporations, and equipment costs account for only a fraction of
this amount. Therefore, if the Administration proposal were to in-
crease the effective tax rate on equipment from 0 to 18 percent, the
cut in tax incentives would translate into an increase in final prod-
uct prices of less than 1 percent.2? By comparison, the value of the
dollar against a group of 11 major foreign currencies increased by
about 10 percent over the last 6 months of 1984, effectively raising
the price of U.S. exports, and decreasing the price of imports, by
that amount. Thus, the macroeconomic factors influencing the ex-
change rate, such as monetary policy and the Federal budget defi-
cit, may be more important determinants of U.S. competitiveness
in world markets than income tax incentives for particular assets.
Also, if the economic health of a particular industry is of concern,
an incentive depreciation system, applicable to all industries, may
be an untargeted remedy.

It is argued that even if tax incentives for investment were an
effective trade incentive for profitable companies, they have a neg-
ligible impact on companies with losses. For example, many compa-
nies in trade sensitive basic industries, such as the steel industry,
have little or no taxable income and thus do not benefit currently
from the investment tax credit and accelerated depreciation provi-
sions of present law (except to the extent these tax benefits are
passed through on leased property).28 It is also argued that foreign-

25 Mervyn A. King and Don Fullerton (eds.), The Taxation of Income from Capital: A Compar-
ative Study of the U.S., UK., Sweden, and West Germany, Chapter 1.

28 Revenue Statistics of OECD Member Countries, 1965-1983, (1984).

27 Assuming a 4-percent real after-tax rate of return on capital, the return on equipment in-
vestment comprises 2.6 percent of the net domestic product of nonfinancial corporations. All
other factors remaining constant, an increase in the effective tax rate on equipment to 18 per-
cent would increase the pre-tax rate of return by 22 percent (.18/(1-.18), increasing prices by 0.6
percent (22 percent times 2.6 percent). Substitution of labor for capital would tend to keep the
price increases below this level.

26 Under present law and the Administration proposal, net operating losses may be carried
back to offset tax liability in the 3 prior years, and carried forward for up to 15 years.
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owned companies with U.S. operations will be able to take full ad-
vantage of any tax incentives provided for domestic investment. To
the extent that tax incentives encourage additional foreign invest-
ment in the United States, the value of the dollar would tend to
increase. This would reduce the competitiveness of U.S. exports.

3. Corporate Assets??

Present Law

Under present law, corporate dividends paid to individual share-
holders are taxed at both the corporate level and at the sharehold-
er level. The double tax on corporate dividends is relieved, in part,
by exempting the first $100 ($200 on a joint return) from sharehold-
er tax.

Administration Proposal

Under the Adminstration proposal, the $100 dividend exclusion
would be eliminated. Partial relief from double taxation of corpo-
rate dividends would instead be provided by allowing a 10-percent
dividend paid deduction to the payor.

Analysis

Under present law, the maximum combined tax on dividend
income is 73 percent.3® Under the Administration proposal, the top
individual rate would be reduced from 50 to 35 percent and the top
corporate rate would be reduced from 46 to 33 percent. In addition,
10 percent of corporate dividends (to the extent paid out of taxable
income) would be deductible. As a result, the maximum combined
tax rate on dividend income under the Administration proposal
would be reduced to 54 percent.?! Thus, the Administration propos-
al would reduce the tax rate disparity between corporate and non-
corporate equity-financed investment from 23 percent (73 percent
minus 50 percent) under present law to 19 percent (54 percent
minus 35 percent).

4. Debt Obligations

Present Law

Under present law, interest income is includible in taxable
income (except in the case of certain bonds issued by State and
local governments) and interest expense generally is deductible in
computing taxable income subject to certain limitations. Gain or
loss on debt obligations is generally taxed at realization except for

29 More detailed discussion of present law and proposals appears in a forthcoming staff pam-
phlet relating to the taxation of corporate assets.

30 After corporate tax at 46 percent, 54 cents on a dollar of corporate income is available for
dividends. For an individual shareholder in the top 50-percent bracket, tax on this 54-cent divi-
dend is 27 cents (50 percent of 54 cents). Thus, the highest combined corporate and shareholder
tax is 73 cents (46 cents plus 27 cents) on each dollar of pre-tax corporate income.

31 After the 10-percent dividend deduction, the tax on a dollar of corporate income would be
approximately 30 cents (90 cents of taxable income at a 33-percent rate), leaving 70 cents for
dividends. Shareholder tax on dividends is approximately 24 cents (35 percent of 70 cents). Thus,
the combined dividend tax is 54 cents (30 cents of corporate tax plus 24 cents of individual tax).
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original issue discount obligations. Interést inclusions and deduc-
tions are not adjusted for inflation.

Administration Proposal

The Adminstration proposal would tighten the present law limi-
tation on investment interest deducted by taxpayers other than
corporations. Interest on most debt obligations, other than debt se-
cured by the taxpayer’s principal residence or incurred in a trade
or business, would be limited to the taxpayer’s investment income
plus $5,000. Thus, consumer interest would be subject to these limi-
tations. Disallowed interest deductions would be carried forward in-
definitely. The Administration proposal also would extend the at-
risk rules to real estate. Thus, interest on debt secured by real
estate for which the taxpayer is not personally liable would gener-
ally not be deductible. In addition, financial institutions would no
longer be exempt from the general rule which denies a deduction
for interest on debt used to carry or purchase tax-exempt bonds.

Analysis

The 1984 Treasury report would adjust interest income and ex-
pense for inflation (except interest expense on debt secured by the
taxpayer’s principal residence). This provision is intended to meas-
ure more accurately real interest income and expense during peri-
ods of inflation, and to reduce the tax incentive for debt financing
in situations where the lender is in a lower tax bracket than the
borrower (‘“bracket arbitrage”). Neither the Adminstration propos-
al nor-other current reform proposals provide for interest indexing
on an accrual basis, although all proposals, by lowering marginal
tax rates, would tend to reduce opportunities for bracket arbitrage.
Under the Administration proposal, noncorporate taxpayers could
elect to index the basis of debt obligations for inflation. Thus, a
lender could recognize the capital loss due to inflation when h1s
principal is repaid. This loss would offset the inflation component
of interest income recognized in prior years. However, if the bor-
rower is a corporation or does not elect indexing, then there would
be a mismatch since the inflation component of interest payments
fvm(xlld be deducted by the borrower but, in effect, excluded by the
ender.

The Administration proposal would limit the extent to which in-
terest is deductible on debt used to finance consumption and tax-
exempt and tax-deferred investment. Under present law, deduct-
ibility is denied in situations where the incurrence of debt can be
traced to the purchase of tax-exempt bonds; however, it is often im-
possible to trace the use of borrowed funds. Consequently, many
taxpayers deduct interest on debt that effectively is used to pur-
chase tax-exempt bonds. Similarly, interest on vacation homes,
automobiles, and other consumer durables used by the taxpayer is
deductible even though these investments generate no taxable
income. Arbitrage opportunities also arise where taxpayers borrow
to invest in property which generates capital gains rather than
current income, since the tax on capital gains may be deferred
until realization. The interest limitation in the Administration pro-
posal would substantially limit the ability of taxpayers to reduce
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taxable income below economic income as a result of arbitrage ac-
tivities. However, because the Administration proposal would con-
tinue to allow full deductibility of interest on debt secured by a
taxpayer’s principal residence, a significant tax incentive for home
ownership (and borrowing against home equity) would be retained.



II. CAPITAL GAINS AND LOSSES

Present Law

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On disposition of a capital asset, long-term capital gain is
taxed more lightly than ordinary income.32? Long-term capital loss
is deductible against capital gain, but not against ordinary income
except to a limited extent. For depreciable property used in a trade
or business and not held for sale to customers, and for certain
other noncapital assets, net gain can be treated as capital gain,
while net loss is an ordinary loss.

A complex set of statutory provisions limits the ability of taxpay-
ers to recharacterize ordinary income assets as assets eligible for
capital gain treatment, and also requires recharacterization of cap-
ital gain as ordinary income to the extent of certain prior deduc-
tions from ordinary income.

In addition, certain judicial interpretations of the statute require
gain or loss to be characterized as ordinary, rather than capital, in
certain circumstances.

Statutory provisions

Capital gains tax and holding period

Noncorporate taxpayers may deduct from gross income 60 per-
cent of the amount of any net capital gain for the taxable year, i.e.,
60 percent of the excess of net long-term capital gain over net
short-term capital loss. As a result, the highest tax rate applicable
to a noncorporate taxpayer’s net capital gain is 20 percent (the 50
percent maximum individual tax rate times the 40 percent of net
capital gain included in adjusted gross income).

An alternative tax rate of 28 percent applies to a corporation’s
net capital gain (the excess of net long-term capital gain over net
short-term capital loss) if the tax computed using that rate is lower
than the corporation’s regular tax. The highest regular corporate
tax rate is 46 percent for taxable income over $100,000.

Long-term capital gain is defined as gain from the sale or ex-
change of a capital asset held for more than six months.23 Net
long-term capital gain is the excess of long-term capital gains over
long-term capital losses.

32 This preference is included in the minimum tax base.

33 The holding period is scheduled to increase to one year, effective January 1, 1988. The
present six-months holding period was enacted in the Deficit Reduction Act of 1984 (P.L. 98-369),
effective for property acquired after June 22, 1984 and before January 1, 1988.

(24)
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Minimum taxes

Noncorporate taxpayers are subject to an alternative minimum
tax to the extent that it exceeds their regular income tax. The al-
ternative minimum tax is based on the taxpayer’s adjusted gross
income and increased by tax preference items, including the 60 per-
cent of net capital gains deducted in computing the regular tax.
The alternative minimum tax rate is 20 percent for amounts in
excess of a specified exemption amount.

An “add-on” minimum tax applies to corporations on certain tax
preference items. 18/46ths of a corporation’s net capital gain is a
tax preference subject to the minimum tax.

Capital losses

Capital losses of noncorporate taxpayers are generally deductible
in full against capital gains.?* However, such losses may be deduct-
ed against a maximum of $3,000 (or, if lower, taxable income com-
puted generally without regard to capital gains and losses) of ordi-
nary income in each year. In determining the amount of capital
losses which may be deducted from ordinary income, only 50 per-
cent of net long-term capital losses in excess of net short-term cap-
ital gains (i.e., gains on property held for less than six months) may
be taken into account. Capital losses in excess of these limitations
may be carried over to future years indefinitely, but may not be
carried back to prior years.

A corporation may deduct capital losses only against capital
gains. Net capital losses of corporations may generally be carried
back for 3 taxable years and carried forward for 5 taxable years.

Capital assets

A “capital asset” generally means any property held by the tax-
payer except certain specified classes. Capital assets generally do
not include (1) inventory, stock in trade, or property held primarily
for sale to customers in the ordinary course of the taxpayer’s trade
or business, (2) depreciable or real property used in the taxpayer’s
trade or business, (3) specified literary or artistic property, (4) busi-
ness accounts or notes receivable, or (5) certain U.S. publications.

Certain depreciable property, nondepreciable business proper-
ty, and special assets

A special rule (sec. 1231) applies to gains and losses on the sale,
exchange, or involuntary conversion of certain noncapital assets.
Net gains from such assets (in excess of depreciation recapture) are
treated as long-term capital gains but net losses are treated as ordi-
nary losses. However, net gain from such property is converted into
ordinary income to the extent net losses from such property in the
previous 5 years were treated as ordinary losses. The assets eligible
for this treatment include depreciable property or land held for
more than six months and used in a trade or business (if not in-
cludible in inventory or held primarily for sale to customers in the
ordinary course of business). Also included are certain special

34 However, section 165 generally denies individuals a deduction for losses not incurred in a
trade or business unless such losses are incurred in a transaction entered into for profit or qual-
ify as deductible casualty losses.
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assets important in particular industries, such as interests in
timber, coal, domestic iron ore, certain livestock and certain unhar-
vested crops.

Patents

Under certain circumstances, the creator of a patented invention
may transfer his or her rights to the patent and treat amounts re-
ceived as proceeds from the sale of a capital asset, whether or not
the proceeds are contingent on the use or productivity of the
patent (sec. 1235).

