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INDEXATION OF ASSETS

THURSDAY, FEBRUARY 16, 1995

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to recess, at 9:30 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Bob Packwood
(chairman of the committee) R}esiding.

Also present: Senators Moynihan, Graham, Moseley-Braun,
Simpson, D’Amato.* .

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Now, gentlemen, if you would come forward.

We have got Mr. Edwin Cohen, who has appeared before this
committee on a number of occasions; Mr. Christopher Dent, the
senior tax manager from Price Waterhouse; Mr. Alan Reynolds, the
director of economic research for the Hudson Institute, and Mr. Mi-
chael Schler, member of the executive committee and former Chair
of the New York State Bar Association Tax Section.

l\gr. Cohen, how many times have you been before this commit-
tee!

Mr. COHEN. Someone asked this question of me a short time ago,
and I have no count. But I said that when I was in the Treasury
there was another Under Secretary, Paul Volcker, who was later
the head of the Federal Reserve Boarcd, and he had somebody on
his staff count the respective number of times that we had testified
before Congressional committees and said he and I were in a tie.
I could not believe that.

The CHAIRMAN. Well, if you are tied with him you have been
here a lot.

Let me just explain to the witnesses what we have been trying
to do in the course of our hearings. We started out with the hear-
ings, askin%wthe question of whether the Tax Code tilts toward con-
sumption? Most witnesses said, yes, »robably if you mean as be-
tween savings and investment and consumption, it probably tilts
toward consumption.

The second question we would ask is, well, if that is true, should
it tilt toward consumption or should it tilt toward savings and in-
vestment, assuming the two are contradictory? Some witnesses pre-
ferred to tilt it toward consumption and t::e? made a pretty good
argument. Most witnesses, I thought, til the other direction.

* Joint Committee on Taxation Eublished a )print related to this hearing entitled “Tax Treat-
ment of Capital Gains and Losses,” (JCS—4-95), February 13, 1995.

(1)
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They said we would be better off in this country if we saved more
now, even if we had to consume slightly less now.

The third question becomes, if we are going to tilt toward saving
and investment, how? Is that IRAs, capital gains, a cas)ital gains
differential or indexing, is it the Nunn-Domenici plan, is it a flat
tax, is it a value added tax? Those are all variations on consump-
tion themes.

So you are here today very specifically to talk about capital gains
and indexing, and we appreciate it very much.

I think, Mr. Cohen, you are first on the list, and we will start
with you.

STATEMENT OF EDWIN S. COHEN, JOSEPH M. HARTFIELD
PROFESSOR OF LAW EMERITUS, UNIVERSITY OF VIRGINIA
SCHOOL OF LAW

Mr. CoHEN. Thank you, Mr. Chairman. As you have mentioned,
I served some time 25 years ago as Assistant Secretary for Tax Pol-
icy in the Treasury, and later as Under Secretary. I am currently
a Visiting Professor at the University of Miami Law School and an
Emeritus Professor at the University of Virginia, where they re-
tired me when I reached 70. But, last fall, when I passed 80, they
brought me back to teach.

I am also counsel to the law firm of Covington & Burling here
in Washington.

I speak to the problem of indexing. I do not necessarily quarrel
with the academic or theoretical arguments in favor of indexing,
but I am concerned about the complexities of it, particularly with
the Froposals that are currently pending which would apply index-
ing for inflation to investments in common stock, real estate, and
perhaps some other items, but not to amounts placed in bank sav-
ings accounts, money market mutual funds, or to investments in
U.S. Government bonds, or other corporate bonds, nor to invest-
ments in mortgages on real estate.

I think that is fundamentally wrong to give an inflation adjust-
ment to people who put their money in one type of investment and
not give it to those who put their money in other types of invest-
ments, such as savings accounts or U.S. Government bonds.

I will try to illustrate the problem because it goes beyond dis-
crimination, and I think ends up with the wrong result. I use illus-
trations in my written statement, but I will give you one which I
think would come out of Wall Street.

Suppose that Wall Street bankers have the og[‘portunity to buy a
large company for $250 million, a lot of money. They have $50 mil-
lion of their own they can put together. To raise the other $200
million, they issue notes to the (fublic, to you, Mr. Chairman, to
me, to all of us in this room and others, and we buy those notes
for $200 million because we like the interest return.

They do this in February 1995. Five years later, in February
2000, these bankers, having bought the company for $250 million,
find that inflation has amounted at about four percent a year, to
a total of 20 percent in the five years intervening. So their cost,
under the pending indexing proposals, would be raised from $250
million to $300 million.
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So, surpose that in February of 2000 they sell the company for
$300 million. Today they would pay a tax on $50 million. Under
the indexing Eroposal, they will pay zero tax because they will be
selling it for their inflated adjustment cost.

Out of the $300 million which they have, they will give us back
$200 million. They will then have $100 million left. When we get
back the $200 million, it will not buy the same amount of groceries
that we could buy with $200 million for all of us today, so we ask,
where is our inflation adjustment? And the IRS will say, Congress
did not provide an inflation adjustment for people who lend money;
they only provided an inflation adjustment for people who buy
stocks and real estate.

So we, as lenders, get no inflation adjustment though we have
paid full tax on all our interest. But what about the bankers? They
are sitting with $100 million left, which is a 100 percent gain on
the $50 million that they put up, but they have no tax to pay be-
cause they got the inflation adjustment not only on their own $50
million, but on our $200 million as well. They get the benefit of the
inflation adjustment; we get nothing. I think that is wrong. I think
that is giving an inflation adjustment that belongs to lenders to
borrowers instead. It is a wrong result and I do not think we
should do it.

There are other objections to it which I am confident Mr. Schler,
og behalf of the New York State Bar Association, will tell you
about.

I would like to reserve a few moments because Mr. Dent is from
Price Waterhouse and I have been a long-time client of Price
Waterhouse for 40 years. I just would like to say that when Mrs.
Richardson sends me my 1040, as he sends it to you, Price
Waterhouse has taken to sending me a document that is Price
Waterhouse’s list of questions for me that is just as thick as what
Mrs. Richardson has. I feel I have to have an opportunity to speak
to that when Mr. Dent has finished.

I might also say with respect to the complexities involved, while
I will not take up the time, I have here in my hand a pamphlet
handed to me in 1936 when I had just arrived in New York out
of law school.

This is the entire Federal income tax as it was enacted by the
Congress in June of 1936, 100 pages, given to me by my boss who
said, “Read it.” I did. I read it twice. When I went back to him,
he gave me the regulations, 400 pages. I read those. Then he said
to me, now you are ready to practice law.

If somebody did that today, it would take them six months. I
think that this proposal for indexing, when we got through, would
be the largest single addition to the Code, with the possible excep-
tion of the alternative minimum tax.

Thank you, Mr. Chairman.

The CHAIRMAN. If we had a flat tax we could._go back to that thin
book again.

Mr. CoHEN. I would be in favor of some changes that would take
us back there.

If I may, I would like to submit for the record a brief speech that
I gave in 1988 on this subject to the New York State Bar Associa-
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tion. It interested them in the work that they have since done to
a much greater extent on indexing, which Mr. Schler will refer to.

The CHAIRMAN. We will be delighted to have it.

Mr. CoHEN. Thank you, Mr. Chairman.

[The information referred to above along with Mr. Cohen’s pre-
pared statement appear in the appendix.]

The CHAIRMAN. Now, we have Mr. Dent and we have an advan-
‘tage in having him. While he is with Price Waterhouse, he is a
British chartered accountant. He is here on a short stint and is the
head of their United Kingdom Taxation Department.

The United Kingdom has a form of indexing, not all assets, but
a form of it and can probably E}ve us a bird’s eye view of advan-
taﬁs fg\d d?isadvantages in the United Kingdom.

r. Dent?

STATEMENT OF CHRISTOPHER H. DENT, SENIOR TAX
MANAGER, PRICE WATERHOUSE LLP, NEW YORK, NY

Mr. DENT. Mr. Chairman, thank you. Mr. Cohen, thank you for
your loyalty to Price Waterhouse.

Mr. Chairman, as you have already said, I am a British char-
tered accountant. I have been employed by Price Waterhouse since
1981, and since April 1994 I have been employed by Price
Waterhouse LLP in FXllew York to head up their U.K. Tax Services
Department. It is a great honor for me to have been asked to sum-
marize the U.K.’s experience of indexation.

In my oral statement I propose to talk through the conclusions
which you will find on page 11 of my written testimony, which I
have submitted for the record.

My first conclusion was this. Although there was some Par-
liamentary opposition to indexation when it was introduced in
1982, it has since been regarded as a relatively non-controversial
aspect of the U.K. tax system and is generally regarded as fair.

hen we introduced indexation in the U.K. in 1982—that was
one of Mrs. Thatcher’s Conservative government’s pieces of legisla-
tion—we had seen very high inflation in the U.K. in the late
1970’s, which peaked at more than 25 percent.

Although only a minority of people paid capital gains tax, every-
one was only too well aware of the ravages of inflation, and the
idea that people should not pay tax on purely inflationary gains
was readily accepted. : .

The fiscal cost of indexation is difficult to quantify, but it is be-
lieved to halve, approximately, the capital gains tax which is as-
sessed on individuals. _

Indexation is also available to corporate taxpayers, but the im-

act there in fiscal terms is rather difficult to determine and public
igures are not readily available. )

My second conclusion was that indexation has not caused wide-
spread administrative problems, either for taxpayers or Inland
Revenue officials in the field. This is probably because most indi-
viduals are unaffected by capital gains tax as there are exemptions
which cover most normal personal transactions. ) _

There are, however, I admit, serious difficulties in calculating
capital gains and indexation relief in relation to complex
shareholdings. The vast majority of individuals are unaffected by
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capital gains tax because of exemptions which include a person’s
principal home, no matter how big it is, most personal possessions,
including anything which would not have a normal life of 50 years,
most fixed-interest securities, and if anything is left in tax there
is an annual exemption of about $9,000 per person.

These exemptions mean that most individuals never make cap-
ital gains tax returns. For those who do, the main items which
might fall into the capital gains tax net include stocks, mutual
fund investments, second homes, antiques or works of art, and any
business assets which they own in their own name, such as farms
or business real estate, goodwill, assets like that.

Now, for most of those assets, indexation is fairly easy to cal-
culate. It does not represent a significant added burden over and
above the calculations which are already needed for capital gains
tax purposes, generally.

As 1 said earlier, complex shareholdings are a particular prob-
lem. What I mean by a complex shareholding is a shareholding
which is built up over a period of time through a series of acquisi-
tions and disposals along the way.

Now, many of the difficulties which we have with complex
shareholdings are, I believe, due to the fact that after we first in-
troduced indexation in 1982, we made significant amendments
again in 1985, 1988, and 1994, and there were other amendments
in the intervening years as well. I believe that many of the U.K.’s
problems with indexation could have been avoided if a single per-
manent system had been set up at the outset.

For corporations I do not believe that indexation makes their tax
computations significantly more difficult, and, of course, most cor-
porations have their tax returns and tax computations produced by
tax accountants anyway.

My third conclusion was that the system currently proposed for
the U.S. has two features which the U.K. experience suggests could
be concerns. Similar problems arose in the original 1982 U.K. sys-
tem, and putting them right later in 1985, 1988, and 1994 consid-
erably complicated the position.

My concerns are, first, that the historical base cost is used to cal-
culate future inflation relief which will not, therefore, fully reflect
current values, and, second, pre-introduction inflation gains, or
gains which have already accrued, are not protected at all.

I will try to explain what I mean by way of a simple example.
Supposing you acquired an asset in 1980 for $100 and, by the end
of 1994, it is worth $1,000. That means that the future indexation
relief will be based on the $100 and not the $1,000, which means
that future inflationary increases in value will only be 10 percent
protected. Furthermore, the inflationary part of the $900 increase
in value between 1980 and 1994 will not be protected at all.

We put those problems right in 1985 by introducing a market
value rule which meant that, taking my example, future inflation
would be based on the value of the asset at the introduction date,
and then we introduced another amendment in 1988 which took
the pre-introduction capital gains out of the charge to tax alto-
gether.
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Of course, both those decisions would have significant revenue
implications, but they do make it a full inflation protection system
as opposed to partial protection.

Now, my fourth conclusion is concerning abuse. The U.K.’s sys-
tem of indexation has not been abused on a widespread scale. Nei-
ther individuals, nor companies have geared up on any significant
scale to exploit indexation, although this may partly be due to the
fact that individuals cannot deduct investment interest expenses as
they can in the U.S.

I believe people are naturally averse to borrowing to make specu-
lative stock investments, and in the U.K. they are even less likely
to do so because they cannot get relief for the interest paid. The
yield on those stocks would, however, remain taxable. This means
that the type of gearing up arbitrage, which I know is of concern
here, just i1s not viable in the U.K.

Companies can get relief for interest expenses but tend only to
borrow to finance assets they need for their business rather than
for speculation, although no doubt it does happen to small extent.

There have also, of course, been various sophisticated schemes
set up by banks, et cetera, to make the most of indexation, but they
are relatively rare, very complex, and they are vulnerable to a
whole host of different anti-abuse provisions. Many of these abuses
have been blocked, which brings me on to my final conclusion.

Such abuse as has taken place has necessitated relatively sophis-
ticated tax planning, but has almost entirely exploited two particu-
lar features of the U.K. system which have now been eliminated
and are not in the H.R. 9 proposals.

First, between 1985 and 1994, it was possible to use indexation
to create a capital loss. Second, in 1985 indexation was available
on many fixed-interest bonds and debts and companies could set up
group loans and also group equity investments partly or purely in
order to accumulate indexation relief.

Over a period of years, these opportunities were blocked by a
more or less annual tightening of anti-abuse rules and by gradually
takini more and more types of fixed-interest security and debt out-
side the capital gains tax net altogether.

We have now reached the stage where more or less the only secu-
rities left in the capital gains tax net are stocks. Finally, in 1994
the government abolished the ability to create indexation losses al-
together.

So, to summarize in a single sentence, I would say that index-
ation has broadly been a success in the U.K,, but the concept of it
and our experience of its administration do demand careful analy-
sis before any similar proposals should be introduced in the U.S.
This would enable the U.S. to get it right the first time and avoid
many of the problems which we had which led to later amend-
ments.

Thank you for your attention. I will be pleased to answer ques-
tions at the appropriate time.

The CHAIRMAN. How long have you been in the United States?

Mr. DENT. Since April 1994.

The CHAIRMAN. Because when you said “our ability to get it right
the first time,” I thought you had been here a short period of time.
[Laughter.]
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Next, we will take Mr. Reynolds, who is the Director of Economic
Research for the Hudson Institute, a well-known research institute
in this town.

Mr. REYNOLDS?

[The prepared statement of Mr. Dent appears in the appendix.)

STATEMENT OF ALAN REYNOLDS, DIRECTOR OF ECONOMIC
RESEARCH, HUDSON INSTITUTE, WASHINGTON, DC

Mr. REYNOLDS. Thank you.

I began my written testimony by adopting sort of a zero-based
budieting approach, asking why do we impose a capital gains tax
in the first place. Then we can build up from there rather than
starting with where we are and taking it down.

Is the capital gains tax really no different from income? I argue
that it is guite a bit different and everybody realizes it, otherwise
they would be willing to give up a salary for an uncertain amount
of money at some uncertain date. I have never found anyone who
could pass that test.

Does the tax fall mainly on owners of labor or on owners of cap-
ital? I argue that it falls mainly on labor, quoting Joe Stiglitz to
that effect, a member of the President’s Council of Economic Advi-
sors.

Does the capital gains tax raise any revenue over time when you
consider the impact on the economy and the impact on other taxes
such as the corporate tax? I argue that it probably does not raise
any revenue at all. And, because of these reasons, I come to the
conclusion that it is a pretty indefensible tax and that the ideal
rate we ought to be shooting for is zero. We can then talk about
what we do from there, short of perfection .

Income tax is inherently biased against savings, unless we either
deduct the amount saveJ: as we do with IRAs, or we deduct the
amount that is earned on those savings, as we do with municipal
bonds. But, for a wide variety of assets we do neither, and that is
a double tax on savings.

As I am sure you have heard before, the trouble with the capital
gains tax is it is a third, or triple layer, of taxation on the same
earning stream. Because the value of the asset—stock or real es-
tate—is a discounted present value of the future earnings of that
asset, those earnings will later be taxed when earned. All you can
do by double taxing the appreciation that is capitalized in the price
is to drop that price, reduce the demand for the asset, depress eq-
uity values, depress real estate values. That has widespread impli-
cations. It raises, for example, debt/equity ratios, and contributed
to the S&L crisis. So, zero is the ideal benchmark by which to
judge lesser reforms. I spend the rest of the time doing that.

I go through some of the objections to indexing, contrasting the
views of Joe Minarik of OMB with those of Treasury Undersecre-
tary Leslie Samuels. Now, the Minarik objection is one we heard
today from Mr. Cohen: that the Treasury, in effect, makes too
much money from taxing nominal interest income. That is sup-
posedly unfair; we ought to tax only real interest income.

Mr. Samuels, on the other hand, says the Treasury loses too
much money from deducting nominal interest expense. Now, if you
put those two arguments together you can make a very good argu-
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ment for indexing both interest income and indexing also the de-
duction, but you cannot make a very good argument for indexing
only one. And, if you are not indexing only one, then the whole
story looks quite different, because you have to look at both the
borrower ang the lender.

The fact that the Treasury is not suggesting that we index both
interest income and deductions shows that they do not really be-
lieve they lose any revenue from the failure to index. It also shows
that the argument is probably insincere.

The example that is given in Mr.-Samuels’ Ways and Means tes-
timony involves no real capital gains at all. Yet he argues that the
taxpayer should f)ay a tax anyway because he borrowed the money
to §ft no gain. It is not, however, possible to arbitrage between
credit that does cost something and an asset that yields nothing,
no real gain.

The loan, after all, is not interest free just because of the deduc-
tion, and real interest rates do not typically fall in inflation. The
Federal Reserve has been known to push them up pretty high in
an inflation. This is important because the example that Samuels
puts forth does not specify what the interest is.

Mr. Schler’s testimony has a better example and does specify the
interest rate, but in his example the real interest is zero. That is
where this alleged unfairness comes. It is pretty hard to find a
lender who will loan you money at a zero real interest rate, par-
ticularly during an inf{ation, un{ess he gets caught by surprise. Yet
in Mr. Schler’s testimony, the nominal interest rate is 5%, inflation
is 5%, so the real interest rate is zero.

Minarik has the right answer to this question about indexing of
interest. He wrote that, “The markets offer higher interest rates to
compensate lenders and penalize borrowers for the inexact taxation
of the interest income and deductions of business interest expense.”

That is, markets incorporate taxes and have a “tax premium,”
much as they incorporate inflation, and contain an inflation pre-
mium. This makes it, at least for U.S. levels of inflation, not a real
problem. It also means that many of the alleged arbitrage opportu-
nities do not exist, because the market makes sure they do not
exist.

Let me give some textbook examples of tax arbitrage. I will argue
that tax arbitrage becomes less advantageous with lower and/or in-
dexed capital gains rather than more so.

First, one example, a common one: Borrow money, deduct the in-
terest rate, and buy tax-free municiﬁal bonds. Sounds good, but
does not really work because the market, in fact, incorporates that
borrowing advantage in the interest rates. But notice that this ex-
ample has nothing to do with capital gains. It has to do with inter-
est, with whether there is a profitable spread between the interest
paid and received, after taxes.

A second example of tax arbitrage: Buying short the same stock
or commodity and then realize whichever position goes down. That
is, take the loss and ride with the gain. That is a hedge strategy.
I l;10 not know anyone who actually practices it, but academics talk
about it.

But, this strategy has nothing to do with interest, capital gains
or inflation. It would make just as much or as little sense whether
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you were using cash or credit. You could go short and long on a
security or asset either way.

A third example of tax arbitrage is the one that matters. Take
out a really big mortgage on your principle residence. That is a
genuine, big tax avoidance strategy. But I would argue that if we
were to treat capital gains on other assets nearly as nicely as we
do on homes, then what we would be doing would be leve{ing the
playing field and making this form of tax arbitrage much less at-
tractive.

That is to say, less punitive taxation of capital gains on, say, eq-
uities or real estate, would narrow the advantage that is now given
to homeowners—an advantage which is not unreasonable, by the
way; rollover of capital gains makes a lot of sense).

Another objection that people fret about is con':rting income into
capital gains. Take your money off the W-2 and get it onto Sched-
ule D. Not easy to do. When you press them, the example they give
is that corporations may cut dividends and retain more earnings.

That is, corporate savings goes up, or the stockholders will prefer
growth stocks to dividend-paying blue chips, junk bonds and mu-
nicipal bonds. I happen to think that is not so bad. But the story
is wrong because it leaves out debt. The existing system is very bi-
ased in the other direction. In effect, it induces capital gains to be
turned into income.

What kind of income? The income on junk bonds and municipal
bonds, for example. The existing system induces corporations to
raise debt/equity ratios because they can deduct the interest pay-
ments from their taxable profits.

It induces individuals to prefer the certainty of interest income
now to the mere possibility of a capital gain somewhere down the
road, since both are taxed at roughly the same rate. So, it is the
existing system that is biased, not the removal of that system. A
lower tax rate on real capital gains would make debt securities less
attractive to both borrowers and lenders relative to equity.

Another example given of converting income to gains is “churn-
ing” of real estate, buying and selling buildings over and over
again. That was a shelter problem before 1986, but it did not have
anything to do with capital gains.

It had to do with the fact that we set up a depreciation system
in 1981 that assumed a high rate of inflation. Inflation came down,
the depreciation system became overly generous, and the write-offs
were too fast.

Why does that have nothing to do with capital gains? Selling
buildings more frequently does not ensure capital gains. If it was
that easy to be rich, we would all be rich.

Then there are the simplicity arguments. Secretary Samuels
spends a lot of ink on concern about “forcing” taxgayers to keep
records. There is nothing in an indexing proposal that forces any-
one to keep records. If someone decides not to take advantage of
indexing, he would be free to dv so.

So, if a taxpayer generally prefers the simplicity of paying taxes
on a nominal, illusory, phony gain, he is free to do that. I think,
as a matter of fact, most taxpayers with significant nominal gains,
such as a farmer who has held on to his land for 29 years—the av-
erage), would welcome indexing quite a bit.
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I do have one proposal in my testimony that would simplify the
capital gains tax quite a bit and has other advantages. I suggested
that instead of a 50 percent exclusion, we go to a 15 percent flat
tax. The reason for that is, that if you have a graduated tax on cap-
ital gains, taxpayers have a very strong incentive to realize those
gains in years in which they fall into lower tax brackets on their
other income.

Many high-income taxpayers have highly variable income, they
have considerable discretion about shifting income back and forth
from years. We learned that in December of 1992 when a lot of peo-
ple brought their income forward to avoid the 1993 tax increase.
We are likely to have this kind of inter-temporal distortion with
any graduated system of capital gains tax.

Finally, on the revenue estimates, I do not believe tax policy
should be guided by revenue estimates in three areas in which
static estimates are notoriously wrong for reasons that are well-
known. The three areas are: capital gains tax, estate tax, and high
marginal tax rates on second earners. Economics knows perfectly
well that there is a strong taxpayer response in these cases that
is not taken into account in the revenue estimates.

The best example is the 1986 Congressional Budget Office esti-
mates on capital gains that were supposed to be coming in and
never_did. They were twice as high as realizations that have actu-
ally occurred, an error of about $100 billion a year.

And the CBO, in 1993, then reduced its estimates of future in-
come tax revenues by as much as 1 percent of GDP forever, sort
of acknowledging the error. They said that half of that mistake was
capital gains. Well, a half a percent of GDP is $35 billion now, and
more later. That is a pretty big error.

I am not faulting the CBO with a method that is common to all
of the revenue estimating procedures. They all assume that growth
is given, that is to say, no policy has any effect whatsoever on eco-
nomic progress. And they also assume absolutely no tax evasion, no
effort to avoid the tax. Those are not, for this particular tax, rel-
evant assumptions.

There is no more reason to take the 1995 Treasury estimates of
the revenue loss from a lower tax—or from indexing the capital
gains tax—any more seriously than we should have taken the 1986
CBO estimates of the big revenue gains from a higher tax.

The CHAIRMAN. I have got to ask you to wind down, Mr. Reyn-
olds, if you would.

Mr. REYNOLDS. Yes. All right. I am sorry.

Anyway, I believe, in summary, that is time for good policy to
take precedence over bad estimates.

The CHAIRMAN. Lastly, we will have Mr. Michael Schler, who is
a member of the executive committee, and he is former Chair of the
New York State Bar Association Tax Section. And I might say, Mr.
Schler, one of your predecessors that was invited here by Senator
Moynihan in 1985 first introduced us to the problem of passive
losses. We took care of a fair portion of thav in the 1986 Tax Re-
form Bill, thanks to your Tax Section.

d ['Iihe prepared statement of Mr. Reynolds appears in the appen-
ix.
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STATEMENT OF MICHAEL L. SCHLER, MEMBER OF THE EXEC-
UTIVE COMMITTEE, AND FORMER CHAIR OF THE NEW YORK
STATE BAR ASSOCIATION TAX SECTION, NEW YORK, NY

Mr. ScHLER. Thank you very much. My name is Michael Schler.
The New York State Bar Tax gection is (Ldicated to furthering the
public interest in a fair and equitable tax system, and to the devel-
opment of sound tax policy.

We strongly oppose indyexing because it will vastly increase the
complexity of the tax system and will lead to the return of the tax
shelter days of the 1980’s. But, before expanding on these reasons,
I would like to emphasize several points.

First, we are a completely nonpartisan organization. Our strong
opposition to indexing is essentia?ly the unanimous view of all the
members of our executive committee, Republican as well as Demo-
crat.

Second, our strong opposition to indexing is longstanding. We
wrote to Chairman Rostenkowski in 1990 strongly opposing index-
ing and our extensive report from 1990 is included with my state-
ment.

Finally, we do recognize the theoretical correctness of indexing.
If you buy an asset with your own money for $100 and later sell
it for $150 after there has been 50 percent inflation, you have no
real gain and, in a perfect world, you would not have to pay any
tax.

However, I want to emphasize today two very fundamental prac-
tical problems with indexing. These problems, we believe, far out-
weiih any theoretical perfection that might arise from indexing.

The first problem is complexity. The Internal Revenue Code
today is already so complex it is near the breaking point. Much of
the complexity arises from Congress, as well as the regulation writ-
ers, trying to achieve perfection.

We believe that down in the trenches where real people make
honest efforts to comply with the tax laws, indexing will vastly in-
crease the burden and complexity for everyone. This includes indi-
viduals, businesses of all sizes, and the IRS.

Activities that are relatively simple today will involve massive
calculations under indexing: buying and improving a home, buying
and selling stock, or buying an interest in a mutual fund. You
could not invest in a simple dividend reinvestment plan without an
accountant. I do not know what they do in the U.K.

Everyone who collects stamps or baseball cards will be required
to keep permanent records, not only of each purchase price, but
also of the calendar quarter in which each stamp or card was ac-
quired. If you ever want to sell a stamp, you will need to consult
your accountant. And, for most individuals, accountant’s fees are
not even deductible.

If this is not bad enough, a State might choose not to allow in-
dexing for revenue reasons. Everyone in that State would then be
required to keep two sets of books, even for the baseball cards. In-
dividual taxpayers are likely to be dumbfounded at this prospect.
I suppose Congress could require the States to permit indexing, al-
though that would probably be an unfunded mandate.

I could go on, but ¥ want to talk about tax shelters. Every experi-
enced tax lawyer who reads the indexing provisions of H.R. 9 im-
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mediately dreams up half a dozen ways to beat the system and cre-
ate a tax shelter that eliminates tax on unrelated income.

Some of the most obvious opportunities arise from the fact that
assets are indexed, while liabilities are not. Totally artificial tax
deductions can be created with little or no out of pocket investment
by borrowing and using the proceeds to buy indexed assets.

I used the simplest possible example which Mr. Reynolds does
not like because of some of the assumptions, but I will claim that
the same princigle applies to any example that you might choose.

Suppose you borrow $100, buy a share of stock for $100, and
then sell the stock after 2 years for $110 after there has been 10
percent inflation. Also assume the interest rate on the loan is §
gen:fnt a year, or $10 for 2 years, and the stock does not pay divi-

ends.

Then when you cell the stock for $110, Kou have just enough
money to pay off the principal of the loan, which was $100, as well
as 2 years’ worth of interest, which was five dollars a year for 2
years, or $10.

So, you start off borrowing all your money, you buy the stock,
you end up with $110, you pay the principal and interest on the
loan, and that is the end of the deal.

So, you start with no cash investment, you break even, and you
end with no cash. But, when you figure your taxes, your tax basis
in the stock went from $100 to $110 because of inflation, so you
have no taxable gain on the stock, but you still get to deduct $10
of interest on the loan.

So, you end up with a net tax deduction of $10 on an investment
that broke even, and that $10 deduction can be used to completely
shelter unrelated income. Now, that is just a classic tax shelter.
There are many other ways that you could achieve similar results,
but I do not really have time to get into all of them.

Now, we also believe that no matter how much effort is put into
trying to prevent tax shelters from arising as a result of indexing,
the effort is doomed to failure. All it will do is make life more dif-
ficult for the honest taxpayer trying to properly report income and
create more work for lawyers, as well as accountants.

Now, the tax shelter problem is not the fault of the excellent and
dedicated legislative tax staffs. Rather, the problem is inherent in
indexing because of the system where you can sell an asset at a
cash profit and not pay tax on the gain, or sell it at your original
cost and realize a tax loss. '

The problem is similar to the problem of the manager of a com-
puter system trying to keei) out the hackers. You spend a lot of
time and effort and set up all your defenses, but once your defenses
are in place you are essentially a sitting duck while hundreds or
thousands of very smart hackers probe your defenses for weak-
nesses.

Eventually they will find your weak spot and exploit it to the
fullest. The worst thing is, in many cases you will not know your
system is compromise until the revenues mysteriously start de-
clining.