Regulated futures contracts

Under present law, unlike most assets (with respect to which no
gain or loss is realized until a disposition) regulated futures con-
tracts, foreign currency contracts, nonequity options and dealer
equity options are “marked-to-market” as gain or loss accrues (sec.
1256). 40 percent of the gain or loss is short-term gain or loss and
60 percent of the gain or loss is long-term gain or loss. This results
in a maximum tax rate of 32 percent. Individuals who have a net
loss regarding such contracts may elect to carry it back three years
against prior net gain regarding such contracts.

Losses on small business stock

An individual may deduct as an ordinary loss up to $50,000
($100,000 in the case of a joint return) on the loss from the disposi-
tion of small business corporation stock (section 1244 stock) origi-
nally issued to the individual, without regard to the $3000 limit
generally applicable to losses. A small business corporation is a cor-
poration engaged in the active conduct of a trade or business whose
equity capital does not exceed $1,000,000.

Certain foreign corporate stock

Special rules recharacterize as ordinary income a portion of gain
on the sale or exchange of certain foreign corporate stock, to com-
pensate for the deferral of U.S. tax on corporate earnings and prof-
its accumulated abroad.

Collapsible property

The distinction between capital gains and ordinary income has
led to numerous taxpayer attempts to realize the value of an an-
ticipated future ordinary income stream through the sale of a “cap-
ital” asset, such as stock in a corporation, or an interest in a part-
nership, that holds the income-producing asset.

Present law contains statutory rules intended to prevent (in dif-
ferent ways) such use of partnerships and corporations to convert
what otherwise would be ordinary income into capital gains from
the disposition of stock or a partnership interest. These provisions
(secs. 341 and 751) known as the “collapsible” corporation and “col-
lapsible” partnership provisions, are among the most complex pro-
visions of the Internal Revenue Code and have been criticized by
some for apparent inconsistencies in application.

Similarly, certain partnership rules relating to basis allocations
(secs. 732(c) and 755) attempt to prevent conversion of ordinary
income to capital gain by preventing allocations of basis from cap-



27

ital assets to ordinary income assets in certain partnership transac-
tions. However, because section 1231 assets are generally treated
like capital assets under these rules, certain conversion may never-
theless occur.

Recapture provisions

Depreciation recapture rules recharacterize as ordinary income a
portion of gain upon dispositions of depreciable property. These
rules vary with respect to the type of depreciable property. Under
ACRS, for personal property, previously allowed depreciation (up to
the amount of realized gain) is generally recaptured as ordinary
income. In the case of nonresidential real property, if ACRS accel-
erated depreciation has been taken then all depreciation (up to the
amount of realized gain) is similarly recaptured on disposition.
However, if a taxpayer elects straight-line depreciation for nonresi-
dential real property, there is no depreciation recapture upon dis-
position if the asset is held more than one year. In the case of resi-
dential rental property held more than one year, only the excess of
ACRS deductions over the straight-line method is recaptured as or-
dinary income. Recapture for qualified low-income housing is
phased out beginning after such property has been held for a speci-
fied number of months, at the rate of one percentage point per
month.

Similar recapture rules apply to dispositions of oil, gas, or geo-
thermal property. These rules require ordinary income recapture
(up to the amount of realized gain) of previously deducted intangi-
ble drilling and development costs that, if capitalized rather than
deducted, would have been reflected in adjusted basis (not includ-
ing amounts that would have been deductible as cost depletion, if
capitalized).

The recapture rules require the recognition of ordinary income
in some situations that are otherwise tax-free or tax-deferred. For
example, recaptured ordinary income is recognized in a corporate
liquidation or pre-liquidation sale3% that is otherwise generally tax-
free to the corporation. Similarly, though recognition of gain on an
installment sale is otherwise deferred, recaptured ordinary income
with respect to depreciated real or personal property is recognized
in the year of the sale.

Recapture is imputed to a partner who sells a partnership inter-
est if recapture would have been imposed upon the disposition by
the partnership of the recapture property. Except in the case of
previously deducted intangible drilling and development costs,
there is no comparable imputation to a shareholder of an S corpo-
ration who sells his or her stock, nor is there a comparable imputa-
tion to a corporation that sells the stock of a subsidiary with which
it has filed consolidated returns, even though in these cases the
shareholder may have enjoyed ordinary income deductions with re-

35 The amount of ordinary income recaptured in a liquidation would not exceed the difference
between the adjusted basis of the recapture property and its fair market value at the time of the
liquidation. In a sale, the amount would not exceed the difference between the adjusted basis of
the recapture property and the price paid for it.
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spect to assets held by the S corporation or consolidated subsidi-
ary.36

Realization events

In general, property appreciation is not taxed until the property
is disposed of in a taxable transaction. There are certain exceptions
to this approach; for example, the present law treatment of regu-
lated futures contracts and certain other items which are ‘“marked
to market” as gain or loss accrues even though there has been no
disposition of the asset.

Nonrecognition events

Under various nonrecognition provisions, realized gains and
losses in certain transactions are deferred for tax purposes. Exam-
ples of such nonrecognition transactions include corporate reorga-
nizations, certain like-kind exchanges or property, involuntary con-
versions followed by an acquisition of replacement property, and
the sale of a principal residence within two years of the acquisition
of a new principal residence. Generally, nonrecognition treatment
defers gain or loss for tax purposes by providing a carryover basis
from the old holder to the new holder or a substitution of basis
from the old property to the new property.

Certain exemptions

Present law effectively forgives income tax on accrued apprecia-
tion on the occurrence of certain events. For example:

Basis step-up at death.—At death, income tax on unrealized cap-
ital gains on an individual taxpayer’s assets is forgiven, due to the
step-up in basis such assets receive.

Corporate liquidation.—In a complete liquidation, corporate tax
on unrealized capital gains is forgiven (though recapture rules re-
characterize a portion of any gain as ordinary income to the extent
of certain prior deductions).

Sale of principal residence.—$125,000 of gain on the sale of a
principal residence by a taxpayer over age 55 is exempt from tax.

Statutory interpretations

The statutory provisions described above have led to numerous
disputes about the characterization of gain or loss as capital or or-
dinary. The issues that have been litigated and the principles as-
serted in particular cases include the following:

Property held primarily for sale to customers

Inventory and property held primarily for sale to customers in
the ordinary course of the taxpayer’s trade or business are ex-
cluded from the definition of a capital asset. The object of this ex-
clusion is to preclude capital gains treatment for receipts obtained
in the routine conduct of the taxpayer’s enterprises.

36 However, if a purchaser of such stock wished to obtain a stepped-up basis in the corporate
assets for future depreciation, to reflect the value of the assets at the time of the stock purchase,
there would be a recapture event in the purchaser’s hands. Presumably the price paid for the
stock in that situation would be reduced to reflect the tax cost associated with such recapture.
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A host of cases have been litigated over whether gain received by
the taxpayer was attributable to the sale of property held primarily
for sale to customers in the ordinary course of the taxpayer’s trade
or business. The majority of these cases have involved real estate
sales, and the sale of equipment held for rental (or for rental and
then sale). In both instances, the litigation generally revolves
around the question of the “primary” purpose for which the prop-
erty was held. The resolution of this question, in turn, has generat-
ed an intricate web of subordinate rules and exceptions relating (1)
to the existence of business (ordinary income) and investment (cap-
ital gain) purposes and (2) to the acquisition of property for one
purpose and its disposition for another.

Corn Products doctrine

In Corn Products Refining Co. v. Commissioner, 350 U.S. 46
(1955), the Supreme Court held that property otherwise within the
definition of a capital asset may have such an important and inte-
gral relationship to the ordinary conduct of the taxpayer’s business
that it loses its identity as a capital asset.?? In 1975, the Internal
Revenue Service stated that if a taxpayer acquired and held prop-
erty with a “predominant” business (as opposed to investment) pur-
pose, gain or loss on disposition would be ordinary; conversely, a
“predominant” investment purpose would cause gain or loss to be
capital. (Rev. Rul. 75-13, 1975-1 C.B. 67.) Later, following several
Tax Court decisions,3® the Internal Revenue Service took the posi-
tion that even a ‘“predominant” business motive cannot preclude
capital gain or loss treatment, as long as there was a “substantial”’
investment motive for acquiring or holding the property. (Rev. Rul.
78-94, 1978-1 C.B. 58). Of course, it is to the taxpayer’s advantage to
have gains characterized as capital, and losses as ordinary.

Arrowsmith doctrine

In Arrowsmith v. Commissioner, 344 U.S. 6 (1952), the Supreme
Court held that amounts paid by former corporate shareholders (as
the transferees of corporate assets received in a prior year corpo-
rate liquidation) to satisfy liabilities of the liquidated corporation
were capital, rather than ordinary losses. The Court related the
payments to the earlier receipt (at capital gains rates) of corporate
assets in the liquidation. Pursuant to Arrowsmith, the characteriza-
tion of a transaction in one year may depend upon its relationship
to another transaction in a prior year.

Tax benefit rule

The Internal Revenue Service has occasionally asserted the “tax
benefit rule” in attempts to recharacterize as ordinary income a
portion of the gain from the disposition of property otherwise enti-

37 In the Corn Products case, the property in question was corn futures, acquired by a manu-
facturer of products made from grain corn to assure the needed supply of corn at a fixed price
against a history of drought and fluctuating prices. The Supreme Court rejected the taxpayer’s
arguments that these futures were capital assets under the circumstances.

38 W. W. Windle Co. v. Commissioner, 65 T.C. 694 (1976), aff'd. on other grounds, 550 F. 2d 43
(1st Cir. 1977); cert. denied 431 U.S. 966 (1977); Bell Fibre Products Corporation, T.C. Memo 1977-
42 (1977). Compare Union Pacific Railroad Co., Inc. v. United States, 524 F.2d 1343(Ct.Cl. 1975),
cert. denied 429 U.S. 827 (1976).
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tled to capital gain treatment. The amount to be recharacterized
reflects the extent to which the basis of such property was reduced
by deductions taken from ordinary income, to which no specific
statutory recapture provision applies on disposition of the property.
For example, in the First National Bank of Lawrence County, 16
T.C. 147 (1951), the Internal Revenue Service successfully asserted
that net proceeds received on the retirement of certain bonds that
had previously been written off by a bank against ordinary income
as worthless were taxable as ordinary income rather than as cap-
ital gain.

The Internal Revenue Service has indicated in a revenue ruling
and in a technical advice memorandum that it may assert that de-
ductions previously taken for research and experimental expendi-
tures (sec. 174) should be recaptured as ordinary income on a dispo-
sition of patents or technology otherwise eligible for capital gains
treatment under the special rules applicable to patents or under
other provisions (Revenue Ruling 72-528, 1972-2 C.B. 481; TAM
8409009 (1983)). Commentators and tax advisors have questioned
the validity under the present statute of this position regarding re-
search and experimental expenditures and no reported judicial de-
cision has addressed the specific question.

In United States v. Bliss Dairy, Inc., 460 U.S. 370 (1983), the Su-
preme Court held that the tax benefit rule required corporate rec-
ognition of income in a corporate liquidation with respect to cer-
tain previously expensed assets distributed to shareholders.

The extent to which the Internal Revenue Service might success-
fully assert the tax benefit rule to attack the conversion of ordi-
nary income to capital gain or the nonrecognition of income in sit-
ulations not covered by specific statutory recapture provisions is un-
clear.

Legislative History

Reduced tax rate for capital gains

Noncorporate capital gains have been taxable at reduced rates
since the Revenue Act of 1921. That Act provided for a maximum
12.5 percent tax on property held for profit or investment for more
than 2 years (excluding inventory or property held for personal
use). Because of the relatively low tax rates on ordinary income in
this period, this provision benefited only higher bracket taxpayers.
Since that time Congress has, on several occasions, adjusted the
holding period required for reduced capital gains taxation.3®

The present system of capital gains taxation dates largely from
the Kevenue Act of 1942. The 1942 Act provided for a 50 percent
exclusion for noncorporate capital gains or losses on property held
for more than 6 months. The Act also included alternative ceiling
rates on capital gains taxes for noncorporate and corporate taxpay-

39 From the Revenue Act of 1934 until the Revenue Act of 1942, there were various sliding-
scale exclusions depending upon the length of time an asset was held. A single six-month hold-
ing period remained in effect from 1942 through 1976, when the holding period was increased to
9 months for 1977 and 1 year for 1978 and thereafter. The present six-months holding period
was enacted in the Deficit Reduction Act of 1984 (P.L. 98-369) as a temporary reduction in the
one-year holding period for property acquired after June 22, 1984 and before January 1, 1988.
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ers. The basic structure of the 1942 Act was retained under the In-
ternal Revenue Code of 1954.

The Revenue Act of 1978 increased the exclusion for noncorpor-
ate long-term capital gains from 50 to the present 60 percent. To-
gether with concurrent changes in the noncorporate minimum tax,
this had the effect of reducing the highest effective rate on noncor-
porate capital gains from approximately 49 percent*® to 28 percent.
(The reduction in the maximum rate on income from 70 to 50 per-
cent under the Economic Recovery Tax Act of 1981 (ERTA) reduced
the maximum effective noncorporate capital gains rate from 28
percent to 20 percent.) The 1978 Act also reduced the alternative
capital gains tax for corporations from 30 percent to its present
level of 28 percent.

Noncorporate capital losses

In the early years of the income tax, losses from investments not
connected with a trade or business were not deductible even
against gains from similar transactions. This rule was changed in
1916 to allow deductions for transactions entered into for profit
(but only to the extent of gains from similar transactions). The rule
was further adjusted by the Revenue Act of 1918.

The Revenue Act of 1921 provided that net capital losses were
deductible in full against capital gains or ordinary income. Because
capital gains at this time were taxable at a maximum 12.5-percent
rate, but capital losses could be used to offset income taxable at
higher rates, this rule resulted in substantial revenue loss. Accord-
ingly, the rule was amended by the Revenue Act of 1924 to limit
the tax benefit from capital losses to 12.5 percent of the amount of
such losses. The 1924 Act also repealed the previously existing car-
ryforward for excess capital losses.

Under the Revenue Act of 1934, the percentage exclusion for net
capital gains was made dependent upon the length of time for
which the property was held. In conjunction with this change, the
Act allowed equivalent percentages of capital losses to be deducted
against capital gains and, in the event of any excess, against $2,000
of ordinary income. The $2,000 limit on the amount of ordinary
income against which capital losses could be deducted was motivat-
ed by the fact that some very wealthy investors had been able to
eliminate all their income tax liability by deducting losses incurred
in the stock market crash against ordinary income.

Subsequent changes have provided varying limitations on the
extent to which capital losses can be deducted and varying carry-
over provisions for excess capital losses.

Corporate capital losses

Prior to the Revenue Act of 1942, corporate capital gains did not
enjoy reduced taxation. Corporate capital losses were subject at dif-
ferent times to different deduction rules, ranging from the allow-
ance of a full deduction against both capital gains and ordinary
income to the allowance of a full deduction against capital gains
but only a limited deduction against ordinary income.

40 The 49 percent rate resulted in certain cases where the taxpayer was subject to the individ-
ual “add-on” minimum tax and the maximum tax “earned income” limitation also applied.
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The Revenue Act of 1942 provided the first reduced taxation for
corporate capital gains, in the form of an alternative maximum
tax. Under the 1942 Act, no capital losses of corporations could be
uzed L offset ordinary income. However, the Act allowed corpora-
tiens to carry forward net capital losses for a 5-year period.

The Tax Reform Act of 1969 allowed excess net capital losses of
corporations to be carried back to the 3 preceding taxable years as
w 1! ag forward to each of the 5 succeeding taxable years. In each
case, the loss carryback or carryover is to be treated as a short-
term capital loss. The allowance of carrybacks has the effect of pro-
viding corporations with immediate refunds for excess losses and
thus partially compensates corporations for being unable to deduct
capital losses against ordinary income.

Treatment of gain and loss on depreciable assets and land used in
trade or business

Depreciable property used in a trade or business was excluded
from the definition of a capital asset by the Revenue Act of 1938,
principally because of the limitation on deductibility of losses im-
posed by the Revenue Act of 1934. This step was motivated in part
by the desire to remove possible tax deterrents to the replacement
of antiquated or obsolete assets such as equipment, where deprecia-
tion would be fully deductible against ordinary income if the asset
were retained, but loss would be subject to the capital loss limita-
tions if the asset were sold.

The availability of capital gain treatment for gains from sales of
depreciable assets stems from the implementation of excess profits
taxes during World War II. Many depreciable assets, including
manufacturing plants and transportation equipment, had appreci-
ated substantially in value when they became subject to condemna-
tion or requisition for military use. Congress determined that it
was unfair to tax the entire appreciation at the high rates applica-
ble to wartime profits. Accordingly, in the Revenue Act of 1942,
gains from wartime involuntary conversions were taxed as capital
gains. The provision was extended to voluntary dispositions of
assets since it was not practical to distinguish condemnations and
involuntary dispositions from sales forced upon taxpayers by the
implicit threat of condemnation or wartime shortages and restric-
tions.

The Revenue Act of 1938 did not exclude land used in a trade or
business from the capital asset definition. Since basis would have
to be allocated between land and other property for purposes of de-
preciation in any event, the differing treatment of land used in a
trade or business and depreciable property used in a trade or busi-
ness was not viewed as creating serious allocation difficulties.

However, in the Revenue Act of 1942, Congress excluded land
used in a trade or business from the definition of a capital asset
and extended to such property the same special capital gain/ordi-
natry loss treatment afforded to depreciable trade or business prop-
erty.

Indexing

In connection with the Revenue Act of 1978, the House passed a
proposal (the “House bill”’) to index the basis of certain assets for



33

purposes of determining gain or loss upon a taxable sale; however
the proposal did not become law. Under the House bill, the assets
generally eligible for indexing were common stock, tangible person-
al property and real property, provided such assets were either cap-
ital assets or assets used in a trade or business and were held for
more than a year.

No indexing was proposed for debt instruments. Indexing debt
was viewed as producing complex adjustments that would not
produce additional revenues where both the borrower and the
lender have the same marginal tax rate. The House Committee
report (apparently still addressing the situation in which a borrow-
er and a lender have the same marginal rate) suggested that to the
extent inflation is anticipated correctly and interest rates are free
to rise, interest rates would tend to rise to a rate that would com-
pensate for inflation on an after-tax basis.

The House bill contained numerous exceptions and other provi-
sions intended to deal with an array of issues. These issues includ-
ed the differentiation of common stock eligible for indexing from
preferred stock (considered more like non-indexable debt); possible
abuses such as incorporation of non-indexed assets to obtain index-
ing with respect to stock; problems regarding the appropriate treat-
ment of interests in different types of flow-through entities (such as
regulated investment companies, real estate investment trusts,
partnerships and subchapter S corporations); and concerns related
to application of the short sale and collapsible corporation provi-
sions of existing law.

A proposal similar to the 1978 House bill passed the Senate in
1982 (as a floor amendment to H.R. 4961), but was not enacted.

Administration Proposal

Effective on July 1, 1986, the proposal would reduce the exclu-
sion rate for net capital gains of individuals and noncorporate tax-
payers from 60 percent to 50 percent.4! This would produce a tax
of 50 percent (rather than the present law 40 percent) of the other-
wise applicable rate. Combined with the Administration proposal to
reduce the maximum marginal tax rate to 35 percent, the maxi-
mum tax rate under the regular income tax on noncorporate cap-
ital gain would be 17.5 percent. Taxpayers subject to the alterna-
tive minimum tax would continue to be subject to a 20 percent rate
on long-term capital gains.

The present law tax rate on net capital gain of corporations
would remain at 28 percent, which would be approximately 85 per-
cent (rather than the present 61 percent) of the maximum corpo-
rate rate.

Only capital assets, as defined under present law, and land held
for use in a trade or business (but not primarily for sale to custom-
ers) would be eligible for capital gains treatment. Such business-use
land would retain its present-law (sec. 1231) capital gain/ordinary
loss treatment (however, the proposal states that consideration

41 The proposal does not specify the manner in which the exclusion would be applied in the
case of a taxpayer using a taxable year that includes but does not begin on July 1, 1986. If the
change in the exclusion were viewed as a “rate” change subject to section 15 of the Code, the
exclusion for a calendar year taxpayer for 1986 would be 55 percent.
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would be given to treating such land in the same manner as depre-
ciable or depletable property.)

Depreciable property held for use in a trade or business and
placed in service by the taxpayer on or after January 1, 1986,
would no longer receive section 1231 capital gain/ordinary loss
treatment. Instead, the basis of such assets would generally be in-
dexed and disposition of such assets would produce ordinary gain
or loss. The special additional rules under section 1231 for interests
in timber, coal, iron ore, livestock and unharvested crops would be
phased out over three years.#2 Such assets would qualify for capital
gains treatment only if they satisfied the present law definition of
a capital asset.

The present law rules for regulated futures contracts, foreign
currency contracts, nonequity options and dealer equity options
would be retained.

Individual taxpayers (but not corporations) could elect, beginning
in 1991, to index the basis of their capital assets for inflation occur-
ring after January 1, 1991.43 The election would be in lieu of eligi-
bility for the preferential tax rate on capital gains. An election
would be effective for all capital assets disposed of in a particular
year. Indexed capital losses would remain subject to current law
limitations on deductibility. Capital assets would be required to be
held more than 12 months to be eligible for indexing. If capital
assets are held by a taxpayer who employs a functional currency
other than the U.S. dollar, the measure of inflation generally
would be based on the inflation rate in the functional currency.

1984 Treasury Report

The 1984 Treasury Report proposes to repeal the preferential tax
rates for long-term capital gains. Although gains and losses from
sales of property would no longer be classified as either capital or
ordinary under the rules of present law, losses from sales of invest-
ment property would remain subject to limitations. In general, in-
vestment property would be defined as all nonpersonal use proper-
ty other than (1) property used in a trade or business, (2) inventory
property and property held primarily for sale to customers in the
ordinary course of business, (3) a general partnership interest, or
(4) an interest in an S corporation in which the holder actively par-
ticipates in management of the entity.

For noncorporate taxpayers, losses from sales of investment prop-
erty would offset gains from such property, with any excess loss de-
ductible up to a maximum of $3,000 in each taxable year. For cor-
porate taxpayers, investment property losses would offset gains
from such property but would not otherwise be deductible. Both
noncorporate and corporate taxpayers could carry forward losses
exceeding these limitations indefinitely.

The basis of property (other than debt instruments) would be in-
dexed for inflation during the period the taxpayer holds the proper-
ty. Inflation adjustments would generally be made for debt instru-

42 The treatment of coal, iron ore and timber is discussed in greater detail in Part IV of this
pamphlet dealing with energy and natural resources.

43 Apparently the basis of a debt instrument otherwise qualifying as a capital asset could
electively be indexed under the proposal.
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ments (other than a borrower’s home mortgage) but would be ac-
complished by indexing interest rather than basis in the indebted-
ness. A portion of amounts otherwise considered interest would
thus be treated for tax purposes as a return of principal, which the
lender would not include in income and the borrower would not
deduct. Corporations would index all interest income and expense.
An individual would net aggregate gross interest expense (exclud-
ing home mortgage interest) against aggregate gross interest
income (excluding tax-exempt interest). An individual with net in-
terest expense would index the amount of such net expense exceed-
ing $5,000. An individual with net interest income would index
that income.

The effective date for eliminating the capital gains preference
and indexing basis would be January 1, 1986 for assets purchased
on or after that date (except assets purchased pursuant to a bind-
ing contract entered into before that date). Different transition
rules would apply to depreciable and nondepreciable assets pur-
chased before January 1, 1986. Interest indexing would be effective
January 1, 1988, regardless of when the debt was incurred.

Other Proposals

S. 409 and H.R. 890 (Bradley-Gephardt)

For taxable years beginning after December 31, 1986, the prefer-
ential rates for long-term capital gains would be repealed.

H.R. 2222 and S. 1006 (Kemp-Kasten)

With certain exceptions (including creditor’s interests), the basis
of capital assets and other property qualifying for capital gains
treatment under present law section 1231 (but without regard to
holding period) would be indexed for inflation for taxable years be-
ginning after December 31, 1985. Taxpayers could elect to use
either preferential capital gains rate treatment (without indexing)
or indexing (without preferential rate treatment) for all disposi-
tions during a taxable year.