I would like to, very briefly, mention a few other problems with
indexing. If only certain types of assets are indexed—for example,
H.R. 9 limits indexing to stock and tangible assets, but not intangi-
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bles such as patents—then economic inefficiencies are created be-
cause returns on different assets are taxed at different rates.

Also, because indexing under H.R. 9 is based on the number of
calendar quarters you hold an asset, buyers will want to buy assets
before the end of a quarter and sellers will want to sell after the
end of a quarter. What will happen to the stock market at the end
of each quarter?

Finally, suppose indexing is adopted and after a few years most
geople. want to repeal it, for whatever reason. At that point, the tax

asis in all indexed assets has gone up by a few years’ worth of
indexing.

Do you take away that basis? Is that a retroactive tax increase?
Or do you let people keep that basis, which means that 30 years
from now someone selling an asset has to determine whether it
was owned during 1995 and, if so, whether it met the 1995 require-
ments for indexing? This gives a flavor of the problems indexing
will create.

I should also point out that, in testifying before the House Ways
and Means Committee, the AICPA, which represents 300,000 some
odd accountants who will actually be doing the tax returns, op-
posed indexing on the grounds that it will be incomprehensible to
the averaﬁe taxpayer, and they are the people who actually have
to do all the calculations.

So what I really believe is that the tax law will never be perfect,
and the whole Code is a compromise between accuracy and admin-
istrability. We believe that indexing is one situation where all at-
ge{npts at theoretical accuracy should be sacrificed for administra-

ility.

Thank you.

[The prepared statement of Mr. Schler appears in the appendix.]

The CHAIRMAN. Thank you very much.

Mr. Dent, I think I understood all of your words today.

Mr. DENT. Thank you.

The CHAIRMAN. Because my Chief of Staff is a woman who is
English from Blackpool. '

Mr. DENT. Oh, yes.

The CHAIRMAN. And she talks like you. So, when you use an ex-
pression like, “had to be put right later,” I have heard her say the
same thing.

Mr. DENT. Maybe that is because my own grandmother and
mother come from Blackpool.

The CHAIRMAN. Is that right?

Mr. DENT. Yes. Yes.

The CHAIRMAN. Well, give me their names before you are done
and I will see if they know each other.

The one thing that you did not conclude was, what would be your
advice to us? We have not yet indexed the Tax Code. It seems to
me you have made it somewhat simpler in the United Kingdom by
exempting a fair number of items that are not covered at all, and
so for the average person they probably never approach this prob-
lem.

Would your advice be to us to adopt indexing, assuming we can
make it as simple as it can be made, realizing that it can never
be made totally simple, or would you not advise us to do it?

88-896 O - 95 - 2
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Mr. DENT. Well, that is very much a key question. I personally
do not know enough about the U.S. system to advise as to whether
it would easily be capable of being slotted into place on top of the
existing system. )

What I would say is, from the U.K.’s experience of it, particularly
given that we do have a lot of exemptions for individuals, the sys-
tem has worked really quite smoothly. There have been changes
which have caused problems, but they have mainly affected com-
plex shareholdings, which will include mutual funds, I agree, and
also abuse.

But, in general terms, for the majority of transactions, like a
simple purchase and sale of an asset, indexation really has not
been that complex. Indexation tables are even published in the Sat-
urday newspapers, for example. So, it has worked fairly smoothly
in practice.

he CHAIRMAN. A second question. You said one of the reasons
the system has probably not been abused is that you cannot deduct
investment interest expense. You can here. If we do not change
that—and Senator Bradley has posed this question several times—
does it lend itself to abuse?

Mr. DENT. I certainly understand the arithmetic of the arbitrage
opportunities which have been talked about. What 1 would say is,
that these are all based on the assumption that the investment
rises at least as much as inflation. If you have an investment
which rises by less than inflation you run the risk of ending up
with a real loss and no tax deduction to match.

The CHAIRMAN. I heard what you said, but does that answer the
question about the possibility of ahuse, in terms of setting up shel-
ters, if we are going to allow the deduction of interest expense?

Mr. DENT. There would be the possibility of abuse, yes. Yes. I
would have to concede that that is technically possible. Yes. Having
said that, I do not believe that that particular abuse has gone on
on a wide scale in the U.K.

The CHAIRMAN. Mr. Cohen, what do you think?

Mr. CoHEN. Well, I join with my good friend, Mr. Schler, in op-
posing the enactment of indexing, at least as a part of our present
income tax system. I think it would be terribli' complex.

The CHAIRMAN. I want to know what would happen if we index
capital gains but we do not index interest expense. Does it lend it-
self to shelters?

Mr. COHEN. Oh, yes. I think that the indexing proposal is so com-
plicated it is likely to lend itself to abuse that we will not be able
to cope with by changing the statute and by myriads of anti-abuse
regulations. I do not think it makes any difference whether you de-
duct interest, it only affects the magnitude of the problems.

The CHAIRMAN. Mr. Schler, what do you think?

Mr. SCHLER. I would bet that in the UK. the tax lawyers and
investment bankers are not nearly as creative as they are in the
U.S. in finding ways to abuse systems like this, where you can sell
for the same price and get a tax loss, or sell for more and not recog-
nli)ze income. So I would think, yes, there is great opportunity for
abuse.

Senator MOYNIHAN. Mr. Schler, there is no need to insult our
British cousins.
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Mr. SCHLER. It was a compliment.

The CHAIRMAN. I think what he said is they are not as devious
as we are.

Mr. DENT. I think we can be pretty devious, actually.

The CHAIRMAN. Mr. Reynolds, if I understand your testimony
correctly, you are not too much worried about the failure to index
the interest expense because you think the rate will change on debt
to accommodate to that. Do I correctly understand you?

Mr. REYNOLDS. Yes, that is right. If we assume that the interest
rate does not accommodate to inflation—which no economist as-
sumes, but apparently a lot of lawyers do—and if we assume that
the interest rate cannot accommodate to the excessive taxation of
savers, then you get the tax shelter opportunity.

Unfortunately, those two assumptions are empirically and theo-
retically false. I have yet to see an example of this “abuse” that
makes any sense, not even a hypothetical example. That is why I
went through three or four tax arbitrage situations to show that
they do not involve interest abuse of that sort.

The CHAIRMAN. Thank you.

Senator Graham, and then Senator Simpson.

Senator GRAHAM. Thank you, Mr. Chairman.

The Joint Committee on Taxation has estimated the revenue loss
of indexing a basis of certain assets for purposes of determining
gain or loss. It is not clear as to just what assets were considered
in this evaluation, but I assume they were the assets that are in
this proposal.

They estimate the revenue loss at $11.2 billion between 1995 and
2000, and between 1995 and the year 2005 at $45.2 billion. Do
those numbers strike you as being in the range of accuracy?

Mr. SCHLER. Not being an economist, I have no idea.

Senator GRAHAM. Mr. Cohen?

Mr. COHEN. Senator, I am no economist either. I majored in eco-
nomics a long time ago, but they have repealed all the economics
I was taught. [Laughter.]

Mr. COHEN. But I would say it depends on the rate of inflation
in the next 5-10 years, and I do not know what rate of inflation
the Joint Committee revenue estimators assumed. Obviously, the
greater the rate of inflation the more indexing is going to cost in
revenue. The figures seem to me to be low, but that depends upon
whether inflation is high or low.

Senator GRAHAM. There has been a suggestion of an alternative
which has other objectives but would also achieve some of the same
consequences of indexation, and that is to have the rate of capital
gains tax be a function of holding period, that is, you would get a
greater benefit for longevity of holding.

Do you have any comments as to that as an alternative approach
to recognize the likely effect of long holding periods and the infla-
tion associated with those periods of time on taxation of capital as-
sets?

Mr. SCHLER. That would be somewhat simpler, although trying
to keep track of holding periods, depending on how many different
cut-offs you have, may not be that much better than trying to index
which is based on holding periods also.
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Just one thought occurred to me in response to your last question
on the revenue estimates. I do not know how much tax shelter po-
tential the Joint Committee took into account when they did their
estimates. If they did not assume a fair amount of tax shelter activ-
ity I would guess that the revenue loss would be larger.

Senator GRAHAM. Mr. Reynolds, I would be interested in your
comment as to a variation in the rate of taxation based on holding
period as an alternative to indexation.

Mr. REYNOLDS. Yes. Once again, I do not think any economist is
in favor of it, or at least I have never found one. The reason is, we
do not want to lock people inte investments, we want the maximum
mobility and agility of capital we can achieve.

This kind of thing bribes you to hold assets longer. But there is
already a tax advantage to Xeferral; the longer you wait, you enjoy
the time value of money not paid in taxes. There is no particular
reason for enhancing that time advantage of postponing the tax.
There is no reason in economics for giving anycne a tax incentive
to hold an asset one minute longer than he finds optimal.

Senator GRAHAM. Well, this raises issues which are other than
the questions of indexation, but there is a school of thought that
says we should be encouraging people to think about the economic
benefits of investment over a 10- or 20-year period as opposed to
the next 60 days, and that one of the ways ofP etting that kind of
inducement is to have the tax law provide additional benefits for
those elongated holding periods.

Mr. REYNOLDS. I am aware of the argument, but the “patient
capital” argument confuses who happens to own title of a piece of
property with the investment horizon of the investor. To give me
a tax advantage for holding a stock for 5 years is only going to
make me pick the safest stock I can possibly find, because a risky
stock will go up and down over that 5-year hold. I just think it is
fundamentally misconceived, and, again, I think most economists
would agree.

Mr. DENT. If I could comment with a general observation. The
approach which you talked about, Senator Graham, is actually one
which is followed quite a lot on continental Europe where personal
investments tend to be free of all capital gains tax, real estate,
stocks, et cetera, if you hold for a particular time. Clearly, that var-
ies from country to country, but, as a general rule, that is the way
it tends to be done.

Senator GRAHAM. I have suggested that as one alternative means
of achieving the objective of an indexation system, but with pos-
sibly somewhat less complexity.

Are there any other alternatives that you might suggest that
would move towards the goals that are sought to be accomplished,
but in a less administratively complex manner? And my time ex-
pired as I was asking the question, so I will withhold that question
until the next round.

The CHAIRMAN. I might suggest this. We have a vote that is just
about half-way through now. Alan, you are welcome to stay and
ask questions if you want to miss the vote. [Laughter.]

Senator SIMPSON. Well, I can take a few minutes.

The CHAIRMAN. You can take two minutes. And I have asked
Senator Moynihan just to start the committee again when he gets
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back. We will have further questions, so if you would wait while
we vote, we would appreciate it.

It is all yours, Alan.

Senator SIMPSON. Thank you, Mr. Chairman.

A very impressive panel. I have enjoyed hearing your remarks.
This is my initial venture on this committee. I have not served here
before, I had no desire to serve here.

I served on the Bipartisar. Commission on Entitlements and Tax
Reform, and I felt it important to bring whatever we learned there
and what the President did not even use in his budget report, not
one shred thereof, to at least bring it here for the national debate
because of the situation with regard to Social Security, Medicare,
Medicaid, the interest from the national debt, and Federal retire-
ment, which are just eating our lunch. Thus, my presence, because
tax law was not my bag.

Although I think I would have enjoyed being a student with Mr.
Cohen. I think that good humor of his would be a delight because
tax law—the Professor E. George Rudolph, as he taught tax law,
came to me at the end of the semester and he said, I am very dis-
appointed in your work. I thought, uh-oh, here it comes, the big
“F.” [Laughter.]

We were scoring it in those days, “As,” “Bs,” “Cs,” “Ds,” “Es,” and
“F.” So, I was shuddering. He said, I am going to have to give you
a “C.” I said, go ahead. {Laughter.]

I was never more delighted in my whole life in law school. So,
it is obviously complex. All of you have talked about the complexity
of indexing. ;

But my question is, in your opinion, which proposal, if either,
will give us the most bang for our money in terms of increasing the
national savings rate? And we have heard testimony yesterday that
really nothing we would do may increase that.

For increasing the national savings rate, which might be best,
the indexing proposal or a cut in the capital gains tax? Yes?

Mr. REYNOLDS. A cut in the capital gains tax. And also in terms
of revenue effectiveness. Even though I am here defending index-
ing, your question is posed quite specifically. I think that a lower
rate is probably more potent per dollar.

Indexing is particularly beneficial for very long-term assets like
real estate, farmland. But, in terms of most people’s time horizon,
which does not tend to go to 30-40 years, I think you get quite a
big of bang for the buck and little or no revenue loss with my pro-
posal—a 15 percent flat tax on capital gains.

Mr. CoHEN. If this is just a multiple choice with no com-
ments——

Senator SIMPSON. That is right.

Mr. COHEN [continuing]. I would say reduce the capital gains tax,
forget about indexing.

Senator SIMPSON. Do you have a thought on that, Mr. Dent and
Mr. Schler?

Mr. DENT. In the U.K. we have tended to encourage personal in-
vestment by not only granting capital gains tax relief, but also re-
lief on the income from personal investments, but, again, subject to
caps.
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Mr. SCHLER. We take no position on reducing the rate, but I
think if we had to choose between the rate and the indexing we
would certainly pick the rate.

Senator SIMPSON. As you know, the Senate did not adopt the so
called Contract With America proposal. There are many things in
there we are working on and will work on. But the House's version
of that did not seem to benefit the more risk-averse taxpayers,
those who investment in a more risk-averse way, who own invest-
ments such as savings bonds, some of you discussed that, or bank
savings accounts.

While it does benefit the risk-takers who invest in stock and real
estate, should we be ignoring those who are more involved in more
risk-averse activity, and can anything be designed to take care of
that difference? Yes. I have got to scram here in a minute.

Mr. REYNOLDS. Sure. Repeal the 1993 increases in marginal tax
rates—all brackets above 28 or 32 percent.

Senator SIMPSON. Short answer. Just go right on down the table.

Mr. Schler?

Mr. SCHLER. And if you are going to index debt when it is held
as an asset, you are really getting into enormous complexities, be-
cause then you have to index all debt when it is held as a liability.

So, banks would lose part of their interest deduction and corpora-
tions, if they borrow, no matter what they do with the money, they
lose part of their interest deduction. And all lenders, even people
who buy Treasuries, would have less interest income. It becomes
more like a municipal bond. Then you are really substantially
changing the entire tax system if all debt is indexed on both sides.

Senator SIMPSON. I have about seven and a half minutes, so I
must go.

Mr. DENT. We found in the U.K. that it was the indexation of
debt that placed the greatest opportunities for abuse.

Mr. COHEN. The main dilemma, in my way of thinking about it,
is the failure in the current proposals to index debt, either for the
borrower or for the lender. If we do try to index debt, it is unbeliev-
ably complicated. That is why it has not been done in any of the
proposals that are pending before you, and they are defective be-
cause of the failure to index debt to the borrower and the lender.

Senator SIMPSON. I thank you very much. We will have a recess
now until either Senator Moynihan or Senator Packwood return.
Thank you very much.

[Whereupon, at 10:44 a.m., the hearing was recessed.]

[AFTER RECESS—10:45 A.M.]

Senator MOYNIHAN. If it is convenient for our witnesses, I would
like to keep the questioning going until there are other Senators
who might have questions who have returned. We are havinia
vote on a cloture motion, and there will be another 10 minutes be-
fore wg can make sure that everyone has returned who was mean-
ing to do.

would like to ask a question of Mr. Dent, prompted by the_
Chairman’s remarks about our distinguished Chief of Staff. This
has nothing to do with anything we are doing here.