For noncorporate taxpayers electing capital gains treatment, 40
percent, rather than the present 60 percent, of capital gain would
be excluded from income. Although the Kemp-Kasten bill specifies
a nominal 24-percent top marginal tax rate for individuals, the top
rate is about 28 percent in the range above the social security wage
base in which the proposal’s special deduction for employment
income is phased out. Thus, the maximum effective rate for capital
gains is approximately 60 percent of 28 percent, or 17 percent. For
corporate taxpayers electing capital gains treatment, the capital
gains rate would be 20 percent. The top corporate ordinary income
rate would be 35 percent.

Whether or not indexing is elected, the proposal would generally
retain present law limitations on the deductibility of capital losses.
If one elects to index the basis of property eligible for ordinary loss
treatment, the proposal subjects loss in excess of non-indexed loss
to the capital loss limitations.
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Analysis
Capital gains
Arguments for reduced tax on capital gains

Bunching.—Because capital gain is generally not taxed until a
disposition, taxpayers can face large jumps in taxable income when
the gain is realized. With graduated tax rates, such bunching could
lead to a higher tax burden than if the gain were taxed as it ac-
crued.*4 If the benefit of deferral is not enough to compensate for
the extra tax in some of those cases, then the additional benefit of
a preferential tax rate helps to achieve parity (although its avail-
ability is not limited to such cases).

The proposed flattening of the marginal tax rate schedule would
diminish the amount of bunching and so, presumably, reduce the
need for a preferential tax rate as a remedy for it.

Lock-in.—A second argument is that high tax rates discourage
sales of assets. The legislative history suggests that this lock-in
effect was an important consideration in Congress’ decision to
lower capital gains taxes in 1978. Preferential tax rates impose a
smaller tax on redirecting poor investments to projects with better
prospelcts, in that way contributing to a more efficient allocation of
capital.

The proposed reduction in marginal tax rates would lessen lock-
in effects, and the proposed cut in the top tax rate effectively appli-
cable to capital gains would lessen such effects further. This in-
cludes lock-in effects stemming from rules which allow a step-up in
basis at death and exempt certain sales of homes.45

Incentives for equity investment.—A third argument for preferen-
tial capital gains tax rates is that they encourage investors to buy
corporate stock, and especially to provide venture capital for new
companies, stimulating investment in productive business activi-
ties. This argument was important in the 1978 debate over capital
gains taxes, and there has been a large growth in the availability
of venture capital since 1978.

The Administration bases its proposal principally on the ground
that the preference provides an incentive for investment and cap-
ital formation, with particular mention of venture capital and high
technology projects. “Lock-in” and “bunching” possibilities are
raised.

The capital gains preference may be an inefficient mechanism to
promote the desired capital formation. The Administration capital
gains proposal (like present law) is not targeted toward any par-
ticular type of equity investment although promotion of high tech-
nology venture capital is apparently a goal. Furthermore, the pro-

44 The “bunching” argument would not apply to assets acquired and sold in a single taxable
year, as the present 6 month holding period permits.

45 Taxing accrued capital gains at death would require taxpayers to retain basis records of all
assets subject to tax. The burden of this type of recordkeeping was one of the objections to the
carryover basis provisions enacted in 1976 and repealed retroactively in 1980. Some contend that
exclusions could be devised to address this concern.lt is argued that taxing accrued gains at
death could force an estate to liquidate assets under unfavorable circumstances. Others suggest
that such concerns could be addressed through rules permitting deferral of tax payments in cer-
tain cases. Present law, for example, permits deferral of estate tax payments in certain situa-
tions.
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posal (like present law) affords capital gains treatment to certain
assets other than corporate stock, including assets such as gold,
stamps, and other collectibles that are not generally inputs to a
productive process. On the other hand, the proposal rejects a pref-
erence limited to particular activities or forms of investment be-
i:ause of the complexity involved in defining and enforcing such
imits.

To the extent that potential sources of venture capital or other
equity investment, or secondary purchasers of corporate stock, are
tax-exempt or partially tax-exempt (for example, pension funds and
certain insurance companies and foreign investors), a tax prefer-
ence would seem an ineffective way to encourage investment. On
the other hand, it is argued that capital gains treatment for ven-
ture capitalists who are taxable has importance.

Inflation.—Another argument for preferential tax treatment of
capital gain is that part of the gain simply represents the effects of
inflation and does not constitute real income. This argument was
also important in 1978. Since the proposal would not allow index-
ing of capital assets until 1991, and then only for individuals on an
elective basis, the Administration does not appear to view the cap-
ital gains preference principally as an inflation adjustment. Howev-
er the Administration observes that the preference may provide
some rough compensation for inflation to taxpayers that do not
glect (or as in the case of corporations, are ineligible to elect) index-
ing.

Double taxation of corporate earnings.—Theorists have suggested
that capital gains treatment on a disposition of corporate stock
might be viewed as ameliorating the double taxation of corporate
earnings. The first step of double taxation occurs at the corporate
level; the second step occurs at the shareholder level as dividends
are paid or as shares assumedly increased in value by retained
earnings are sold. However, capital gains treatment is a very inex-
act means of accomplishing any such benefit. Among other things,
the capital gains holding period requirement is unrelated to earn-
ings. Also, any relief that the capital gains preference provides
from the burden of double taxation applies only to retained corpo-
rate earnings. Distributed earnings are still generally subject to
double taxation.

Arguments against reduced tax on capital gains

Opponents of reduced tax on capital gains put forth the following
arguments:

Measurement of income.—Appreciating assets already enjoy a tax
benefit from the deferral of tax on accrued appreciation until the
asset is sold, which benefit reduces in whole or in part any bunch-
ing or inflationary effects. In addition, if capital assets are debt-fi-
nanced, inflation will reduce the real cost of borrowing to the
extent interest rates do not rise to compensate for the reduced
value of principal repayments and interest is deductible. Thus, fi-
nancing may further tend to offset any adverse impact of inflation.

Some opponents of the preference have contended that a direct
basis adjustment by indexing for inflation would be more accurate
and would reduce uncertainty regarding the eventual effective rate
of tax on investments that might impair capital formation. On the
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other hand, indexing may be viewed as too complex to implement
and too generous to couple with present law concepts of taxation at
disposition.

Neutrality.—To the extent that preferential rates may encourage
investments in stock, opponents have argued that the preference
tilts investment decisions toward assets that offer a return in the
form of asset appreciation rather than current income such as divi-
dends or interest. Furthermore, because the individual capital
gains preference is accomplished by a deduction from income, it
provides a greater benefit to high-income than to middle -or low-
income taxpayers. Both the 1984 Treasury Report and the Bradley-
Gephardt proposal emphasize neutrality as a goal in eliminating
the preference. On the other hand, it is argued that neutrality is
not an appropriate goal because risky investments that produce a
high proportion of their income in the form of capital gains may
provide a social benefit not adequately recognized by investors in
the marketplace.

Reduction of “conversion” opportunities.—Opponents of the pref-
erential capital gains rate contend that it not only provides a re-
duced tax rate on gains from the preferred assets but also encour-
ages taxpayers to enter transactions designed to “convert” other,
ordinary, income to capital gains. Some provisions of current law
specifically offer such benefits for certain types of investments. For
example, certain real estate investments offer rapid depreciation
deductions that reduce ordinary income, with capital gains and
little or no recapture of ordinary income on disposition of the asset.

Conversion can also occur through debt-financing the cost of
assets eligible for capital gains rates. For example, if a taxpayer
borrows $100 at 10 percent annual interest to acquire a capital
asset that is sold for $110 a year later, and repays the borrowing
with sale proceeds, the taxpayer has an interest deduction of $10
that can reduce ordinary income“® and a capital gain of $10 subject
to preferential rates. The taxpayer thus has a net after-tax positive
cash flow even though on a pre-tax basis the transaction was not
profitable.

On the other hand, it is argued that such “conversion” opportu-
nities are simply an additional tax incentive for types of invest-
ments the capital gains preference is intended to encourage.

Simplification and consistent treatment of taxpayers.—Opponents
of the preferential capital gains rate point out that the application
of different tax rates to different sources of income inevitably cre-
ates disputes over which assets are entitled to the preferential rate
and encourages taxpayers to mischaracterize their income as de-
rived from the preferred source. A significant body of law, based
both in the tax code and in judicial rules, has developed to deal
with these matters. Its principles are complicated in concept and
application, typically requiring careful scrutiny of the facts in each
case and leaving opportunities for taxpayers to take aggressive tax
return positions. It has been argued that the results derived in par-
ticular cases lack even rough consistency, notwithstanding the sub-

46 Even if an interest deduction is subject to present law investment interest limitations, it
can be offset against investment income that is ordinary income, plus an additional $10,000 in
the case of a joint return.
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stantial resources consumed in this process by taxpayers and the
Internal Revenue Service. Elimination of the preferential rates on
capital gains could permit elimination of such complex provisions
as the collapsible corporation and collapsible partnership rules,
which have been criticized for apparent inconsistencies in applica-
tion, and certain aspects of the varying recapture provisions for dif-
ferent types of assets. The 1984 Treasury Report and the Bradley-
Gephardt proposal emphasize these goals in proposing elimination
of the preference.

On the other hand, it is argued that so long as a limitation on
deductions of capital or investment loss is retained some areas of
uncertainty and dispute under present law would continue to exist
(for example, whether property was held primarily for sale to cus-
tomers in the ordinary course of business, and the application of
the Corn Products and related doctrines). Since (as discussed fur-
ther below) limitations on the deductibility of capital or investment
losses may be desirable to limit the selective realization of losses
without realization of gains, the amount of simplification and con-
sistency that would occur as a result of eliminating the preference
for long term capital gains may be limited.

Capital losses

Deductibility against ordinary income

The present limits on the deductibility of capital losses against
ordinary income are intended to address problems that arise from
the high degree of taxpayer discretion over when to sell certain
types of assets. If capital losses were fully deductible against ordi-
nary income, as was the case between 1921 and 1934, a taxpayer
owning many assets could selectively sell only those assets with
losses and thereby wipe out the tax on ordinary income even if
those losses were offset by unrealized capital gains in the taxpay-
er’s portfolio. This concern would support retention of a limitation
on the deduction of capital or investment losses, even if capital or
investment gains were not subject to preferential tax treatment
and even though tax distinctions between investment and non-in-
vestment assets tend to generate disputes over the proper charac-
terization of particular assets. Both the 1984 Treasury Report and
the Bradley-Gephardt bill would retain limitations on the deduc-
tion of capital or investment losses, even though they would elimi-
nate the preferential rate for capital gains.

Some have suggested eliminating the loss limitation entirely in
the interests of simplicity, or possibly subjecting otherwise fully de-
ductible investment losses to a minimum tax. However, the mini-
mum tax approach may not produce the desired simplicity since it
would still be necessary to define and identify investment losses.

The Administration proposal and the Kemp-Kasten bill, which
would generally offer taxpayers an annual election to use either
capital gains preferential rates or regular rates with indexing,
would similarly retain a limitation on the deductibility of capital
or investment losses. However, the indexing election in these pro-
posals appears to permit taxpayers to increase through basis ad-
Jjustments the ordinary income deductibility of their investment
losses, up to the $3,000 limit. This result could be avoided by pro-
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viding that the indexing election could not be used to increase the
amount of losses otherwise deductible against ordinary income.

Limits on the deductibility of capital losses may be unfair to tax-
payers who have losses in excess of unrealized gains, since they
may never get to deduct legitimate losses. The present system—al-
lowing the deduction of losses against up to $3,000 of ordinary
income—is a compromise between the desire to be fair to taxpayers
with net losses and the need to protect the tax base from selective
realization of losses. In effect, small investors, who are presumed
not to have larger portfolios with unrealized gains, are allowed to
deduct capital losses against ordinary income; and large investors,
for whom $3,000 is not significant, are not. Arguably, however,
large investors may have larger portfolios and lower transactional
costs, making it easier selectively to realize accrued gains to offset
losses and reduce the adverse impact of the $3,000 limit.

50-percent reduction of long-term losses

The present rule requiring that long-term losses be reduced by 50
percent when deducted against ordinary income (up to the $3,000
limit) is also a compromise between the need to protect the tax
base and equity to investors with net capital losses. If long-term
losses were fully deductible against ordinary income, as was the
case before 1969, taxpayers with both long-term gains and losses
could realize the gains and losses in alternate years, paying tax on
only 40 percent of the gains and fully deducting the losses. A tax-
payer who takes care to realize losses before they become long-term
can, of course, achieve this result despite the 50-percent reduction.
To compensate for the loss limitation, Congress retained a 50-per-
cent cutback, instead of increasing it to 60 percent, when the cap-

ital 9ga8ins exclusion percentage was increased from 50 to 60 percent
in 1978.

Treatment of trade or business assets

Depreciable assets used in a trade or business

Though the Administration would retain the capital gains prefer-
ence for assets that are ‘“‘capital assets” under present law, it
would eliminate the special capital gain/ordinary loss treatment of
depreciable assets used in a trade or business. The Administration
states that gains and losses from sales or other dispositions of de-
preciable property should be treated in the same manner as other
business income or loss, including gains or losses from sales of
other business property (e.g., inventory).#” The Administration
points out that the capital gain treatment of depreciable business
assets arose historically in the wartime context of involuntary con-
demnations or requisitions coupled with high excess profit taxes, a
situation no longer existing. Furthermore, the Administration pro-
posal for a new Capital Cost Recovery System (“CCRS”) would ac-

47 It is not clear whether there may be some exceptions to uniformity. For example, under the
proposal, gain on dispositions of unpatented technology or certain patents would be ordinary
income unless the asset qualified as a capital asset, but might not be in certain other (sec. 1235)
patent dispositions. The proposal indicates that consideration would be given to providing ordi-
nary income treatment to tﬂe extent that the creator of the patented invention or a holder of
the rights to the patent claimed deductions from ordinary income for the costs of developing the
invention.
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count explicitly for inflation with respect to depreciable property
and would provide incentives for investment in such property.
Thus, the Administration considers a preferential rate on gain
from sales of such property to be unnecessary as an inflation ad-
justment or as an additional incentive for investment in deprecia-
ble property likely to yield significant gains on sale.

Elimination of the present-law favorable statutory capital gains
provisions on dispositions of appreciated trade or business property
could simplify the varied present law rules in the recapture area*®
and reduce the tax-shelter benefits that may be offered for certain
investments (such as real estate) that offer current deductions
against ordinary income and capital gains treatment (with little or
no recapture) on disposition under present law.

Some proponents of retaining the present law capital gains treat-
ment of depreciable trade or business assets contend that, to the
extent a purpose of favorable capital gains rates is to minimize
“lock-in”, this purpose should apply to depreciable business proper-
ty as well as to other property. The “lock-in” argument for capital
gains treatment usually assumes a high degree of taxpayer discre-
tion in determining when to sell the particular types of assets eligi-
ble for capital gain treatment. Applying this argument to trade or
business assets raises the question whether sales of some such
assets are more discretionary than others. Some proponents of
present law also contend that capital gains treatment provides an
investment incentive that remains desirable even though other in-
centives such as rapid depreciation may also be provided.

Land used in a trade or business

The Administration proposal would retain the present law cap-
ital gains/ordinary loss treatment for land used in a trade or busi-
ness (and not held primarily for sale to customers). The basis of
such business use land would not be indexed under the proposal.
However, the proposal indicates that consideration would be given
to treating business-use land in the same manner as other busi-
ness-use property, with consequent indexing and ordinary income
and ordinary loss treatment.

Arguably, if land were considered an investment asset regardless
of its use, capital loss as well as capital gains treatment would be
appropriate. On the other hand, if such land is considered a busi-
ness asset, it is arguable that ordinary income treatment should
follow. Decisions to dispose of land used in a trade or business may

48 The present law recapture rules specifically override otherwise applicable nonrecognition
rules in certain circumstances. For example, in corporate liquidations and pre-liquidation sales,
recapture income is recognized, but gain in excess of the recapture amount is not and is effec-
tively exempted from corporate level tax. In the case of sales under the installment method,
depreciation recapture income is recognized at the time of the sale, but, subject to imputed in-
terest and original issue discount rules, income in excess of recapture can be deferred in accord-
ance with the installment sale provisions. If the recapture rules are eliminated and replaced
with a requirement of full ordinary income treatment for certain assets, the question arises
whether recognition of all gain with respect to such assets would also be required in a liquida-
tion or preliquidation sale, and whether installment sale treatment of such gain would be
denied. 'Fhe Administration proposal recognizes that the recapture rules of present law serve to
limit such nonrecognition provisions and states that, in general, such nonrecognition rules
would be limited in similar fashion under the proposal (with consideration being given to provid-
ing parallel rules for realized gains with respect to personal and real property). If the approach
of é)resent law is retained, recapture provisions would remain in the law to define the extent
and timing of recognition in such situations.
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tend to relate to business cycles or other non-investment factors as
much as would be the case for other trade or business assets, thus
lessening the need to counter a “lock-in” effect. The ordinary loss
treatment afforded land under the Administration proposal would
be consistent with this view.

Treating land used in a trade or business in the same manner as
other trade or business property could reduce the tax consequences
of allocating price between land and building, although an alloca-
tion must be made by the buyer for depreciation purposes in any
event.

Indexing -

Proponents of indexing contend that indexing would accomplish
the goals of capital gains taxation while producing a more accurate
measurement of economic income with greater neutrality.

Opponents contend that indexing is complex, should not be sig-
nificant if efforts to control inflation are successful, and would
erode revenues if such efforts are not successful.

Issues related to partial indexing

The Administration proposal and the Kemp-Kasten bill would
provide indexing of basis but would not generally index costs of fi-
nancing property. The 1984 Treasury Report proposes generally to
index debt through an adjustment to interest.

Where some but not all assets are indexed, several issues arise.
To the extent that the basis of certain assets is indexed but debt-
financing of those assets is not, the adjustment for inflation may be
overstated. An overadjustment in favor of the taxpayer who fi-
nances assets can occur even if it is assumed that interest rates
correctly anticipate inflation and rise in the marketplace to reflect
the effect of inflation on borrower and lender. For example, sup-
pose a taxpayer acquires an asset for $100 (fully financed) and sells
it one year later for $125. Inflation over the year is 10 percent. The
lender and the taxpayer are each in a 50 percent tax bracket. The
lender, seeking a 15 percent pre-tax rate of interest and anticipat-
ing 10 percent inflation, charges 25 percent interest for the year.
On a pre-tax basis, the taxpayer receives $125 in return of basis
and gain on the sale, but pays the lender $125 in interest and prin-
cipal, producing no net cash flow.

If there is no indexing and no capital gains preference, the after-
tax result is the same as the pre-tax economic result—the taxpayer
receives $25 of income taxable at 50 percent and pays $25 of offset-
ting, deductible interest, producing no after-tax net cash flow.+°If
both the basis of the asset and the interest on the financing are
indexed (assuming an accurate indexing factor has been identified
and applied) the taxpayer again has $15 of gain and $15 of offset-
ting deductible interest, producing no after-tax net cash flow. How-
ever, if the basis of the asset is indexed for inflation but the financ-
ing is not indexed, then the taxpayer has $15 of gain (taxed at 50

49 If there is a capital gains preference on sale of the asset, the taxpayer will have an after-
tax positive net cash flow due to the lower than 50 percent capital gains tax rate on his $25
gain, assuming the full $25 interest deduction can be used against other income in the 50 fﬁr‘
cent bracket. If the $25 capital gain were taxed at 20 percent in the example, the positive after-
tax net cash flow would be $7.50.
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percent) but a $25 deduction, producing an after-tax positive net
cash flow of $5, assuming the deduction can be used in full to offset
other income in the 50 percent bracket.5°

If some but not all assets are indexed, additional consideration
would have to be given to provisions designed to accomplish the de-
sired results in certain special situations. For example, if stock but
not debt is indexed, (or if debt is indexed in a different manner
than stock—for example, by interest adjustments rather than basis
adjustments) the question arises whether some types of assets, such
as preferred stock or convertible debt, should be classified as stock
or as debt for this purpose.

If only some types of assets are indexed, rules would be needed
for assets that change categories. For example, it would be neces-
sary to provide for the method of computing the indexed, depreciat-
ed basis (and the extent of eligibility for any capital gains treat-
ment)) of a personal residence converted to rental property (or vice
versa).

If some assets (such as stock or a partnership interest) are not
indexed or are only indexed at the option of the holder, it would be
necessary to provide for the appropriate treatment of various types
of flow-through entities that may hold indexed assets but whose
stock or interests may or may not be indexed. Conversely, if an in-
terest in an entity is eligible for indexing but the entity may hold
substantial non-indexable assets, consideration could be given to
provisions designed to prevent taxpayers from indirectly obtaining
indexing for nonqualified assets.

The question also arises whether indexing of an otherwise capital
asset is appropriate in situations such as the disposition of stock in
a controlled foreign corporation or foreign investment company,
where present law requires ordinary income treatment to account
for prior income deferral.

Finally, so long as capital gains treatment remains available for
some types of assets (as would the case under the Administration
proposal and the Kemp-Kasten bill) then, depending upon the rate
of inflation, taxpayers may continue to have an incentive to engage
in transactions designed to convert ordinary income to capital
gains income. Because of this possibility, the complex provisions of
present law dealing with situations in which capital gains treat-
ment is available (including the collapsible corporation and collaps-
ible partnership rules) presumably would not be eliminated.

The Administration proposal observes that denial of capital gain
treatment to depreciable assets would expand the scope of the cur-
rent law collapsible partnership rules, which treat gain recognized
on the sale or disposition of a partnership interest as ordinary
income to the extent attributable to the selling partner’s interest
in certain assets of the partnership that would produce ordinary
income if sold by the partnership. The proposal states that consid-
eration would be given to extending similar rules to the disposition

50 Indexing the basis of assets without indexing debt-financing of such assets also overcompen-
sates the borrower if interest rates do not rise enough to compensate for inflation on an after-
tax basis. Thus, if the stated interest payment in the example is only $15 (rather than $25),
interest is not indexed, and there is no capital gains preference, the taxpayer will have a pre-tax
positive net cash flow of $10 and an after-tax positive net cash flow of $5. )
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of interests in S corporations and stock in subsidiaries which are
included in an affiliated group filing a consolidated return.

Other indexing considerations
Lock-in

It is possible that indexing might not relieve “lock-in”’ problems,
because a taxpayer whose after-tax economic gain is protected
against future inflation may decide to continue to hold an asset to
obtain the benefits of tax deferral, or the benefits of tax exemption
if the asset is held until death. Others contend that indexing allevi-
ates “lock-in” by removing the burden of taxing nominal gains
arising from inflation.

Complexity

Indexing would involve a significant amount of recordkeeping.
However, records of the cost of property and of improvements are
generally maintained under present law. Records of the dates such
costs are incurred would also be retained under present law where
holding periods are important for capital gains purposes.

Indexing would substantially increase the volume of calculations
necessary to calculate taxable gain for many common transactions.
For example, consider an individual who sells stock which was pur-
chased 10 years before the sale and who has reinvested the quar-
terly dividends in additional stock during this entire period. Under
present law, if all the stock is sold at once, the individual can add
the original cost and the dollar amounts of each of the 40 reinvest-
ed dividend payments in order to obtain the stock’s basis, which is
subtracted from the sales proceeds in order to determine taxable
gain. Under indexing, each of the 41 components of basis (the origi-
nal purchase plus the 40 dividend payments) would be multiplied
separately by different indexing factors in order to compute the in-
flation-adjusted value of that component and determine the basis of
stock.

The interaction of indexing rules with other Code provisions
would raise further issues. For example, the basis of a partnership
interest or S corporation stock in the hands of a partner or share-
holder is affected by numerous transactions, including distribu-
tions, that could complicate accurate indexing of such interests.
Another example, is the appropriate interaction with the short sale
provisions of the Code. Theoretically, it can be argued that any in-
flation adjustment for a short sale should require the short seller
to report a capital gain to the extent of inflation. If such a require-
ment were not imposed, it may not be appropriate to allow a share-
holder who sells short ‘“against the box” (i.e., while he or she owns
shares of stock for which the short sale is made) to receive an infla-
tion adjustment for the stock owned during the period of the short
sale.