I was in Britain after V%orld War II and the British Labor Party
was immensely impressed by the fact that they had imposed an in-



19

come tax of 19 shillings sixpence on the pound in income, and they
had thought that was a sure route to social equality, but they had
failed to tax capital gains. Is that the case; do you remember the
history of things?

Mr. DENT. That is broadly correct, yes. Capital gains tax was
then introduced in 1965.

Senator MOYNIHAN. Not until 1965.

Mr. DENT. That is correct, yes.

Senator MOYNIHAN. Twenty years after we——

Mr. DENT. That is correct. And there was still a significant dif-
ference between the capital gains tax rate of 30 percent and the
highest rates of tax on investment income which were 98 pence in
the pound at one point, which is about the same as 19 shillings and
sixpence. It was really not until the Conservative government——

enator MOYNIHAN. That was by the time you had a 100-pence
pound.

Mr. DENT. Yes.

Senator MOYNIHAN. Yes.

Mr. DENT. It was really when the Conservative government came
in in the 1980’s that rates started to come down, and we now have
a maximum rate of 40 percent, which is harmonized for capital
gains and income.

Senator MOYNIHAN. It is harmonized.

Mr. DENT. It is now, yes.
hSer})ator MOYNIHAN. Commissioner, did you want to say some-
thing?

Mr. COHEN. It has been my experience, Senator, that through
most of Europe, down at least untir 1965 when there was a change
in the government in London, taxpayers and tax administrators
alike thought that capital gains were capital and not subject to in-
come tax.

Senator MOYNIHAN. That is a nice way to phrase it.

Mr. COHEN. It was simple. They were born to believe that. Then
I think the political atmosphere changed and at the time I was
asked, when Y was practicing law in New York, to go to London and
give two lectures about the capital gains system as it operated in
the United States, because they were looking forward to the intro-
duction of some form of capital gains taxation.

Senator MOYNIHAN. So you are the one who did in the British ar-
istocracy. [Laughter.]

Mr. CoHEN. Well, among those who were in attendance at this
lecture was a person I did not know of at the time, one Margaret
Thatcher.

Senator MOYNIHAN. It was regarded as capital, per se, not in-
come.

Mr. DENT. That is correct, yes. And that is a view which is still
followed, as I mentioned earlier in much of continental Europe,
where only short-term speculative gains are taxable.

Mr. COHEN. I think it was also true in France until some 15-20
years ago when they found that one of the top figures in the French
Government had made a very large amount of money out of a cap-
ital gain which went untaxed.

Mr. REYNOLDS. And even now the French rate is 16 percent at

the top.
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Senator MOYNIHAN. And that was what, Mr. Reynolds?

Mr. REYNOLDS. And even now the French capital gains tax rate
is 16 percent. When they have tried to raise it the Communist
Party of France raised very strenuous objections.

Senator MOYNIHAN. Which was because they had a vested inter-
est in maintaining the class system.

Mr. REYNOLDS. Farmers and small shopkeepers.

Senator MOYNIHAN. Farmers and smaH shopkeepers. That is too
simple. They had a vested interest in the class system.

r. REYNOLDS. And also probably they had a lot of stocks and
bonds, too.

Senator MOYNIHAN. They had a lot of stocks and bonds.

Mr. Schler?

Mr. ScHLER. Yes. I would just point out that the lower the cap-
ital gains rate compared to the ordinary income rate, even aside
from indexing, the more pressure there is on tax shelters and con-
vertting ordinary income into capital gain also, as we know from the
past.

Senator MOYNIHAN. As the work that Donald Shapiro helped us
understand in 1986, your predecessor.

Mr. ScHLER. That is right. That related to the passive loss rules.
The kind of tax shelters we are talking about here really are not
picked up by that because the passive loss rules relate to business
income like leasing and real estate. The kind of tax shelters that
would be created here are more investment income and expense
type tax shelters, which are totally unaffected by the passive loss
rules.

Senator MOYNIHAN. Yes. But that is an interesting thing. It has
always seemed to me that the absence of capital gains, not that I
understood it particularly well—but the British thought that they
would equalize the society by equalizing income, which they, in a
certain senses, had at 19 shiﬁin s sixpence a pound. But the Duke
of Westminster still owned the Mayfair.

Mr. DENT. That is true.

Senator MOYNIHAN. And, in the end, things were not that much
different.

Mr. COHEN. But there are some major differences in the British
system from our own, particularly with respect to capital gains. As
Mr. Dent said earlier, if I understand it, the British exempt the
first $9,000 in American dollars of capital gains. I believe that
when the system was put into effect in the early 1980’s they for-
gave all appreciation in assets that had occurred down till that
time.

Senator MOYNIHAN. Until that point. Yes.

Mr. CoHEN. They adopted what we did in March 1, 1913 when
we instituted the Federal income tax. Everything was revalued as
of March 1, 1913. Well, I am sure that the Congress is not going
to revalue everything and start afresh on January 1, 1995 or 1996
and forgive all the capital gains taxes based on gains that had ac-
crued prior to that date.

Senator MOYNIHAN. That is a fascinating point, but I would beg
you not to be sure of anything this Congress might do.

Mr. COHEN. Senator, I stand corrected.

Senator MOYNIHAN. Thank you, Commissioner.
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Mr. Chairman, I was just mentioning that in 1945 the British
Labor Party came into power and imposed a 19 shillings sixpence
income tax. The highest rate was 19 shillings sixpence on the
pound, but there was no capital gains tax.

So, the Duke of Westminster, poor man, had to watch his fences,
but he still owned the Mayfair. And Mr. Cohen says he was invited
to lecture in London on the capital gains tax. Little did he know,
but a lady in the audience was Margaret Thatcher. It is only ve
recently that Europeans have begun taxing capital gains, and al-
ways with a certain forgiveness to begin with.

ould I just ask, and then I will turn it back over to the Chair-
man, do you notice a change in savings rates that you might at-
tribute to that behavior, that regime?

Mr. DENT. I would not say there has been any direct impact as
a result of the tax hedges you have talked about, but in the last
few {ears the U.K. has made significant efforts to encourage per-
sonal savings through a whole host of different incentive arrange-
ments, many of which do have tax benefits in them.

Senator MOYNIHAN. Secretary Cohen, you are an internationalist
in these regards.

Mr. CoHEN. Well, I am no expert on whether capital gains taxes
cause a reduction in the savings rate. One of the questions asked
earlier was, if we had a choice between indexing or a reduction in
the capital ﬁains rate, which would be better for the economy.

I think that certainly Mr. Schler and I, the two lawyers on the
panel, would unhesitatingly go for the simplified manner of simply
reducing the capital gains tax rate rather than to go into the com-
plexities of indexing.

Senator MOYNIHAN. Thank you very much, sir, Mr. Secretary,
gentlemen. Thank you, Mr. Chairman.

The CHAIRMAN. Professor Cohen, Treasury 1, had indexing in it
for both debt and equity, and then Treasury 2 dropped it. Were you
at all privy to their thinking or what was going on back then?

Mr. CoHEN. I do not know, Senator. This is the dilemma, wheth-
er you should index debt or not index debt. And it affects both the
borrower and the lender. If you do not index debt, you have the
problems that I indicated today.

The borrower is going to get the benefit of his inflation adjust-
ment not only on his own money that he puts out, but the money
he borrowed, although he can pay that money back at maturity
without any inflation adjustment at all.

The person who loses because of inflation is the lender. The lend-
er, under what is currently proposed, is not getting an inflation ad-
justment; his inflation acfirustment redounds to the benefit of the

orrower. I think that is just simply cockeyed. You should not do
this or you will find that people will be back on your doorstep say-
in%, this is just wrong, you have got to change it. '

f you do index the debt, as the Treasury attempted to do in the
Treasury proposal—I mentioned this to my class at Virginia of 100
bright students and they had so many questions about how this
would work, we spent four days on it.

I paced up and down for two afternoons and dictated a 35-page
memorandum of problems with indexing debt and I sent it arouvnd
to a small number of people in and out of government. The Treas-
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ury withdrew the Kroposal to index debt in its final recommenda-
tion, and I do not know whether or not my memorandum had any
effect on it or whether, as I think is more likely, they realized the
problem themselves.

The CHAIRMAN. Mr. Dent, what was it you said is printed in the
papers on Saturday, an index?

r. DENT. Yes. Each month our indexation factor is updated,
whereas the U.S. proposal has a quarterly index. We have a dif-
ferent factor each month and it is published in the Saturday news-
pa'Fers. A lot of individuals readily understand how to do it.

he CHAIRMAN. You can look at it like the lottery numbers.

Mr. DENT. Yes. It is based on the Retail Price Index.

The CHAIRMAN. All right.

Mr. DENT. But the Revenue produce a simple table which just
has the months of acquisition and disposal, so you just look the fac-
tor up rather than have to work it out from the indices themselves.

Mr. COHEN. In my written statement, Mr. Chairman, I suggest
to you that you ask the IRS to give you a mock-up of what the in-
come tax form would look like in the year 2000, and the year 2005,
and so on, if you adopted indexing and if they gave instructions to
the individuals about all the inflation adjustments.

I think you would find that there are so many inflation adjust-
ments that this would be a constantly expanding book. I think you
ought to see yourself what the taxpayers would be confronted with
if they had to live under that system.

The CHAIRMAN. Senator D’Amato, any questions for this panel?

Senator D’AMATO. Mr. Chairman, I have no questions.

The CHAIRMAN. Do you have any more, Pat?

Senator MOYNIHAN. No, sir.

The CHAIRMAN. Gentlemen, I think we are done. Mr. Dent, wh
do you not give me the names of your grandparents and I will
check and see if my chief of staff knows them.

Thank you very much for coming. We appreciate it.

[(Whereupon, at 10:59 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF EDWIN S. COHEN

My name is Edwin S. Cohen. I am Joseph M. Hartfield Professor Emeritus at the
University of Virginia Law School. Last semester I was brought back to teach again
at Virginia, and currently I am a visiting professor at the University of Miami Law
School. I am also Senior Counsel to the law firm of Covington & Burlinﬁ, Washing-
ton, D.C.! From 1969 to 1972 I was Assistant Secretary of the Treasury for Tax Pol-
icy and from 1972 to 1973 Under Secretary of the Treasury.

My concerns about the feasibility of indexing for inflation were kindled when in
late 1984 the Treasury incorporated such a proposal in its tentative tax reform rec-
ommendations to Preaidentrgteggan. Shortly afterwards I mentioned the indexin%
proposal to my class of some 100 students at Virginia, and, as bright student wil
do, they raised so many interesting questions that we spent four classes discussing
it. Subsequently I paced up and down in my office for two afternoons dictating a
long memorandum summarizing unanswered problems about the Treasury’s ten-
tative indexing proposal. I sent the memorandum to several persons in and out of
governmeht. The Treasury on its own recognized there were serious problems and
substantially revised its final recommendations.

Some five years later, when in the Bush administration the treatment of capital
gains again became a prominent issue, the indexing proposal resurfaced. About that
time I was invited to give a luncheon speech to the New York State Bar Association
Section of Taxation. In that speech I noted some of the major problems with ﬁtting
indexing into our income tax system and urged the Section to study the matter an
issue a report. The following year they did so in considerable depth, pointinf out
numerous complexities, inconsistencies and vagueness in the pending indexing legis-
lation and strongly opposing its enactment.

Earlier this year, the New York State Bar Association Section of Taxation, of
which my good friend, Mr. Schler, was the Chairman until his term expired last
month, again opposed the enactment of indexing and renewed its objections. With
the conclusions in those two reports I concur, as ] stated recently in a lecture before
the American College of Tax Counsel in Los Angeles.

The Dilemma About Indexing Debt. 1 think a major quandary with respect to in-
dexing for inflation is whether or not to make an inflation adjustment with respect
to indebtedness, such as savings accounts in banks or money market mutual funds,
U.S. government obligations, and real estate mortgages. Most of the proposals for
indexing would make inflation adjustment to the cost of common stock, real estate
and some other assets, but not to indebtedness. That would mean that a person who
puts her money in U.S. government bonds or in a bank savings account or a money
market mutual fund would get no adjustment for inflation, but her neighbor who
invests in real estate or common stocks would get the inflation adjustment and the
resultant tax saving.

~Inflation affects all of us as it occurs. If we are going to make an adjustment for
the rising cost of meat and potatoes in determining investment {:roﬁts and losses,
we should do so alike for those who hold government bonds, real estate mortgages
or savings accounts as well as for those who own real estate or common stocks. If
this were not done, the holders of %ovemment bonds, mortgages and savings ac-
counts would surely be back on your doorstep clamoring for similar relief.

1To the best of my knowledge and recollection, I have not represented any client regarding
inflation indexing for the past decade.
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Why do most of the proposals ignore fixed investments in U.S. bonds, mortgages

and savings accounts? Simply because, at least to date, no one has been able to
overcome the complexities involved in designing for income tax purposes an accept-
able method of applying inflation adﬁxstment.s to indebtedness.
_ As an illustration, if one owns a U.S. bond or a savings account, an inflation ad-
,{pstment to the cost of the bond would merely produce a loss at its maturity or ear-
ier sale. The proper answer should be an adjustment to the amount of interest in-
come the individual receives during her period of ownership. The difficulty of de-
signing that adjustment was one of the chief reasons for the Treasury's withdrawal
of its proposal a decade ago. And a House committee report in 1989 confessed that
the complexity involved in indexing debt was responsible for confining indexing to
common stocks and real estate.

Investing Borrowed Money. One of the puzzling matters in the indexing proposal
stems from the fact that a {nalf century ago the Supreme Court decided that a per-
son who owns real estate that is encumbered by a mortgage includes in his cost for
the property not only the money he puts up out of his own funds but also the
amount of any mortgage on the property. And this is true even though the owner
of the property has no personal ﬁability to pay off the mortgage debt—a so-called
non-recourse debt that caused so much trouble for the S & L’s.

As a simple illustration, suppose Mr. Green undertakes to buy Greenacres ior
2100.000 and puts up $20,000 in cash. The $80,000 remaining balance of the

100,000 purchase price is financed by a mortgage. For income tax purposes Mr.
Green's cost for Greenacres is $100,000. If inflation for the next five years amounts
to 20 percent, the indexing proposal would increase his cost to $120,000, and he
would %ave no tax to pay 1if Ee then sold Greenacres for $120,000. But look at the
result: after paying of? the $80,000 mortgage, Mr. Green would have $40,000 left
in cash, whicf\ 18 twice the $20,000 he invested—a 100 percent profit but no tax to
pay because of the 20 percent inflation adjustment.

at's wrong with' this result? While inflation is damaging to the owners of prop-
erty, because the price of meat and potatoes has risen, gebtors actually gain from
inflation because they can pay off the debt at maturity with dollars that have less
purchasing power than at the time the money was borrowed. The inflation adjust-
ment for the cost of Greenacres should be offset by Mr. Green's gain from inflation
with respect to his mortgage debt. Mr. Green should have a 20 percent inflation ad-
justment applied only to the excess of the $100,000 cost of Greenacres over the
$80,000 mortgage debt. If this were done, the 20 percent indexing adjustment, a?-
plied only to a net of $20,000, would amount to $4,000, leaving him with a taxab
gain of $16,000.