II1. BASIC CAPITAL COST RECOVERY PROVISIONS

A. Overview

In an income tax, it is necessary to provide for the deduction (or
“recovery’’) of capital costs. These are costs incurred in one year
for property which generates income in future years. The most im-
portant method of capital cost recovery is depreciation, in which
the deduction for capital costs is spread over a multi-year period
related to the income-producing period of the property. For exam-
ple, a building is depreciated over a longer period than an airplane,
and an airplane is depreciated over a longer period than a car. The
investment tax credit, which provides a benefit similar to an extra
depreciation deduction in the first year, is another factor in capital
cost recovery.

The depreciation system can be designed to be generally consist-
ent with a policy to treat income received in connection with the
ownership of depreciable property the same as, or differently from,
other kinds of income. In an income tax that has the objective of
taxing this income the same as other kinds of income such as
wages and salaries, a depreciation system would be used that
allows deductions in each year for the amount of the decline in
value of an asset during that year. In an income tax that has the
objective of inducing taxpayers to invest more heavily in deprecia-
ble assets by effectively taxing the returns at a lesser rate than
gther léinds of income, a system of “incentive depreciation” could

e used.

Present law incorporates an incentive depreciation system whose
principal components are accelerated depreciation, the investment
tax credit, and special amortization or expensing rules for certain
types of capital costs. The Administration proposal would replace
the current Accelerated Cost Recovery System (“ACRS”) with a
new depreciation system (“CCRS”) and repeal the investment tax
credit. According to the Administration, CCRS deductions would
typically offer taxpayers a greater benefit than ACRS deductions.
CCRS deductions would be indexed for inflation—that is, increased
for the inflation that occurs between the time an asset is acquired
and the time a deduction is taken. CCRS would alter the mechanics
of depreciation, providing new recovery periods, new recovery
methods, a new nomenclature for identifying and classifying assets,
and other rules.

Thus, the Administration proposal poses several major issues.
First, regardless of whether depreciation deductions are indexed or
not, should the benefits of incentive depreciation be raised general-
ly, and should existing differentials in benefits for different types
of assets be changed? Second, regardless of whether the benefits of
incentive depreciation are changed, should depreciation deductions
be measured in current or inflation-adjusted dollars? Third, how

(45)
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much or how little should the mechanics of depreciation be
changed in order to achieve the purposes of CCRS or another cost
recovery system?

Depreciation, the investment tax credit, and measurement of in-
vestment incentives are discussed in this Part III. Other forms of
cost recovery allowed under present law—depletion, amortization,
and expensing—are discussed in Parts IV and V.



B. Depreciation

Present Law and Background

The Economic Recovery Tax Act of 1981 (“ERTA”) introduced
the Accelerated Cost Recovery System (‘‘ACRS”) for tangible depre-
ciable property placed in service after 1980. Under ACRS, the cost
of depreciable property (without reduction for salvage value) is re-
covered using an accelerated method of depreciation over a prede-
termined recovery period that is generally shorter than the asset’s
useful life (sec. 168). Under prior law, an asset’s original cost (less
salvage value) was recovered over its estimated useful life (sec.
167). The prior law rules remain in effect for property placed in
service by a taxpayer before 1981.

Application of pre-1981 Act rules

For personal property, taxpayers could use the straight-line
method of depreciation or, for property with a useful life of three
years or more, an accelerated method. The most accelerated
method available was the 200-percent declining balance method,
under which deductions were taken by applying a constant depre-
ciation rate equal to twice the straight-line rate.>!

Personal property

The principal method used to determine useful lives for personal
property was the Asset Depreciation Range (“ADR”) system, adopt-
ed in 1971. Assets included in the ADR system were grouped into
more than 100 classes, and a guideline life for each class (“mid-
point life”’) was determined by the former Office of Industrial Eco-
nomics in the Treasury Department. Each ADR class consisted of a
category of assets that have common characteristics (e.g., class .22
included automobiles and taxis) or that are utilized in the same or
related activities (e.g., class 87.12 covered special tools used in the
manufacture of motor vehicles). Taxpayers could claim a useful life
up to 20 percent longer or shorter than the ADR midpoint life,
except assets used predominantly outside the United States did not
qualify for this variance. For assets not included in the ADR
system, and for taxpayers who did not elect ADR, useful lives gen-
erally were determined on the basis of facts and circumstances.

The ADR midpoint life for an asset derived from data on how
long each taxpayer who provided information held the asset. Spe-

51 For example, assume the cost of an asset is $100, its estimated useful life is 5 years, and its
estimated salvage value is negligible. Under the straight-line method, $20 (or 20 percent) of the
$100 cost would be deducted annually during the five-year period (assuming the asset was placed
in service on the first day of the year). Under the 200-percent declining balance method, the
allowable deduction in the first year would be $40 (twice the straight-line rate), the deduction in
the second year would be $24 (original cost, less the prior year’s deduction, multiplied by 40
percent), and so forth, switching to the straight-line—or some other method—at a time to maxi-
mize the deduction.

47
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cifically, it was targeted a holding period that was too short rela-
tive to the experience of 70 percent of the taxpayers. Thus, ADR
midpoint lives were generally regarded as underestimates of useful
lives. It has been observed that ADR midpoint lives were about 30
percent to 40 percent shorter than the service lives found in Bulle-
tin F, a publication concerning useful lives issued in 1942 by the
Internal Revenue Service.

Real property

Allowable methods for depreciating real property depended on
the use of the property and whether the property was new or used.
New residential buildings could be depreciated using the 200-per-
cent declining balance method, while the depreciation of used resi-
dential buildings was limited to the 125-percent declining balance
method. In contrast, new commercial buildings could be depreciat-
ed at a rate no greater than 150-percent of the straight-line rate,
and used commercial buildings had to be depreciated using the
straight-line method.

Except for certain structures such as farm buildings, real proper-
ty was not included in the ADR system. Thus, useful lives for real
property were generally determined on the basis of facts and cir-
cumstances. Prior to 1981, taxpayers were permitted to allocate the
cost of a building among its component parts (e.g., the building
shell, plumbing, heating systems, etc.), and then depreciate each
component as a separate item of property. The use of component
depreciation produced the equivalent of a relatively short compos-
ite life for the entire building if the short-lived components com-
prised a large portion of the building’s cost. Taxpayers could also
claim useful lives provided by Revenue Procedure 62-21 (1962-2 C.B.
418), which set forth useful lives for real property, ranging from 40
years for apartment buildings and 45 years for office buildings to
60 years for warehouses. The useful lives provided by Revenue Pro-
cedure 62-21 were based on composite depreciation, reflecting the
use of the same useful life for a building’s structural shell and all
of its structural components.

Depreciation accounts

Taxpayers under the ADR system were required to use vintage
accounts. The vintage of an account referred to the year in which
property included in the account was first placed in service. In
addition, assets with different midpoint lives were grouped in sepa-
rate accounts.

For assets not subject to the ADR system, taxpayers could use an
item account for each asset or group accounts. Unlike item or vin-
tage accounts, group accounts could include assets placed in service
in different years. Prior law also permitted the use of “classified”
and “composite” accounts in which assets could be included with-
out regard to useful lives.

Treatment of repairs

Under present law, the characterization of certain expenditures
for the repair, maintenance, rehabilitation, or improvement of
property is a factual determination. If these expenditures substan-
tially prolong the life of an asset, or are made to increase its value
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or adapt it to another use, the expenditures are capital in nature
and are recoverable in the same manner as the cost of a capital
asset (sec. 263(a)). All other expenditures for repair, maintenance,
etc., are allowed as a deduction during the taxable year in which
paid or incurred (i.e., they are expensed).

Under pre-1981 Act law, a repair allowance system was provided
that was intended to reduce controversies about whether expendi-
tures should be classified as currently deductible repairs or as cap-
ital expenditures. A taxpayer who elected to apply the ADR system
also could elect to take a current deduction for amounts paid or in-
curred for certain repairs, maintenance, and similar expenditures,
to the extent the expenditures did not exceed the class repair al-
lowance. The class repair allowance was generally defined as the
average unadjusted bases of all repair allowance property multi-
plied by the repair allowance percentage.

The repair allowance percentage was a predetermined rate estab-
lished by the Treasury Department for each ADR class. Property
improvements (including the amount of repairs, maintenance, etc.,
in excess of the asset repair allowance) and any expenditures that
were clearly capital expenditures were capitalized in a special vin-
tage account subject to the ADR rules. In general, taxpayers made
the election only when the status of an expenditure as a “repair”’
was unclear. :

ERTA repealed the repair allowance election with respect to
property placed in service after December 31, 1980.

ACRS

Under the ACRS system adopted in 1981, the recovery deduction
for the year eligible property is placed in service is determined by
applying a statutory percentage to the property’s original cost (ad-
Jltésst(%()i(,lss described below, for investment tax credit allowed) (sec.

Personal property

The statutory percentages for personal property are based on the
150-percent declining balance method for the early recovery years,
switching to the straight-line method at a time to maximize the re-
covery allowance. (The recovery percentages are not precisely the
same as would be allowed under the 150-percent declining balance
method using a half-year convention.) Taxpayers can elect to use
the straight-line method over the regular ACRS recovery period
with respect to one or more classes of ACRS property placed in
service during a taxable year (sec. 168(b)(3)(A)). Under a ‘half-year”
convention, the statutory schedules and straight-line alternatives
give a half-year depreciation allowance for the first recovery year,
whether the property is placed in service early or late in the year.
No deduction is allowed in the year that the taxpayer disposes of
the asset.

The cost of eligible personal property is recovered over a three-
year, five-year, 10-year, or 15-year period, depending on the type of
property. Taxpayers can elect to recover capital costs over ex-
tended recovery periods, using the straight-line method of deprecia-
tion (sec. 168(b)(3)).
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Property with an ADR midpoint life of four years or less (such as
cars and light-duty trucks) and property used in connection with
research and experimentation are in the three-year class, while
most other personal property is in the five-year class. The 10-year
class includes certain long-lived public utility property and railroad
t:lmk cars; longer-lived public utility property is in the 15-year
class.

The applicable percentage for the class of property is:

If the recovery year is: 15-year 18-year
3-year 5-year 10-year public real
utility property !

ANt T i o 25 15 8 5 4
P e 38 22 14 10 9
12 9 8

10 8 8

10 7 ¥

10 7 6

9 6 6

9 6 5

9 6 5

9 6 5

6 5

6 5

6 5

6 4

6 4
.................................................................................................... 4
.................................................................................................... 4
.................................................................................................... 4
.................................................................................................... 2

! Assuming a mid-month convention and that property is placed in service by a
calendar year taxpayer on July 1.

A taxpayer is required to reduce the basis of assets by 50 percent
of the amount of regular or energy investment tax credits allowed
with respect to personal property (and the reduced basis is used to
compute recovery deductions) (sec. 48(q)(1)). With respect to the reg-
ular investment credit, a taxpayer can elect a 2-percentage point
th(iu)g;;)n in the credit in lieu of the half-basis adjustment (sec.

Q)(4)).

Real property

The statutory allowances for real property are based on the 175-
percent declining balance method (200-percent for low-income hous-
ing described in section 1250(a)(1)(B)@)-(iv)), switching to the
straight-line method at a time to maximize the deduction (sec.
168(b)(2) and (4)). For the year of acquisition and disposition of real
property, the recovery allowances are based on the number of
months during those years that the property is in service. Under a
“mid-month” convention, real property (other than low-income
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housing) placed in service or disposed of by a taxpayer at any time
during a month is treated as having been placed in service or dis-
posed of in the middle of the month.

The cost of real property is recovered over an 18-year period (15
years for low-income housing), although longer periods may be
elected (sec. 168(b)(2) and (4)). Generally, the same recovery period
and method must be used for the building as a whole, including all
structural components. A substantial improvement (generally, one
that is made over a two-year period at a cost that is at least 25 per-
cent of a building’s original cost) is treated as a separate building.

If the 15-percent or 20-percent investment credit for rehabilita-
tion expenditures is allowed, the basis of real property is reduced
by the amount of credit earned (and the reduced basis is used to
compute recovery deductions) (sec. 48((q)1) and (3)). The basis of
real property is reduced by 50 percent of the 25-percent credit al-
lowed for the rehabilitation of a certified historic structure (sec.
48(q)(1)). In addition, if a credit for rehabilitation expenditures is al-
lowed, the straight-line method of cost recovery must be used with
respect to the rehabilitation expenditures.

Recapture

With certain limited exceptions, gain from the disposition of de-
preciable property is “recaptured” as ordinary income to the extent
of previously allowed ACRS deductions (sec. 1245). For residential
real property that is held for more than one year, gain is treated as
ordinary income only to the extent the depreciation deductions al-
lowed under the prescribed accelerated method exceeds what would
have been allowed if the straight-line method had been used (sec.
1250(b)(1)). In addition, recapture for qualified low-income housing
is phased out after such property has been held for a prescribed
number of months, at the rate of one percentage point per month
(sec. 1250(a)1)(B)). For nonresidential real property, there is no re-
capture if the taxpayer elected to recover the property’s cost using
the straight-line method over the ACRS recovery period (sec.
1245(a)(5)(C)). If accelerated depreciation is claimed with respect to
nonresidential real property, the full amount of the depreciation
(to the extent of the gain) is recaptured, and not just the excess
over the straight-line amount. Because the benefits of capital gains
treatment on gains attributable to previously claimed depreciation
often exceeds the additional benefit derived from accelerated depre-
ciation, investors frequently choose to claim straight-line deprecia-
tion on nonresidential real property.

Depreciation accounts

In general, taxpayers compute depreciation deductions, as well as
gain or loss on disposition, on an asset-by-asset basis. A taxpayer
can elect, however, to establish mass asset vintage accounts for
assets that are in the same recovery class and placed in service in
the same year (sec. 168(d)(2)). Under proposed Treasury regulations,
the definition of mass assets eligible for this treatment would be
limited to assets (1) each of which is minor in value relative to the
total value of such assets, (2) that are numerous in quantity, (3)
that are usually accounted for only on a total dollar or quantity
basis, (4) with respect to which separate identification is impracti-
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cal, (6) that have the same ADR midpoint lives, and (6) that are
placed in service in the same taxable year (prop. Treas. reg. sec.
1.168-2(h)(2)).

The full amount of the proceeds realized on disposition of proper-
ty from a mass asset account is treated as ordinary income (with-
out reduction for the basis of the asset since it is separately ac-
counted for). As a corollary, no reduction is made in the deprecia-
ble basis remaining in the account. In contrast, where property is
accounted for on an asset-by-asset basis, the taxable gain is limited
to the excess of the sales proceeds over the property’s unrecovered
basis, and the amount treated as ordinary income is limited to pre-
viously allowed depreciation deductions (as described above in the
discussion of recapture rules).

Application of different depreciation methods for certain pur-
poses

In general, ACRS deductions are reduced for property that is (1)
used predominantly outside the United States (‘“foreign-use proper-
ty”) (sec. 168(f)(2)), (2) leased to a tax-exempt entity, including a for-
eign person unless more than 50 percent of the gross income de-
rived from the property is subject to U.S. tax (“tax-exempt use
property”’) (sec. 168(j)), or (3) financed with industrial development
bonds the interest on which is exempt from taxation (sec.
168()(12)).

Different depreciation methods are also used for purposes of com-
puting earnings and profits of a domestic corporation and applying
the minimum tax provisions.

Foreign-use property.—The rationale for reducing ACRS deduc-
tions for foreign-use property is that the investment incentive is in-
tended to encourage capital investment in the United States and
should not be available to property used predominantly outside the
United States. The recovery period for foreign-use personal proper-
ty is equal to the asset’s midpoint life (or 12 years for property
without a midpoint life). The owner of foreign-use personal proper-
ty generally is allowed to use the 200-percent declining balance
method, switching to the straight-line method at a time to maxi-
mize the deduction.

For foreign-use real property, the recovery period is 35 years,
and the 150-percent declining balance method can be used, with a
switch to the straight-line method.

The owner of foreign-use property can elect to use the straight-
line method in lieu of the prescribed accelerated methods. In addi-
tion, for foreign-use personal property, the straight-line method can
be used over one of the optional extended ACRS recovery periods
allowed for domestic property, but the period elected cannot be
shorter than the midpoint life (or 12 years, whichever is applica-
ble). For foreign-use real property, an election can be made to use
the straight-line method over 45 years (instead of 35 years).

Tax-exempt use property.—The policy underlying the restriction
on tax-exempt use property is to provide tax-reducing incentives
only to those who are subject to income tax, and to deny them to
tax-exempt entities, including foreign entities. Prior to the tax-
exempt use restrictions, tax-exempt entities were benefitting from
ACRS deductions for which they do not qualify directly, by using
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property under a lease and paying reduced rentals that reflect a
pass-through of the investment incentives. Tax-exempt entities
could thus enjoy both tax exemption and the benefits of tax deduc-
tions. Concerned about the surge of leases, sale-leasebacks and
other transactions in which college buildings, city halls, court
houses, and other property were being used to generate unintended
tax benefits, Congress decided in 1984 to limit depreciation deduc-
tions for property used by tax-exempt entities to incentive-free cost
recovery.

Depreciation deductions for tax-exempt use property are comput-
ed using the straight-line method and disregarding salvage value.
The cost of tax-exempt use personal property is recovered over the
longer of the asset’s midpoint life or 125 percent of the lease term.
The recovery period for tax-exempt use real property is the longer
of 40 years or 125 percent of the lease term. A taxpayer can elect
to recover the cost of tax-exempt use property over an optional ex-
tended ACRS recovery period that exceeds the recovery period pre-
scribed under the tax-exempt use rules. The rules for tax-exempt
use property override the rules relating to foreign-use property.

Property financed with industrial development bonds.—In 1982,
the Congress determined that the combined benefits of incentive
depreciation and tax-exempt financing were overly generous.
Therefore, taxpayers were required to choose between (1) ACRS
and conventional financing and (2) tax-exempt financing and a
slower rate of cost recovery than that provided by ACRS. Except in
the case of property that is placed in service in connection with
projects for residential rental property, the cost of property that is
financed with tax-exempt industrial development bonds is recov-
ered using the straight-line method over the applicable ACRS re-
covery period (sec. 163(f)(12)).

Computation of earnings and profits.—A dividend is generally de-
fined as a nonliquidating distribution by a corporation to its share-
holders. If a distribution exceeds earnings and profits, the balance
is treated as a tax-free return of capital (up to a shareholder’s basis
in the stock with respect to which the distribution is made, after
which it is generally treated as capital gain). If incentive deprecia-
tion were to apply for purposes of computing earnings and profits,
the acceleration of depreciation deductions would reduce a corpora-
tion’s earnings and profits, and thereby facilitate the distribution
of tax-free dividends. For this reason, domestic corporations are re-
quired to compute earnings and profits using the straight-line
method over recovery periods that are longer than the standard
ACRS recovery periods (sec. 312(k)3)). The calculation of earnings
and profits has significance for many other purposes of the tax law
(e.g., the allowability of the indirect foreign tax credit), as discussed
below in the analysis of the Administration proposal.

The extended recovery periods used to compute earnings and
profits are: (1) five years for three-year property, (2) 12 years for
five-year property, (3) 25 years for 10-year property, (4) 35 years for
15-year public utility property, and (5) 40 years for 18-year real
property and low-income housing.

Minimum taxes.—The minimum tax provisions are designed to
prevent taxpayers with substantial economic income from avoiding
tax liability by using certain exclusions, deductions, and credits (re-
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ferred to as “items of tax preference”). In general, the excess of
ACRS deductions over depreciation deductions that would have
been allowed had the taxpayer used the straight-line method over a
prescribed recovery period is treated as an item of tax preference.
For purposes of this rule, the prescribed recovery periods are: (1)
five years for three-year property, (2) eight years for five-year prop-
erty, (3) 15 years for 10-year property, (4) 22 years for 15-year
public utility property, (5) 15 years for low-income housing, and (6)
18 years for real property other than low-income housing. These
rules apply only with respect to personal property subject to a
lease and 18-year real property and low-income housing (sec.
57(a)(12)). Further, personal praperty subject to a lease is not taken
into account for corporations other than personal holding compa-
nies (as defined in sec. 542).

Luxury automobiles and mixed-use property.—ACRS deductions
are subject to fixed limitations for automobiles and are also re-
duced for certain property (including automobiles) that is used for
both personal purposes and business purposes (sec. 280F). For
luxury automobiles, depreciation deductions are limited to $3,200
for the first year, and £4,800 for each succeeding year. For mixed-
use property that is used 50 percent or more for personal purposes,
capital costs are recovered using the straight-line method of depre-
ciation over the same recovery periods that are used for purposes
of computing the earnings and profits of a domestic corporation.
ACRS is available for mixed-use property that is used more than 50
percent for business purposes, but only with respect to the portion
of the property’s basis that is attributable to business use.

ACRS and tax shelters

Although tax shelter investments take a variety of forms, a
common element is the deferral of tax liability on income that is
offset by accelerated deductions. ACRS is designed to provide an in-
vestment incentive by accelerating depreciation deductions (rela-
tive to the actual decline in value of the asset). ACRS mismeasures
income by concentrating larger depreciation deductions in the
early years of an investment. This result enables an investor to
reduce tax liability attributable to unrelated income. Thus, ACRS
provides a basis for tax shelter investments.

At-risk rules.—As part of an effort to limit tax shelters, Congress
enacted an “at-risk” limitation in 1976 (sec. 465). The at-risk limita-
tion is designed to prevent a taxpayer from deducting losses—in-
cluding ACRS allowances—in excess of the taxpayer’s actual eco-
nomic investment.

The at-risk limitation applies to most business activities, except
the holding of real property and certain corporate leasing and busi-
ness activities. The at-risk rules are applicable to individuals and
closely held corporations.

Under the at-risk rules, a taxpayer can deduct losses (including
depreciation) from an activity only to the extent of the aggregate
at-risk investment in the activity at the close of the taxable year.
In general, the at-risk investment includes (1) cash and the adjust-
ed basis of property contributed by the taxpayer to the activity,
and (2) amounts borrowed for use in the activity for which the tax-
payer has personal liability for repayment. This amount is general-
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ly increased by the taxpayer’s share of net income from the activi-
ty and decreased by its share of losses. In the case of partnerships
or S corporations, the rules are applicable at the partner or share-
holder level. A partner is considered at-risk with regard to a loan
to the partnership only if the partner is personally liable for repay-
ment.

At-risk investment does not include the proceeds of nonrecourse
loans. The at-risk amount also excludes (1) amounts borrowed from
other participants in the activity, (2) amounts borrowed from relat-
ed parties, and (3) amounts with respect to which the taxpayer is
protected against loss through guarantees, stop-loss agreements, or
other similar arrangements.

Lessee-leasehold improvements

In general, if a lessee makes improvements to property, the
lessee is entitled to recover the cost of the improvement over the
shorter of the ACRS recovery period applicable to the property or
the portion of the term of the lease remaining on the date the
property is acquired (see sec. 178 and Prop. Treas. reg. sec. 1.168-
5(d)1)). If the remaining lease term is shorter than the recovery
period, the cost is amortized over the remaining term of the lease.
For purposes of these rules, if the remaining term of a lease is less
than 60 percent of the improvement’s ACRS recovery period, the
term of a lease is treated as including any period for which the
lease may be renewed pursuant to an option exercisable by the
lessee, unless the lessee establishes that “it is more probable that
the lease will not be renewed” (sec. 178(a)). In any case, a renewal
period must be taken into account if there is a ‘“reasonable certain-
ty”’ the lease will be renewed (sec. 178(c)). These rules might permit
a lessee to recover the cost of depreciable property over a shorter
period of time than would be true if the lessee owned the property.
If the lessor and the lessee are related parties, then the cost of
leasehold improvements must be recovered over the ACRS recovery
period (sec. 178(b)).