But if one were to index Mr. Green's mortgage debt as well as his $100,000 cost
for Greenacres, there would be host of other problems. The principal amount of the
mortgage debt might be reduced periodically or even increased before he sold the
property, or might be replaced by other debt. There would be further, seemingly
endless, complex issues in the income tax treatment of the mortgage lender, who
suffered from inflation.

For example, should we somehow reduce the income tax burden of the mortgage
lender when the mortgage is paid off in the year 2000, because the payment is
worth less in view of inflation? Or if Mr. Green paid $6400 annual interest at 8%
on the $80,000 mortgage between 1995 and the year 2000, and inflation amounted
to 4 percent a year, should the mortgage lender have been taxed on only half of the
interest he received because the rest was offset by inflation? And if so, should Mr.
Green’'s income tax deductions for his interest payments of $6400 have been cut in
half? Homeowners with mortgage obligations might well be concerned if their in-
come tax deductions for home mortgage interest payments were reduced because of
indexing for inflation.

Potential Manipulations or “Arbitrage.” The amount of inflation adjustment gen-
erally is said to be measured by the extent of inflation from the start to the close
of what is known as the “holding period” for the asset. Generally under existing law
the length of the holding period is immaterial after it passes one year. But with in-
dexing one would have to know the holding period for as long as ten, twenty or fifty
z‘ears, creating problems that do not now exist. As the Bar Association notes, the

olding period could be easily manipulated by taxpayers and their advisors accord-
ing to the terms of the contract between buyer and seller. In truth, indexing should
be allocated between buyer and seller by asking who is bearing the risk of inflation,
and for what length of time, not by reference to technical provisions of the contract.
But with so man( different types of possible contractual arrangements, it would be
extremely difficult to draw ans administer the appropriate rules as to who is really
bearing the risk of inflation, and how lon% I think you should be aware of the op-
portunities for manipulation, and the likelihood that books would be written about



25

techniques for minimizing taxes by taking advantage of the indexing provisions. The
New York bar report calls attention to a number of those potential issues.

Difficulties of Administration. 1 think indexing under any of the current proposals
of which I am aware would be complicated and costly both for taxpayers and the
IRS. Consider the simple case of a person who buys a small amount of stock in a
listed company and joins one of the popular dividend reinvestment programs offered
by such compeanies in which quarterly dividends are applied four times a year to
purchase for the shareholder additional shares or fractions of shares. After 10 years
the investor sells all the shares owned by her or him in the Company. There will
be 37 different inflation adjustments to be applied to the 37 different purchases to
determine the gain or loss on the sale of all the shares.

I suggest that if you seriously consider the possibility of enactment, you should
ask the IRS to prepare for you mock-ups of federal income tax returns as they would
exist after ten years in the year 2005 and after 20 years in 2015, together with the
instructions to accompany the returns and the data by which taxpayers could ascer-
tain the inflation percentage for each holding period over the intervening gears. I
think you would find it quite complex, and especially so if we indexed debt. Perhaps
the increasing use of computers would in time lessen the difficulties, but for those
who have been unable to master VCR's this might well be a daunting task.

In short, Mr. Chairman, I think that taking inflation into account in calculating
a taxpayer's net taxable income is so fraught with complexities and ramifications
that no feasible plan for doing so has yet bcen developed, if ever it could be done
without major structural revision of our income tax system.



S e

i med

SPEGIAL

Sel torth below are the remarks of Edwin S. Cohen
at a September 23, 19089 luncheon ineeting ol the
New York State Bar Association Section of Taxalion
in Hamulton, Bermuda

Cohen suggests that the indexing provisions ol the
pending capital gaing tax legisiation present practical
prodlems that have not deen sutticiently discussed.
Me provides illustrations of some of these prodblems
and calis on the tax bar to express concern and work
towarg solutions.

Edwin S. Cohen is senior counsel at the lirm of
Covington & Burting, Washington, D.C. He taught tax
law at the University of Virginia law school for many
years and served 88 Assistant Secretary of the Tree-
sury for Tex Policy Irom 1089 to 1972 and ss Under
Secretery of the Tressury from 1972 to 1973.

| am honored to have the opportunity to speak with you
foday on this beautitul isiand. This marks the third time |
have had the pieasure of spesking before you. | am
g::ofui. for even my family protests my speaking a third
On the lirst occasion that | sppeared before you, when
| was at Treasury almost a score of years a8go, | was
cautioned to complete my remarks by & specified time,
but your then-chairman, whose identity ¢ fortunately do
not recall. consumed most of the time aliotted to me by
‘eading verbatim his annual report to the Section. Too
"ttie lime remained for me to put my oot in my moulth.
The second occasion was in 1981 when President
Reagan had just taken office and had named Don Regan,
Previously the head of Mernit Lynch, as Secrelary of the
Treasury. | remembaer noting that Merrill Lynch had been
futunng a TV commercial in which a bull wended his
~3y carelully through a china shop. and | suggested that
he commaercial would stand him in good stead at Trea-
ury Untortunately, commercials have a short life, and
*hen he jater moved 1O the White House, & ot of china
~33 droken.
, Your chairman, Bill Burke. | am happy to say, is &
Ormer student of mine. as was Roger Mentz, one of his
Orececessors. 81l has cautioned me Lo be briel. doubtiess
:'Cluso ne knows thal, despite vahant efforts. | have
Va7 managed to linish a law course. But naither he nor
0ger may be aware that after they graduated | called on
13tudent one day to explain to the class a case that ) had
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THE PENDING PROPOSAL
TO
INDEX CAPITAL GAINS

by Edwin S. Cohen

sssigned for reading, only to have the student reply, “Mr.
Cohen, you may not believe this, but | have {allen further
behind in this course than you have.” | tuily expect that
student to become President of the Uniled States, or at
least chairman of the Section of Taxation.

Now | would like 10 ask you (0 peer with me today into
the muddy waters currently swirling around the capital
gains tax struggle in Congress. | have no crystal ball to
foretell the outcome, but | would like to call to the
sttention of this distinguished group of lawy'ers the se-
rious probieins that | think you would de grappling with it
the pending proposal to index capital assets were to go
into effect.

Indexing would apply generally to sales of
stock in C corporslions, to sales of timber, and
to sales of real property (both land and bulid-
ings) and tangible personal property which are
capital assets or which are property used in a
trade or business.

As you well know, the Ways and Means Commitiss a
week 890 adopted by a narrow margin & compromise
proposal put forward by Congressman Jenkins, of
Georgis, to permit a deduction of 30 percent of net fong-
term capial gains realized between September 14, 1989,
and December 31, 1991, and eliminate the five percent
“bubble™ tax on such gsins, thus ensuring that the nat
effective tax rate on long-term capital gains realized
during that Himited period wouid be no more than 19.6
percent (i.e., 7O percent ot 28 percent).

In addition. starting January 1, 1992, the basis of many
capial assets or property used in a trade Or business.
held for more than one yesr, would be indexed for
inllation occurring atter 1991 in calculating gains, but not
in calculating 1osses on sales.

indexing would be available to ail taxpayers except C
corporations. Thus, it would apply to sales by individuals,
estates and trusts, and also to partnerships and S corpora-
tions 1n determiming gain to be taken nto account by
pariners or S corporation shareholders that are ehigible to
use indexing.

indexing would apply generally to sales of stock in C
corporalions. to sales of imber, and 10 sales of real prop-
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erty (DOIN 1and and Dudings} and lang:bie personal
property which are capital assets or which are property
used inatrade or business ! would NOt apply 10 an tater-
est N 3 partnership or sl1ock «n an S corporatron Nos
would 1t 3pply to debl instruments

Indextng would notl apply 10 assels acquired before
January 1. 1992 a restaiction that would seem unlar to
many. and may lead 10 many transaclions designed lo
achieve a post-1991 acquisition date in order to make an
asset ehigible for indexing. «f the transaction itsell pro-
duces ittie tax There would obviously be a iendency 1n
1991 to defer long-term invesiments until after the end of
the year. while sellers would want 10 complete their sale
belore the close ol 1991, when the lower 19 & percent rate
would expire Midnight on New Year's Eve in 1991 could
be quite evenitut Cinderella would applaud Everyone
would want to make the glass slipper it

I reshze that this 1s a compromise proposal and that ot
may well be changed or eliminated belore the 1989 tax
bill 1s enacted. but | thought it worthwhite to call to your
attention some of the complexities thatl would await us it
the indexing proposal should ever go into effect. | do so
particularly becsuse one possible outcome of the con-
gressional battle is 10 put indexing into effect immed-
istely, as Chairman Rostenkowskl recently proposed,
instead of deferring it unti! 1992, and in any eventonce it
is on the books it may be difficult o remove ot revise it.
Moreover. | do so because ) believe that largely because
of political and tactical concerns the administrative com-
plexities and difficulties involved in the indexing proposal
have not been publicly discussed.

Midnight on New Year's Eve in 1991 could be
quite evenlful. Cinderella would applaud.
Everyone would want to make the gilass siipper
.

Let me say that | much prefer having 8 positive and
optimistic view of the world, and i dislike being critical of
propossls that so many able people have worked to
produce. Indexing has been strongly supported by many
economists and by some lawyers, journalists, and legisia-
tors as & solution to the long-pending capital gains tax
conltroversy. Bul | am concerned that revenue and politi-
cal considerations have produced thus far a proposal that
may be quite complex and at times unfair. | should add
that while | have seen the text of the committes report, |
have not yel seen the bill itself.

Indexing bills that have bean pending in Congress lor
more than a decade have measured the inflstion adjusl-
ment 1o the basis of assels by the rise in the Consumer
Price index between the calendar quarter in which the
assel 18 acquired and the calendar quarter in which it is
sold. The 1984 Treasury indexing proposal, which was
not sent to Congress, would have operated similarly.
Indexing i1n this fashion would mean that aithough there
would be no inflation rehel for assets sold during the lirst
year ol ownership, the inflation adjustment wouid vary
thereafter from quarter to quarter until the assel is sold.
Presumably, the percentage adjusiment would rise regu-
larly as the calendsar quarlers come and @O and as
inflation continues

Under the capilal gains system we have had since 1942,
ali the shares of stock held by a laxpayer tor more than s
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year (8l times ihis peniOod has been s:x months) have been
treated aike Under a reqime ol Quarterly ndeasing
however once the first year of ownership 3 passed lhe
cost of shares bought 1n one calendar quaiter witl be
subject to a dilferent infiation adjustment (rom those
acquired in a diitereni quarter Il quarterly indexing were
1o go into eitect on January 1, 1982 then by 1997 there
would be 20 diiferent inliation adjusiments and by 2002
there wou'ld be 40. mounting by lour each year Each ol
these percentage adjustmenis wouid have 10 be applied
separately to each asset sold. depending upon the caten-
dar quarter in which 1t were bought and the calendar
qQuarter in which il were sold

| am concerned that revenue and politicel
considerations have produced thus fsr a pro-
possl that may be quite complex and at times
unfalr.

As an illustration, this would mean that, unless some
shortcut is devised, & person who participates in 8 quar-
terly dividend reinvestiment plan, maintsined by most
targe corporations, from the beginning of 1992 to the end
of 1997, and then sells all the stock in the company,
would have 20 different inflatian adjustments {10 make 10
the basis of his shares. This number wouid double by
2002 snd quedruple by 2012, a worry, however, that will
not concern my generstion.

It is possible to reduce these numbaers it the indexing
adjustment were made on an annual dasis instead of
quarterly. The new bdill, | understand, calls only for snnual
inflation adjustments. But annual adjusimaents creste
larger and more abrupt steps in the indexing percentages,
making controversies over the date of the beginning of
ond ol the hoiding period more significant when the asset
is eventually sold. And even with annual adjustments, a
person who had participated in g dividend reinvesiment
plan for a decade would have 10 different inflation adjust-
ments to use when he sold out.

Moreover, it  understand the annual method descridbed
in the committee report, it operates on the basis of who'e
years of 365 days. Thus, i one buys stock on June 15,
1992, and salls it on June 14, 1997, he would compare the
C.P.1. for 1992 with that for 1996; bul il he $0id the stock
on June 18, 1997, he would compare the C.P |. for 199!
with that for 1998. The inllation adjustment would dfer
depending upon whether the dste of sale preceded of
followed the anniversary of the date of purchase, even !f
the asset were held 20 or 30 years. A person in aquarieriy
dividend reinvestment plan who sells out on July 1 would
have inflalion adjustments for stock acquired from re-
investing dividends in the first half of each prior year that
would be dilferent (rom the adjustments for dividends
reinvested in the last half of that year

Compuler programs can be developed in tima to handi¢
such complexihies, but calculations by individual tax-
payers are hikely to be dilficult and subject lo errors Indi-
viduals doubliess will expect (hat the inltation adjus!*
ments will be calculated for them by brokerage hrms.
banks. insurance companies. mutual funds, and olhers
who handie their invesiments [(ndeed. «| may be that the
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professionals. including execulors and trustees. who
make monthly, quarterly. of annual reporis [0 investors
would $00n have 10 reflect not only the original cost, dbut
aiso the indexed cost in order that the investor could
judge his tax position if one or more of the investments
were to be sold.

Recordkeeping and ca'culation are not the only prod-
ems. One set of 13sues anises [rom the decision lo permit
ndexing only tor the purpose of compulting gains, dul
oot lor purposes of computing losses. Let me illusirate.

i | invest $10.000 in a stock and hoid it for live years,
during which ime inflation amounts to 30 percent, and
then sell it for $15.000, my original basis of $10.000 will be
ndexed up to $13.000, and my nominal gain of $5,000 will
de reduced to a taxable gain of $2,000.

However, if you invest $10.000 at the same time in lwo
slocks, each tor $5,000. ho!d them for the same lime and
also selt them for a total of $15,000. but on one of your
stocks there is 8 Qain and on the other there is a 1083,
your inllation adjustment witl be limited to $1,500 while
mine will amount to $3.000. This flows from the decision
1o forbid indexing on assets soid at a loss.

The same problem would exist if either you or | buy
dlocks of the same stock at dilferent prices, and when we
tett we (ind that on some blocks there is a gain and on
some there is 8 10ss. Apparently, the indexing adjustment
would apply only to the blocks that produce a gain and
not 10 those that produce &8 1088.

There are other results that cause one to ponder. For
example, let us assume that Mr. A invests $20,000 in cash
to buy Biackacre. on which there is & mortgage for
$80,000. Five years later, when inflation has amounted to
30 percent, he sells Blackacre for $130,009, pays off the
$80.000 mortgage. and has $50,000 ielt in cash. | under-
stand that his original tax basis of $100,000 for Blackscre
would be indexed up 10 $130,000 (the sales price) and he
would have no taxadie gain, although his $20,000 cash
invesiment has grown 10 $50,000, an increase far greater
than inflation.

Rules would be necessary (o ensure that buyer
and seller act consistently in determining when
the seller's hoiding period ends and the buyer’s
begins.

Conltrast Mr. A's case with that of Mr. B, who forms a
high tech corporation by invesling $20.000 to subscribe
lor ail its stock, and the corporation borrows $80,000
trom others. If the corporation is & C corporation. Me. A
would be allowed 1o index only his $20,000 basis lor his
slock and the corporation would not be eligible tor
indexing It would lake a lot of intiation to make Mr B
think that indexing has encouraged him to be an entre-
breneur He might look with envy al Mr. A

Perhaps Mr B would be well advised 10 use subchapter

./ it 13 available to him Then the corporation could
'ndex its index:ble assels il and when they are sold. and
9ass through 1o him the benelt of the intiation adjust-
Ment but he could nolindex his stock Some rules would
de needed when corporations move trom C to S status or
/1Ce versa. or when section IS! translers occur 0N iNcor-
0ration
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And before we leave Mr A and Mr B, lel us not forgel
Mr C. who simply puts his $20.000 1010 8 savings account
for ive years, dunng which ime intation 13 30 percent If
the interast accumulation makes the account grow to
$26.000. he would still be taxed on the $6,000 interest,
though inflation has eaten it up The 1954 Treasury
preliminary proposals for lax relorm included indexing
for interest income and expense. but that suggestion was
never sent to Congress, in part at least because of the
complexilies and problems it would creats. And the
committee report concludes that indexing of debt would
involve 100 many complications.

if one reads the indexing blils that have been
pending In Congress for more than & decade,
one ls bound to nolice the vagueness of some
of the language. . ..

Under our present capilal gains system, the delermina-
tion of the beginning and end of the holding period
generaily bacomes immaterial once it passss one year,
With indexing, the determination of the dates on which
the assel is bought and sold would be material however
long the asset is held dy the taxpayer. Moreover, rules
would be necessary 10 ensure thal buyer and selier act
congistently in determining when the seller's holding
period ends and the buyers begins. This would de
particularly true where there is an instaliment sale, a
condilional contract of sale, or a long-term lease that
may be in substance a sale. Logicaily, the governing
factor should be the time when the risk of inflation passes
from seller to buyer, a moment in time which may be
difficult to fix, and not the time when technically the
hoiding period begins or ends under existing law.

Since corporstions would not be aliowed (o index, but
individuals could do 30, one can envisage problems
stemming from transactions betwaen corporations and
individuals, since the individuals would benelit from
having holding periods begin early and end late, and the
corporations could be expected lo cooperate in structur-
ing the transactions.

1t one reads the indexing bills that have been pending
in Congress lor more than a decade, one 18 bound to
notice the vagueness of some of the language. foilowed
by a direcltive to the Secretary of the Treasury to “pre-
scribe such regulations as may de necessary or appro-
priate to carry out the purposes of this section T Among
the generalized provisions is one which treals as &
separate asset with its own inflation adjustment each
“substantial improvemaent 10 property.” Thus, each "sub-
stantial” improvement to a building or equipment would
have its own indexing starling date and its own inflation
adjustment | am amused about anothes provision n
those prior bills trealing as 3 separate assel with i1s own
inflation adjustment "any other portion of an asset to the
extent that separate lreatment of such portion i3 appro-
priate to carry out the purposes of this sectron ' These
phrases indicate the ditlicutties thatl iawyers 1n govern-
ment and 1n privale practice would lace in interpreling
and applying ndenng

(Conlinued on next page)
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You will pe reieved 10 know 1nat | shail resist the
lemplaton 10 mention other probtems thal are apparent
10 lawyers {rom 2 casual reading of the indexing materals
that nave been released thus far | am sure they have
occuried 10 the government attorneys who have recently
been engaged in the dratling of the current proposat

The diffsiculty 1S that the public debate about the capital
QaINs Provisions nas been carned on ¢ nmarily by econo-
mists. journalisis. and poliicat higures, and the (ndexing
compromise has emerged without full input from the bar
For many years the New York State Bar Associaton has
been in the forelront ol those who have made hetpful ana
meaninglul comments on tax 1egislation and regulations
| am contident you will agarn be feaders in this work it the

29

$100d strongly for simphfication of the tax iaw InGesing
of basis wouid surely move «nthe 0pposite diveclion ang
1 submit that you should express your concern

I am gratelul to you (Or \nviting me 10 be with yo
today Though it has been simosi 3 quarier century since
t tast practiced faw \n New York | am stitl one of you-
dues-paying members and | stilt teach from time to time
in New York as a visitor at Cardo2o Law Schoo! But m,
continuing devotion to New YOrk was never more .n
evidgence than it was Monday night 2 week ago when
was one of the lew vo:ces 1n jam-packed R F K Stadiym
in Washington cheering on the Giants 10 that thrilling
last-second victory. And there | was, screaming 10 those
New York Giants in my best Virginia drawt, “Go. y all"

indexing proposal moves lorward The Association has

_—————

PREPARED STATEMENT OF CHRISTOPHER H. DENT

I am Christopher Dent and I am a British Chartered Accountant. I have been em-
gloyed by Price Waterhouse in London since 1981, and since April 1994. I have

eaded up Price Waterhouse LLP's UK tax group, based in New York. It is a great
honor for me to have been asked to summarize the United Kingdom's experience
with the indexation of capital gains.

This testimony begins with a general summary of capital gains taxation in the
UK, and then moves on to the treatment of indexation. Pthen address two particu-
lar aspects of indexation which I know are of concern in relation to the proposals
for indexation included in HR 9. These are (1) the complexity and administrative
burden attached to indexation, and (2) the opportunities indexation affords for tax
avoidance or “arbitrage,” and in particular the opportunities which may arise if li-
abilities are not indexed.

Throughout the report [ shall make observations on the US proposals, although
these should not be taken as exhaustive, and finally in my conclusion I shall seek
to draw together those aspects of the UK experience which seem to me most worthy
of consideration in relation to the HR 9 proposals. Price Waterhouse, as a firm, has
not taken any position with respect to the indexation proposals.

GENERAL SUMMARY OF UK CAPITAL GAINS TAXATION AND THE INTRODUCTION OF
INDEXATION IN THE UK -

The taxation of gains recorded on the disposal of capital assets was introduced
into the UK, on a comprehensive basis, in 1965. The rate of tax was fixed at 30%
for both individuals and companies, and this remained the case until 1987 (for com-
panies) and 1988 (for individuals) when capital gains tax rates were harmonized
with corporation and income tax rates so that capital gains are taxed as the top slice
of total income.

For individuals Capital Gains Tax has always been, and remains, a separate tax
from income tax, but for companies taxable gains (known as “chargeable gains”) are
now included in the corporation tax assessment. The principles used to determine-
taxable gains are almost identical, and the term Capital Gains Tax (CGT) is often
used, loosely, to include corporation tax on chargeable gains. This convenience will
be followed in this testimony. :

During the period 1965 through to 1988 the 30% CGT rate was usually lower
than the basic rate of individual income tax, and for most of that time it was very
much lower than the progressive rates of tax that applied on higher income levels,
The 30% rate applied to corporate chargeable gains was also less than the normal
rate of corporation tax applied to other profits and income, which for much of the
period was 52%. : )

There was no provision for indexation in the 1965 capital gains tax regime, but
in a crude way the lower CGT rate compensated for the fact that in reality tax was
being charged on inflationary gains. UK inflation was generally high throughout the
later 19608 and 1970s, and reached a level of about 25% in the late 1970s. The Con-
servative Government, elected in 1979, promised indexation in its electoral pledges,
and legislation followed in 1982. There was some opposition to it from the Labour
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party, but it would be true to say that since its introduction it has, amongst the
eneral public, been a relatively uncontroversial feature of the British tax system.

e overall concept is readily understood and regarded as fair in the UK.

It is difficult to say how much indexation costs in overall fiscal terms because,
for a variety of reasons, accurate figures are unavailable. A tentative estimate is
that the 1994 yield from CGT, charged on individuals and trusts but not companies,
would have increased from approximately £1bn (about $1.6bn) to £1.9bn (about
$2.9bn) in the absence of indexation, which has therefore halved, approximately, the
yield from personal CGT. Indexation would also have reduced the amount raised in
corporation tax (£18bn, about $27.6bn, in 1994), but not, it is believed, significantly
inasmuch as the majority of corporation tax liabilities would be based on trading
and investment income.

THE CURRENT SCOPE OF THE TAXATION OF CAPITAL GAINS

Before moving on to a more detailed review of indexation, it is worth pausing for
a moment to summarize the scope of UK taxation on capital gains generally, as this
naturally circumscribes the application of indexation,

The assets covered are virtually identical for both individual and corporate tax-
payers. In the first instance all capital assets (but no liabilities) are included, but
then many are excluded through other provisions.

The most common capital assets on which individual taxpayers pay CGT are cor-
porate stocks, investments in authorized unit trusts and investment companies
(equivalent to mutual funds), foreign currency securities (most UK government and
corporate bonds are excluded for reasons set out later), land and buildings other
than a private home, and works of art or antiques. Any assets in a business con-
ducted on an individual or partnership basis wi(ﬁ also be included, such as business
premises, plant and machinery, and intangibles such as goodwill.

A company will be liable to tax on similar assets, i.e., equity investments in sub-
sidiaries (subject to various reorganization reliefs), other stocks, certain limited
types of Sterling debts, foreign currency debts (althoucgih these will very shortly be
taken out of the scope of the CGT principles and be dealt with under an entirely
separate foreign exchange regime), goodwill, patents and other intangibles, land and
buildings, plant and machinery and certain other miscellaneous capital assets. A
company which is trading in any of these assets, for example a financial institution,
will of course fall within the normal trading regime and not the CGT rules.

As mentioned above, liabilities are wholly outside the scope of CGT and thus
movements are non-taxable or non-deductible. The most common reason for a liabil-
ity to change its Sterling value, however, is if it is denominated in a foreign cur-
rency, and such instruments are shortly to be dealt with under a new set of provi-
sions which will bring movements on foreign currency liabilities into tax for the first
time.

A SUMMARY OF THE INDEXATION ALLOWANCE IN THE UK

An indexation allowance is available on all assets, with very few exceptions, which
fall within the CGT net. The allowance is calculated on an asset by asset basis, b
multileing an indexation (inflation) factor by the base cost of the asset being sol
in much the same way as is proposed in the US. The allowance is then de ucted
from the gross, or unindexed gain, but cannot create a tax loss. (This has not always
been the case; between 1985 and 1994 indexation could create a loss, and the impli-
cations of this are discussed further below.) Any excess allowance over and above
the gross gain is forfeited.

There is no minimum holding period for the allowance to be available (although
the original 1982 legislation included a one-year holding requirement, which was re-
moved in 1985). Consequently the allowance is available even where an asset is only
held for a few weeks. The UK capital gains rules draw no distinction between short-
term and long-term holdings, provided the asset is capital in nature. A person who
frequently deals in a particular type of asset may be held to be trading tor tax pur-
poses, in which case no allowance would apply inasmuch as the profits would be
subject to normal taxation as income.

The allowance is based on the movement of the UK's Retail Price Index (RPI),
equivalent broadly to the US CPI, between the months of acquisition and disposal.
This index is recomputed monthly, and is readily available; additionally, the Inland
Revenue publishes a table each month which shows the indexation factor for the pe-
riod of ownership concerned. In those very rare instances where the RPI falls the
indexation factor is nil, because indexation is not permitted to increase a gross gain.

One particular feature of the UK indexation allowance is the yvag' in which it
deals with assets held on the day indexation was introduced, April 6, 1982 (April
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1 for companies). The UK's initial approach was very similar to that proposed in
the US, namely, indexation of historic cost for post-effective date inflation; gowever.
since 1985, the UK system has allowed a market value election in relation to assets
held in April 1982 for the purposes of calculating indexation. The intention of this
election was to allow all inflationary growth after 1982 to fall out of tax, as the his-
torical cost might be much lower than the 1982 value.

Similarly the UK indexation legislation, when it was introduced, shared with the
US proposals the feature that pre-introduction inflation gains remained taxable. To
a degree this is a policy decision,

From a technical perspective, however, it is more complex to have a system which
combines a market value rule (for indexation) with a historic cost rule for calculat-
ing the gross gain. Furthermore, as the years pass the non-inflation protected part
of a gain, realized several years after the introduction of indexation, can seem
anomalous in its own right. For these reasons the UK changed the CGT system
again in 1988 by rebasing all base costs to the 1982 market value. The harmoni-
zation of base costs and market values for general CGT and indexation purposes
simplified the computational regime considerably, but not as much as if this ap-
proach had been implemented from the outset.

Example 1 in the footnote to this page will illustrate how a system which does
not include a market value provision on introduction only provides partial protection
from inflation.

The dates of acquisition and disposal are the same for indexation purposes as they
are for capital gains purposes generally. The determining factor is the point at
which an unconditional contract is concluded, even if the actual flow of funds is
later (or earlier). The fact that the consideration may be settled in installments is
disregarded. The US proposals are consistent with this approach.

Example 1:
Asset historic cost (1970) 1,000
Asset value (1994) ..o 5,000

Disposal procecds (1998) 8:000
Inflation: 1970-1994 300%; 1994-1998 40%.
Gross gain (8,000-1,000) ..........ccoeiiininnnin e e 7,000
Indexation (1994 to 1998) 40% of 1,000 ............coveiiiiiinnininnie e (400)
Taxable gain 6,600
Gross Gain made up of:
Real Gain:
Pre 1994: 5,000-(1,000 X 400%) .....ccocet oo 1,000
Post 1994 8,000-(5,000 X 140%) ........... e 1,000
2,000
Inflation gain:
Pre 1994: (1,000 X 300F) ..oooiiiiiiiiieiiiieceriie s ssiss e es s et e 3,000
Post 1994: (5,000 X 40%), of which 400 is tax-free ..........ccovevviiniinainieiene 2,000
Total Monetary GRIN ..ot e 7,000

The difference between the taxable gain of 6,600 and the real gain of 2,000 is partly the pre-introduction in-
fationary gain of 3,000, and partly a post-introduction inflation gain of 1,600, which represents the 40% infla-
tion factor applied Lo the difference between the 1994 value and the historic cost (4,000). This 1,600 post-intro-
duction inflation gain remains laxable because the indexation allowance is based on the historic cost, and not
the market value of the asset when indexation is introduced As drafted, the legislation thus would not pro-
vide full protection against inflation after 1994. If the proposal is only intended to provide partial protection,
then its application would depend on how long ago the asset was acquired.

Unlike the U.S. proposal, indexation is in the UK available on options. For gen-
eral CGT purposes the treatment of options is complex, in some circumstances they
are treated together with the property acquired on exercise as a single integrated
asset, but for other purposes they are treated as separate assets. For indexation
purposes, however, the allowance is computed separately on the option consideration
and the exercise consideration. This means that indexation will accrue on the
amount paid for the option from the point at which the option is acquired, and in-
dexation will accrue separately on the amount subsequently paid on exercise, from
the exercise date, so that the entire consideration is fully indexed. This aspect of
the allowance has not given rise to any particular difficulty in the UK.

The above represents only a brief summary of a complex area. Indexation and
capital gains tax generally have undergone frequent and complex legislative revi-
sions in the UK; to give a more comprehensive and detailed history of these is be-
yond the scope of this testimony. Some of the reasons why these revisions were nec-
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essary will, however, emerge in the remainder of this paper. I now go on to describe
the UK experience of the administrative requirements of indexation.