The lessor of property is not required to include in income the
value of leasehold improvements realized on termination of a lease
(sec. 109).52 The lessor is also denied basis for improvements that
vest in the lessor on termination of a lease (sec. 1019).

Public utility property

In general, a regulatory commission allows a public utility to
charge customers rates that are sufficient to recover the utility’s
cost of service. A public utility’s cost of service includes its annual
operating expense and the capital expense allocable to a year. The
capital expense that can be passed through as higher prices to cus-
tomers consists of an annual depreciation charge for equipment
and also a rate of return on the capital invested in the equipment
(which capital is referred to as the “rate base”).

ACRS distinguishes between long-lived public utility equipment
and other equipment. Further, as described below, public utilities

52 But see Treas. reg. sec. 1.109-1(a) (the exclusion from income does not apply to improve-
ments whose residual value was intended to be in lieu of current rentals).
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are required to use a ‘“normalization” method of accounting for
ACRS deductions (sec. 168(e)(3)).

Definition of public utility property.—In general, publlc utility
property is property used predominantly in the trade or business of
furnishing or selling:

(1) electrical energy, water, or sewage disposal services;

(2) gas or steam through a local distribution system;

(3) telephone services;

(4) other communication services if furnished or sold by the Com-
munications Satellite Corporation for purposes authorized by the
Communications Satellite Act of 1962 (47 U.C.C. sec. 701); or

(5) transportation of gas or steam by pipeline,
if the rates are established or approved by certain regulatory
bodies (secs. 168(e)(3)(A) and 167(1)(3)X(A)).

Under ACRS, public utility property with midpoint lives of 18.5
to 25 years (other than property used in connection with research
and experimentation) is classified as 10-year property, and public
utility property with midpoint lives of more than 25 years is classi-
fied as 15-year public utility property.

Normalzzatwn accountmg —A public utility can use ACRS only
if a “normalization” method of accounting is used for purposes of
establishing the utility’s cost of service and reflecting operating re-
sults in its regulated books of account. Normalization requires that
(1) a utility’s tax expense for ratemaking purposes must be comput-
ed as if the depreciation deduction were computed in the same
manner as the ratemaking allowance for depreciation (which is
generally based on the straight-line method over relatively long
useful lives), (2) the deferred taxes (i.e., the difference between the
actual tax expense computed using ACRS and that computed for
ratemaking purposes) must be reflected in a reserve (and thus be
available for capital investment), and (3) the regulatory commission
may not exclude from the rate base an amount that is greater than
the amount of the reserve for the period used in determining the
tax expense as part of the utility’s cost of service (see Treas. reg.
sec. 1.167(1)-1, which interprets a similar provision of prior law).

Normalization prevents the immediate lowering of rates charged
to customers as a result of the cost savings from ACRS. Rather,
current tax reductions are flowed through to customers over the
period of tax deferral.

Expensing of up to $5,000 of personal property

A taxpayer (other than a trust or estate) can elect to deduct the
cost of up to $5,000 of qualifying personal property in the year the
property is placed in service, in lieu of recovering the cost under
ACRS (sec. 179). In general, qualifying property must be acquired
by purchase for use in a trade or business, and must be eligible for
the investment tax credit (although no investment credit is allowed
for the portion of the cost expensed under this rule). The $5,000
limit is scheduled to increase to $7,500 for taxable years beginning
in 1988 and 1989, and to $10,000 for years beginning after 1989.

The option to expense a limited amount of investment each year
permits some small businesses to avoid depreciation computations
for tax purposes, although the option is not restricted to small busi-
nesses. Furthermore, the option to expense up to $5,000 of the cost
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of qualifying property is available even if the property’s purchase
price exceeds $5,000.

Administration Proposal

Under the Administration proposal, ACRS would be replaced by
the Capital Cost Recovery System (“CCRS”). Like ACRS, CCRS
would provide for the recovery of capital costs at a rate in excess of
the actual losses experienced by a taxpayer, and thus would oper-
ate as an incentive depreciation system. The depreciation allow-
ances under CCRS would differ from ACRS allowances in that (1)
assets would be classified on the basis of similar actual deprecia-
tion rates (as determined by the Treasury Department), (2) the pre-
scribed statutory percentages would be designed to produce compa-
rable investment incentives for all depreciable assets, (3) the peri-
ods over which costs are recovered would be somewhat longer than
ACRS recovery periods (but generally shorter than the useful lives
of eligible property), and (4) the basis of depreciable property would
be indexed for inflation.

In general

Each CCRS class would be assigned a schedule of recovery per-
centages and a recovery period. The allowable CCRS deduction
would be determined by applying the appropriate recovery percent-
age to an asset’s inflation-adjusted basis. The schedule of recovery
percentages for a CCRS class would approximate the results of
using a declining balance method for early years of the recovery
period and the straight-line method for later years.52 Because the
recovery percentage would be applied to an asset’s adjusted basis,
level recovery percentages would result in early years, followed by
rising recovery percentages after the switch to the straight-line
method. For example, the recovery percentages for CCRS Class 1
are 55 percent in each of the first three years (the level recovery
percentage), followed by 67 percent in the fourth year and 100 per-
cent in the fifth year.

Classification of assets

With limited exceptions for certain assets such as cars and
trucks, personal property was classified under the ADR system ac-
cording to the activity in which it is primarily used. Agriculture,
mining, petroleum refining, and manufacture of knitted goods are
examples of these classifications by activity. A midpoint life was
provided for all assets used in the same activity, other than certain
enumerated assets (e.g., cars) for which midpoint lives were speci-
fied separately. In view of the many different types of equipment
that might be used in an activity, a single midpoint life was provid-
ed to minimize conflict over individual asset lives. Although the
option to elect the ADR system was repealed with the enactment of
ACRS, asset classifications under ACRS are generally made in
terms of ADR midpoint lives, the statutory term for which is now

53 The year in which the switch occurs would be dependent on the depreciation rate and re-
covery period for the asset's CCRS class, not on the inflation rate. Thus, the switch to the
straight-line method would be required even if the deduction would not be maximized as a
result of the switch.
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“present class life.” For example, 3-year ACRS property consists
mainly of property that has a present class life of 4 years or less.
Similarly, some tax reform proposals refer to present class lives,
either directly or indirectly by reference to ADR or ACRS group-
ings, to assign assets to the various recovery classes provided by
those proposals.

In contrast, CCRS asset classifications would not be based on
ACRS or ADR classifications. Rather, assets would be identified by
descriptions—such as ‘“construction machinery” and ‘“general in-
dustrial machinery”’—apparently drawn from the U.S. National
Income and Product Accounts (NIPA) prepared by the Commerce
Department. The assets so identified would be grouped into 6 CCRS
recovery classes on the basis of similar economic depreciation rates
in accordance with empirical studies that were commissioned by
the Treasury Department and completed by 1981 (referred to as the
“Hulten-Wykoff studies”).5¢ According to this formulation, the eco-
nomic depreciation rate of an asset is the declining balance rate
that best approximates how the asset’s value will fall in the ab-
sence of inflation. To illustrate, suppose that studies find that the
economic depreciation rate of pick-up trucks has been 32 percent.
This would be interpreted as meaning that the value of a $10,000
truck purchased in 1985 is forecasted to fall in the absence of infla-
tion by $3,200 (32 percent of $10,000) to $6,800 in 1986, by $2,176 (32
percent of $6,800) to $4,624 in 1987, and so on year after year.>°

Although assets would be grouped into CCRS recovery classes ac-
cording to estimated actual depreciation rates, recovery percent-
ages higher than those estimated to occur would be allowed for
computing depreciation deductions. The recovery percentages for
the six CCRS classes are intended to provide investment incentives
which are in excess of actual depreciation and approximately equal
in degree for all depreciable assets. The level recovery percentages
were utilized for purposes of implementing the desired levels of in-
centives. Similarly, the CCRS recovery periods, which range from
four to 28 years, represent arbitrary cut-offs that facilitate the pro-
vision of comparable levels of incentives for all CCRS classes.

CCRS Class 1

Three-year ACRS property would constitute CCRS Class 1. The
level recovery percentage for Class 1 property would be 55 percent,
producing results comparable to those under a 220-percent declin-
ing balance method, and a recovery period of four years would be
used.

4 The Hulten-Wykoff estimates of economic deprec1atwn rates appear at C. Hulten and F.
Wykoff, “The Measurement of Economic Depreciation,” in C. Hulten, ed., Depreciation, Infla-
tion, and the Taxation of Income from Capital, Urban Institute, 1981, p. 95.

55 This formulation could lead to a depreciation system in which the cost of the truck (and
other assets with similar economic depreciation rates) is written off over an indefinite period,
each year’s depreciation allowance being 32 percent of adjusted basis. This is the basic structure
of an open-ended account system. It is also the basic structure of the 1984 Treasury proposal,
except that proposal would allow full recovery of the remaining basis in the year it falls below
15 percent of inflation-adjusted original cost, thus providing finite recovery periods in lieu of
open-ended recovery.
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CCRS Class 2

CCRS Class 2 would encompass trucks (other than light-duty
trucks that are classified as three-year property under ACRS),
buses, and office, computing, and accounting equipment. The level
recovery percentage for Class 2 property would be 44 percent, pro-
ducing results comparable to those under a 220-percent declining
balance method, and a recovery period of five years would be used.

CCRS Class 3

CCRS Class 3 would include construction machinery, tractors,
aircraft, mining and oil field machinery, and service industry ma-
chinery, equipment, and instruments. The level recovery percent-
age for Class 3 property would be 33 percent, producing results
comparable to those under a 198-percent declining balance method,
and a recovery period of six years would be used.

CCRS Class 4

Property that is not assigned otherwise would constitute CCRS
Class 4. Examples enumerated in the proposal include metal work-
ing machinery, furniture and fixtures, general industrial machin-
ery, other electrical equipment, communications equipment, fabri-
cated metal products, and railroad track and equipment. The level
recovery percentage for Class 4 property would be 22 percent, pro-
ducing results comparable to those under a 154-percent declining
balz&nce method, and a recovery period of seven years would be
used.

CCRS Class 5

CCRS Class 5 would cover railroad structures, ships, engines and
turbines, distribution plants for communications services, and
plant and equipment for the generation, transmission, and distribu-
tion of electricity, gas, or other energy sources. The level recovery
percentage for Class 5 property would be 17 percent, producing re-
sults comparable to those under a 170-percent declining balance
method, and a recovery period of ten years would be used.

CCRS Class 6

Real property would be covered by CCRS Class 6. The level re-
covery percentage for Class 6 property would be four percent, pro-
ducing results comparable to those under a 112-percent declining
balance method and a recovery period of 28 years would be used.

Analysis

Classification.—Much of the nomenclature used in the proposal
to identify types of assets has been used for the statistical purposes
of national income accounting, but has not been used for tax pur-
poses. Thus, the classification of assets under CCRS would require
more than a “translation” of ACRS (or ADR) classifications. As a
result, at least initially, taxpayers would face uncertainty about
the classification of certain items. This uncertainty could be mani-
fested by controversies with the Internal Revenue Service or post-
ponement of marginal investments pending clarification. For exam-
ple, questions could arise whether ‘“oil field machinery” (CCRS
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Class 3) would include equipment used in off-shore drilling, such as
drilling rigs—which might otherwise fall in CCRS Class 4—and
support vessels—which might otherwise fall into CCRS Class 5 as a
“ship or boat.” Similarly, it is unclear whether computerized
switching equipment used in the telecommunications industry
would constitute Class 2 property (which covers “computing equip-
ment”’) or Class 4 property (which covers ‘“‘communications equip-
ment”). ¢

The proposed reclassification may be rooted in the fact that the
Hulten-Wykoff studies used the 32 NIPA classifications for analysis
and communication of results.>¢ Hulten and Wykoff performed an
empirical analysis of depreciation rates for several types of cars,
trucks, tractors and structures, and some types of machine tools
and construction machinery. These assets constitute a relatively
small portion of all the assets included in 8 NIPA categories. Esti-
mates for the empirically studied assets were basically extrapolated
to all assets in those 8 categories. For example, estimates for the
four types of machine tools studied were averaged to obtain eco-
nomic depreciation rates for all assets in the two NIPA categories
called “metalworking machinery” and “general industrial equip-
ment.” Estimates for