ADMINISTRATION OF INDEXATION

Indexation has not, in itself created any particularly onerous administrative bur-
dens for the majority of UK taxpayers. There are several reasons for this.

Firstly, individual taxpayers are largely unaflected by CGT. This is mainly be-
cause there are a number of exemptions from CGT which eliminate the need for most
individual taxpayers to prepare CGT calculations. These exemptions include:

e a person's principal residence tangible wasting assets (i.e., any non-business
asset which would be expected to have a useful life of 50 years or less). This
will exempt most ordinary possessions.

s private motor vehicles government securities and most corporate bonds

¢ sales of chattels not otherwise excluded, such as works of art, where the pro-
ceeds are £6,000 (about $9,000) or less, with taper relief for higher sums

¢ an annual allowance of £6,000 (about $9,000) per individual for any chargeable
gains not already exempted.

These exemptions simplify considerably the administration of CGT and obviate
the need for detailed indexation calculations for the vast majority of individuals.
Those individuals who do have sufficient assets to inrur capital gains liabilities may
be sufficiently sophisticated to cope with the indexation calculation, which ordinarily
is not a complicated calculation, or will employ professionals to lock after their fi-
nancial affairs. The situation may be more complex in the US as individuals tend
to make more frequent investments in mutual funds, the gains on which would fall
into tax.

The exemptions apply equally to corporate taxpayers, except that the annual
£6,000 allowance is unavailable, and tangible wasting assets, such as plant and ma-
chinery, will not be exempt if they have qualified for tax depreciation. Such assets
do not usually record a gain on disposal. Corporate tax returns are often prepared
by experienced tax accountants and the calculation of indexation relief is not gen-
erally difficult. There are however two particular areas where problems can arise.

SECURITIES

The calculation of cupital gains on securities, including indexation relief, can be
very complex. The problem is mainly in relation to stocks nowadays, as most bonds
have been taken out of the scope of CGT altogether. The difficulty lies in identifying
those stocks being sold where a taxpayer has made a series of acquisitions and part
disposals of a particular security over a number of years, and it is at its most acute
where the holding in the security concerned commenced several years earlier, dur-
ing the evolution of the present CGT system. The complexity of dealing with these
transactions has been exacerbated by the number of changes to the CGT and index-
ation rules over the period 1982 to 1994. It may be useful briefly to review the rea-
sons for those changes.

When first introduced in 1982, the UK indexation legislation provided for a one-
year holding period before indexation accrued. Partly in order to prevent taxpayers
from circumventing this restriction, and partly to minimize the availability of the
relief generally, a new method for identifying the securities to be sold was also in-
troduced. The pooling method used before 1982 was frozen and superseded by a last
in first out (LIFO) method based on individual acquisitions, rather than pools. There
were also complex rules to catch “bed and break('}ast" type transactions, i.e., a sale
{?llso;ved shortly by a repurchase of similar stock (referred to as wash sales in the
These rules proved very difficult for institutional investors with complex holdings,
and in 1983 a system of parallel pooling was introduced.

In 1985 the one-year holding period was removed, which permitted the reintroduc-
tion of pooling. At the same time, it now became possible to use indexation to create
a capital loss, and to make a 1982 market value election for indexation, but not the
gain calculation generally. The specific “bed and breakfast” matching provisions also
changed. Coupled with the transitional 1982 to 1985 system, the new arrangements
were even more complex than before.

In 1988 all CGT calculations were rebased, and it became possible to elect for a
1982 market value for both basic gain calculations as well as indexation. This meant
that all pre-1982 gains, inflationary and real, fell out of the CGT net altogether.
Whilst this should have simplified the position considerably, the cumulative impact
of these changes, and the various elections necessarily involved in making the sys-
tem equitable, rendered the position very complex.
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. At the same time key changes were taking place to other aspects of CGT, includ-
ing the gradual elimination of bonds and debts from the scope of the tax, and var-
ious anti-abuse provisions were introduced.

Since the late 1980s many institutional investors, such as pension funds and in-
surance companies, have had a very serious compliance problem on their hands. The
creation of computer systems to cope with these amendpments, coupled with all the
usual stock reorganizations, rights and bonus issues etc., proved virtually impos-
sible, and there is no doubt that serious administrative burdens were placed on both
taxglayers and the Inland Revenue inspectors responsible for these cases as a result.

The critical questions are to what extent these problems were avoidable and
whether the US could introduce indexation without similar difficulties. I think there
are two points to be made:

1. The UK's problems were exacerbated by the frequency of the changes to the
system, and the fact that certain key decisions were not addressed at the outset.
In particular it is necessary to make long term decisions on such issues as:

e whether there need to be any rules linking acquisitions with near contempora-
neous disposals, such as “"bed and breakfast” (wash sale) rules, or whether the
normal identification rules can prevail;

¢ whether there needs to be a waiting period before indexation accrues. The 1982
LIFO system, withdrawn again in 1955, was primarily necessitated by the need
to prevent avoidance of this waiting period;

» whether indexation can create a loss. This is discussed in more detail below;

¢ whether indexation should be based on market value when it is introduced. The

UK waited three years before introducing this election, which greatly com-
plicated the administration; and

e whether ﬁre-introduction gains should be exempted in any way, either for his-
torical inflation, or by total rehasin% on the effective date of introduction {(as in
the UK). The maintenance of parallel historical and market value records, re-

uired in the UK between 1985 and 1988, was a major complication. Equally
the belated rebasing to 1982 values, which was not effected until 1988, was very
difficult to work with.

The US should address these problems thoroughly at the outset, inasmuch as the
UK experience amply demonstrates that piecemeal changes are unsatisfactory.

2. The US system differs from the UK system in that it is already possible in the
US, to a large extent, to select specified shares to be sold from a particular stock-
holding. The existing long-term gains rules necessitate the maintenance of accurate
base cost records in relation to the accumulation of a specified class of stock. In con-
trast, the UK started from a point where stocks were pooled, but in order to defer
or minimize the benefits of indexation the UK grafted a LIFO system onto the pool-
ing system.

n my view, the US system would lend itself much more to the introduction of
indexation in relation to securities if the option to select the shares to be sold
were continued, as is proposed. In that scenario the system could accommodate
a one-year waiting period, providing there are no new rules to prevent tax-
gayers from selecting stocks for disposal so as to minimize its impact. It might

e possible, even, to introduce a market value election or a complete rebasing,
now or later, provided the fundamental principle that the taxpayer can select
the stock to be sold is retained, thereby avoiding the pooling concept. It is the
pooling concept which was at the heart of the difficulties experienced in the UK.

These difficulties should not, however, be exaggerated; in the UK, they affect a
fairly small number of taxpayers, mainly institutional investors. The majority of
business taxpayers and individuals only old relatively simple shareholdings in the
UK. I do, however, recognize that in the US it is more common for individuals to
make multiple investments in mutual funds and keeping track of these could be
complex, a problem not replicated in the UK because investments in unit trusts
tend not to be made on a periodic basis, and many profits are covered by the annual
exemption.

1982 VALUATIONS

The 1982 market value elections for indexation and, later, gain calculation, are
an obvious administrative difficulty. Such valuations will be needed for many years
to come. They are fairly straightforward for quoted securities, although even then
there are complications where there have been reorganizations. The position is
much more difficult in relation to unquoted securities, intangibles such as goodwill
etc., and to land and buildings, including leases. These valuations are frequently re-

uired, and necessitate professional opinions followed by negotiation with the Inland
a,evenue. The Inland Revenue also employs specialists in this field.
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This is a costly and burdensome administrative task, but one which appears un-
avoidable if full relief from the taxation of inflation gains is to be granted going for-
iwlaé‘d. The alternative is a partial indexation system, as has been proposed in the .

THE ABUSE OF INDEXATION

There is no doubt that well-informed taxga ers will seek to maximize the benefits
from any relief. [ am aware also that the ability to take advantage of so called arbi-
trage opportunities is of major concern in relation to these proposals.

LEVERAGED INVESTMENT AND THE EXCLUSION OF LIABILITIES FROM INDEXATION

In particular I know that some commentators are concerned about investors bor-
rowing so as to leverage up their investments and record tax free gains through in-
dexation as the investments increase in value. Example 2 below illustrates the idea
at its simplest.

The general experience in the UK ig that this type of transaction has not been
particularly common.

Individuals have not tended to enter into such transactions, partly through a nat-
ural disinclination to borrow in order to make speculative investments, and partly
because the UK does not permit an individual to deduct interest charges in re?ation
to private investments in stocks against either the income generated from the stock,
the eventual gain on disposal of the stock or any other income.

This means that in a case such as Example 2, below, where inflation is less than
the cost of borrowing, a tax-free indexation allowance will not compensate for the
absence of interest relief. If the investment fails to increase in value in real terms,
then there is an even larger adverse disparity between the tax result and the com-
mercial result. Consequently, it is only possible to even achieve tax neutrality where
the asset increases with inﬁation. which itself has a rate at least as high as the
interest rate. Since this is rarely certain to happen, indexation has not really been
capable of widespread exploitation.

n the US the position is of course different in so far as it is often possible to de-
duct the interest, which means that even where the indexation relief were to be de-
nied, because it would create a loss, the tax result would be no worse than the com-
mercial result, and where the investment did increase in value then part of the gain
would be tax-free (subject to the “anti-conversion” rules enacted in 1993). This relief
cannot, in a sense, be regarded as compensation for inflation because the reality is
that no net asset existed at the start of the year which could be eroded in real
terms.

Corporate taxpayers in the UK have been in a rather different position, because
they have, in general, been able to deduct interest paid against other income, in-
cluding investment income from the securities acquired. Nevertheless there has not,
in our experience, been widespread tax planning, through searing up, on the back
of indexation. Corporate borrowers are frequently restrained from borrowing due to
commercial pressures, and in general have borrowed to purchase assets reguired in
the business in the long term, and not in order to record speculative profits to be
sheltered by indexation. There are of course exceptions, especially in the financial
services field, and financing products have been devised, to our knowledge, by banks
who seek to utilize indexation themselves. Such strategies are by their very nature
ra{e. aggressive, and complex and run the risk of falling foul of various anti-abuse
rules.

Example 2:

Cost of 8tock INVESEMENE .........ccoeeccrvviiiiiccec s 1,000
BOTTOWINGS ...ccieiviiiiiiiiiiccni ettt sere st nessseseesaesaesrscntones 1,000
INLEIEBL COBL ...oeoiiviiieni e e be e seerssbermrrsserseranns 10%
Dividend yield ......c.ccoiiniiniiiiin et est s snens 5%
INFlALION oo b st et sb e e s 5%
Sale proceeds at end of 0ne YEAr .........coveivieenecieinei e 1,200 1,000
Le88 COBL ...c.ooviiiieeerieieinne ettt et e s sre sh st san s e e benas (1,000) (1,000)
Le88 indexation ........ccceeririiiiieiniiin e o st ent s e esresas (60) nil
Taxable Bain ... e e 150 nil
Deduction for excess of interest over yield ............ccocevvveiviviecereninnnne 50 50
Monetary Result ........coveivceiiniieenc st ssssassesmssssasssnstes +8$150 -$50
Tax Result (US) ..o st ssessesisenessevereesnessssasserssonsseses +$100 —-$50

Tax Result (UK) (interest not deductible) ......cccvvererevvriireiiennens +$200 +$50
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Notwithst_.anding. the above comments, there is clearly some substance in the
g:tl_alm that indexation is capable of exploitation through the failure to index liabil-
itiea.

THE INDEXATION OF DEBT

The UK has never indexed debt liabilities, because they have been outside the
scol&e of CGT, and the implications of this were discussed above.
any types of debt assets were included in the capital gains net, in the past, but
have gradually been removed in the last few years. This has, at least in part, been
due to the exploitation of indexation. Three particular examples of the type of ex-
ploitation concerned are as follows:

1. Once it became possible to use indexation to create a loss, then indexation
could create a capital loss on ordinary loans and deposits, even where there was
no commercial risk. For example, an investment in a Government security or
quoted corporate bond could have created a capital loss, even though the inter
est rate already included an inflation element as well as a reward for the use
of money. Many debt instruments were removed from the CGT net altogrther
at approximately the same time that the rule permitting indexation to create
a capital loss was introduced in 1985, but attempts were still made to obtain
the benefit of indexation losses for those loans not excluded by the new provi-
sions.

2. It also became possible for groups to set up internal financing arrange-
ments with little commercial rationale other than to accrue indexation relief to
create a capital loss or relieve a capital gain. For example, it was poasible to
subscribe for stock in a company and borrow all the funds back, leaving an
empty shell company to clock up indexation on the base cost of the stock ready
to secure a capital loss for later use. Anti-avoidance rules to prevent this typ:
of transaction were introduced in 1988, and this scheme would never have
worked had it not been possible to use indexation to create a loss.

3. It was J)ossible to set up loans where the principal sum was indexed, so
that it would increase over time, and the interest coupon was set at a low level
to compensate. The increase in the principal would be treated as capital and
relieved by indexation. For that reason legislation was introduced in 1988 to
deny indexation on a wide range of linked company equity and debt ﬂnanc'm%,
and in 1989 and 1993 these provisions were bolstered by new rules which
sought to tax the uplift in value as income. Simultaneously these securities
were, in stages, removed from the CGT net, which in itself took them out of
the scope of indexation.

In 1994 the government abolished the availability of indexation to create « ;oss
altogether, commenting that the ability to use indexation to create :: loss still
created major opportunities for abuse and that further specific anti-avoidance
legisliation was no longer feasible.
One conclusion to be drawn from the UK experience is that the indexation of
fixed-interest securities does give far more opportunities for misuse than the index-
ation of stocks and tangible assets.

CONCLUSIONS

On the basis of the above discussion, I would draw the following conclusicns on
the UK experience of indexation and its possible relevance in considerstion of the
HR 9 proposals. My personal observations are not intended to reflect positions of
Price \Baterhouse on these issues.

(1) Although there was some Parliamentary opgosition to indexation when it
was introduced in 1982, it has since been regarded as a relatively noncontrover-
sial aspect of the UK tax system, and is generally regarded as fair in the UK.

(2) Indexation has not caused widespread administrative problems, either for
taxpayers or Inland Revenue officials in the field. This is partly because most
individuals are unaffected by CGT as there are exemptions which cover most
re?ular personal transactions. There are, however, serious difficulties iu cal-
culating capital gains in relation to complex shareholdings.

(3) The system currently proposed for the US has two features which the UK
experience suggests could be concerns. Similar problems arose in the original
U& system, and had to be But right later, at great cost to simplicity. These arc,
firstly, that the historical base cost is used to calculate future infla*ion relief,
which will therefore not fully reflect current values, and, secondly, that pre-in-
troduction inflation gains are not relieved at all. There are no simple solutions
to these issues, but they should be fully debated now as subsequent solutions
were difficult to implement in the UK.
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(4) The UK system of indexation has not been abused on a widespread scale.
Neither individuals nor companies have geared up on any significant scale to
exploit indexation, although this may partly be due to the fact that individuals
cannot deduct investment interest expenses as they can in the US.

(6) Such abuse as has taken place ha# necessitated relatively sophisticated
tax planning, but has almost entirely exploited two particular features of the
UK system which have now been eliminated. First, it used to be possible to use
indexation to create a loss and, secondly, debt assets were previously chargeable
assets within the scope of CGT and, therefore, indexation. The UK government
reacted initially by introducing specific anti-abuse rules restrictin%indexation,
and later by disallowing indexation losses and by taking such debt securities
out of the scope of CGT altogether.

To summarize in a single sentence, indexation has, broadly, been a success in the
UK, but the concept and the UK experience of it would need very careful analysis
before indexation were introduced in the US in order to get it right the first time.
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REAL CAPITAL GAINS TAX RECEIPTS
FELL WHEN TAX RATES ROSE, AND ROSE
WHEN TAX RATES FELL
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Office of Tax Analysis, U.S. Treasury.  Adjusted for inflation by the deflator for
federal purchases. The alternative minimum tax could push the rate to 49% in
1972-76, and the "bubble" could result in a 33% tax in 1988-90. Hudson Institute.
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PREPARED STATEMENT OF ALAN REYNOLDS

The seemingly endless controversy over tlie optimal tax policy concerning capital
gams is rooted in quite different views about the nature of capital gains, the inci-

ence of a capital gains tax, and the impact of this tax on total revenues from all
sources. Is a capital gain really no different from any other sort of income? Does
the tax fall mainly on owners of capital or on labor? Does the capital gains tax raise
any revenue, over time, when the impact on the economy and on other taxes is
taken into account? Whether they realize it or not, practiral men who hold strong
opinions about these topics are embracing economic theories. And theories, unlike
mere opinions, are subject to examination %y the use of logic and evidence.

Proponeats of the recent U.S. convention of imposing high marginal tax rates on
transactions that yield nominal caritai gains claim to believe that capital gains are
no different from any other sort of :ncome and should therefore be taxed the same.
They claim the tax falls on capital, which is mainly owned by people with high in-
comes. And they claim the tax raises significant amounts of revenue. All of these
opinions merit close scrutiny.

The familiar concept of zero-based budgeting can be applied to tax policy as well
as spending programs. Rather than starting with a presumption that every existing
tax is8 the “baseline,” from which only incremental changes can be considered, it
would be more constructive to begin by asking whether we would impose each par-
ticular tax at all, if starting with a blank slate.

Why does the U.S. tax capital gains at all? Many successful economies do not
bother with this nuisance tax (Hong Kong, Singapore, Malaysia, Chile, Germany,
Austria, Netherlands, Peru, Mauritius, Poland, Cyprus, New Zealand, etc.). Indeed,
a few countries that used to impose taxes on capital gains have abolished the tax
in recent years (Argentina, Bolivia, Kenya, Papua New Guinea). Many others now
exempt stockholders from the capital gains tax (Mexico, Italy, Thailand and South
Korea). Most of the remaining countries tax capital gains at a much lower rate than
the U.S. does (Japan, China, France), or exempt a sizable amount of gains annually
(the U.K.) or over a lifetime (Canada). A few index the basis of the tax (Australia,
U.K., India, Malawi). The U.S. is the only significant economy in the world that
taxes single-year capital gains at the same rate as salaries, for most taxpayers,
without even providing any adjustment for inflation. The very few other countries
that have even tried to tax nominal gains at the same rates as income-—notably,
Iran, Congo, Venezuela and Nicaragua—have not experienced enviable economic
performance.[1]

The relatively unique fixation on capital gains taxes in the largest English-speak-
ing countries may be traceable to a pair of U.S. professors who taught in the
twenties and thirties. The conventional rationale for a capital gains tax is still the
ancient Haig (1921) and Simons (1938) definition of income, which arbitrarily
lumped capital gains in with income or consumption. It is easy to test how sincerely
this definition is actuall: believed: Anyone who really believed that capital gains are
no different from other income should be perfectly willing to give up a monthly sat-
arg, and to accept in its place the possibility of an uncertain amount of money (or
a bill for losses) at some unknown future date. (Government economists should not
be excused from this exam).

If unpredictable capital gains were really the same as routine income, then all
capital losses should be fully deductible against income from any source. There may
be sound practical reasons for the asymmetric “heads 1 win, tails you lose” treat-
ment of capital losses. But failure to allow capital losses to be offset against income
nonetheless requires abandoning all pretense that capital gains are the same as in-
come, or that apologists for the capital gains ever had any intention of treating cap-
ital gains the same as other income.

Once we abandon the quaint habit of defining capital gains as no different from
a weekly paycheck, economics offers no other clear justification for taxing capital
gains at all. No economist has ever dared to suggest that a capital gains tax does
no damage to the economy. The most that anyone has claimed is that the damage
may not be so awful. The custom of taxing capital gains is sometimes defended on
“equity” grounds (where equity is defined as preventing American families from be-
coming too wealthy). As we will later show, however, this redistributionist impulse
incorrectly assumes that taxes on capital are not shifted to labor.

The oniy remaining rationale for the capital gains tax is that the IRS wants the
money. But the capital gains tax is an extremely inefficient method of raising reve-
nue. Reporting and monitoring costs are a heavy burden, yet avoidance and evasion
are easy. Since only realized gains are taxed, it is mainly a voluntary tax. We will
later offer several reasons and evidence for doubting that the capital gains tax
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raises any revenue at all, particularly once its harm to savings and capital mobility
are taken into account.

The case against taxing capital gains at all is well understood outside the United
States. Surpose. Mr. Saler spends every dollar he earns, so he is taxed only once.
Ms. Frugal, on the other hand, manages to save a portion of whatever is left of her
income after taxes, so she will be taxed again—on any interest, dividends or rent
that her investment groducea. Income saved and the income from the savings are
both taxed. This double taxation of savings was greatly aggravated by the phase-
out of deductions in 1990 and the more explicit increase in marginal tax rates in
1993, because earnings from savings are marginal income, taxed at the taxpayer’s
highest bracket. A neutral tax system would either exempt all savings from taxation
(as with an IRA) or exempt all income from savings (as with municipal bonds). This
leaves no room for a capital gains tax, for good reason.

Capital gains taxes introduce yet another layer of taxes on saving—triple tax-
ation—which is most apparent in the case of stockholders. Corporations pay a tax
on profits, then double-taxed savers pay another tax on the same profits. This triple
tax occurs whether taxes are paid out as dividends or reinvested in ways that raise
the value of the firm and therefore result in a potentially taxable capital gain (or
estate). The stock price reflects the discounted present value of the company’s ex-
pected future income. Since those earnings will be double-taxed at either or both
the corporate and personal levels in the future, there is no justification for a triple
tax on the appreciation in the stocks’ value. All that such a capital gains tax can
possibly accomplish is to keep the market value of shares lower than otherwise,
raising the cost of equity capital and raising the debt-equity ratio of firms to a pre-
carious level (thus reducing taxable profits in the process).[2]

The 1986 increase in the capital gains tax (which raised the tax rate from 11%
to 28% for many middle-income taxpayers), has greatly reduced federal and state
revenues, fostered a precarious increase in corporate leverage which eroded the cor-

orate tax base, and put {ounger and smaller U.S. firms at a distinct disadvantage
in the global competition for capital.

If the objective of %ood tax policy is to maximize economic growth—and the rising
real incomes and real tax receipts that only economic growth can produce—then the
most efficient tax rate on capital gains is zero. If the objective is to raise the ratio
of capital to labor, and thus raise labor’s share of national income, the most efficient
tax rate on capital gains is also zero. A zero tax on capital gains is the benchmark
by which lesser reforms must be judged. Objections to reducing or indexing the cap-
ital gains tax make little sense when evaluated by the criterion of maximizing eco-
nomic growth and real wages, rather than gy the criterion of defending an unques-
tioned status quo. Any real or imagined difficulties with indexing capital gains for
inflation, for example, would never arise if, as in most successful economies, there
was no U.S. tax on capital gains.

INDEXING

In 1980, Alan Blinder demonstrated that up until that time, “most capital gains
are not gains of real purchasing power, but simply represent maintenance (or rather
partial maintenance) of principal in an inflationary world.”(3] Many savers finally
did experience real gains on stocks and bonds from 1982 to 1992, but also losses
in real estate. Of $8 trillion in unrealized gains at the present time, Polyconomics
Inc. estimates that “only” $1 trillion represents real gains.

The inequity of taxing illusory, inflated gains can be illustrated by considering the
plight of farmers. The average farmer is 63 years old, and the average period of
ownership of farmland is 29 years. Farmers usually have almost all of their wealth
tied up in the farm, and no employer to provide them with pensions. As they reach
retirement, it often becomes necessary to sell all or part ofpthe farm. Because the
basis of real property has not been indexed, however, years of compounded inflation
can easily result in an enormous tax liability on a totally illusory gain. And unlike
the gains on many other assets, such as collectibles, it is nct easy to conceal the
sale of a farm from tax collectors.

In nominal terms, the value of farm land today is nearly five times what it was
thirty years ago, but that is also true of the consumer price index. To round the
figures, for illustration: suppose the Xrice of a farm and the CPI were both exactly
five times what they were in 1966. A farm bought for $200,000 three decades ago
might be sold today for a million dollars. That leaves a taxable gain of $800,000,
and that one-time gain would \But the farmer into the highest tax bracket regardless
of his or her normal income. With a 28% rate on that nominal capital gain, the tax
bill in this example would amount to $224,000, plus state taxes. Yet this farmer has
experienced no real gain at all. Taxing the nominal gain would confiscate large
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share of the principal of the origindl investment. It requires considerable ingenuity
to make excuses for such a blatantly confiscatory tax.

Joseph Minarik once wrote that, “Advocates of a capital gains preference always
say that inflation is a problem bul always decline to accept indexation as a precise
and equitable solution.” In the same essay, however, Mr. Minarik himself declined
to accept indexing as a “precise and equitable solution,” and instead claimed this
equitable solution was, in his view, inequitable:

Indexing capital gains in a world in which interest income and expense is not
indexed would be inequitable between recipients of capital gains and recipients
of interest income . . .[4]

It is true that those who realize that the optimal capital gains tax is zero cannot
be satisfied with indexing alone, but also want the tax rate as close to zero as is
politically possible. It is an pedagogical fable that capital gains tax rates have been
much lower than income tax rates for all but a few of the last 74 years only as a
crude adjustment for inflation. Congress had other good reasons for keeping the cap-
ital gains tax down, as do all successful foreign economies.

Intlation does present major problems for a non-zero capital gains tax, but infla-
tion is only one problem among many. Assistant Treasury Secretary Samuels says
the best solution to the taxation of unreal gains is to keep inflation down. That is
not a satisfactory solution, because there is no way that investors can be sure that
high inflation will not come back. The cumulative effect of inflation as low as 3-
4% a year will greatly erode an asset’s real value over a decade or two. The best
solution to this problem, and others, is to abolish the capital gains tax. Indexing is
second-best. Boasting about last year’s low inflation is no help at all—it tells us
nothing about inflation next year, much less over decades.

The high tax rate on capital gains presents different problems, regardless of infla-
tion. The tax discourages savings, particularly in the form of equity investments in
emerging enterprises that are not yet able to pay regular dividends (such as growth
stocks and venture capital). The tax on exchanging titles to property also reduces
the liquidity and mobility of assets subject to this tax, discouraging the timely and
efficient reallocation of cafital to its most efficient managers and uses. Indexing
alone, essential as it is, will not fix these problems.

Minarik wrote that indexing the basis of capital %ains would be “inequitable be-
tween recipients of capital gains and recipients of interest income.” If inflation
pushed interest rates up, those receivin% income in this form would supposedly have
to an taxes on income that is not “real,” while those receiving gains would appear
to be treated more fairly. Minarik implies that it would be fairer to be equally un-
fair to both types of investors. That 18 a questionable ethical philosophy, but also
careless economics.

Arbitrage ensures that there can be no “inequity” of this sort. Before-tax returns
would adjust to equalize expected after-tax returns. This is why all varieties of cap-
ital are hurt by any sort of tax on capital (e.g., property taxes also reduce returns
to stockholders), and that is why all savers and investors will benefit from a lower,
indexed capital gains tax, whether they hold appreciating assets or not.[5]

It is illuminating to contrast Minarik's concern about the alleged inequity of fail-
ure to index interest income with Mr. Samuels’ concern about alleged revenue losses
from failing to index interest expenses. A plausible case can be made for not taxing
interest income and also not allowing interest deductions, or for adjusting both for
inflation.[6) Yet Mr. Samuels does not advocate such a change, which leaves the im-
pression that this is merely a flimsy debating tactic.

Minarik tries to focus our attention only on the lender; Samuels on the borrower,
yet it is the interaction between lenders and borrowers that ensures that the imagi-
nary difficulties they concoct (inequity in Minarik’s example, revenue loss in Sam-
uels’) could never actually exist.

Mr. Samuels recently offered the following illustration in testimony to the House
Ways and Means Committee:

Assume that a taxpayer purchases undeveloped land for $100,000, giving a
$20,000 cash down payment and borrowing $80,000. If the land were sold sev-
eral years later for $130,000, with the $30,000 representing an inflationary in-
crease in the value of the property, the taxgayer could repay the $80,000 mort-
ggged?nd retain $50,000 in cash without being subject to taxation [emphasis
added|.

Note that the $30,000 gain in this example ‘{rmt‘a"gain at all. In constant dol-
lars, the rglpertfy is worth no more at the time of sale than it was when originally
purchasecf. he fact that the government collects no revenue on nominal gains that
merely keep pace with inflation is not a flaw of indexing—it is the reason for index-
ing. No “tax arbitrage” is possible unless the after-tax real return exceeds the after-
tax real cost of borrowing.[7] Yet in Mr. Samuels example, the real capital ain is
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zero, before and after taxes. The mortgage interest expense, on the other hand, is
well above zero. In periods of inflation, the Fed usually pushes “real” rates quite
high, and deductibility merely lessens the cost a bit. Interest - deductible because
it really is a cost borrowers, not income.

Deductibility of (nominal) interest certainly does not deprive the government of
revenue, a8 Mr. Samuels implies, because that interest is received by a lender who
has to.gay taxes on the interest income. Mr. Samuels’ concern about revenue losses
ostensibly arising from failure to index interest costs arises from not looking at both
sides of the transaction. For every borrower there is a lender. If the borrower has
a larger interest deduction because inflation pushes interest rates up, then the lend-
er likewise has a larger taxable income for tﬁe same reason. The borrower does not
really gain from the fact that higher interest rates bring larger deductions, because
interest rates rise to adjust for taxes just as they rise to adjust for inflation. If lend-
ing does not pay a competitive return, after taxes, then prospective borrowers bid
the interest rates up until it does. The yield on taxable bonds and mortgages con-
tains a “tax premium” as well as an “inflation premium.” There is no “inequity”
from failing to indexing interest income (as Minarik suggests), and no revenue loss
from failing to index interest deductions (as Samuels suggests).

In a more recent essay, Minarik explained, quite correctly, that, “the markets can
offer higher interest rates to compensate lengers (and penalize borrowers) for the
inexact laxation of the interest income (and deductions of business interest ex-
pense)."|8] If the combination of inflation and nonindexation of interest really gave
an advantage to borrowers and penalized lenders, then borrowers would be cager
to borrow and lenders reluctant to lend. Interest rates are then bid up to the point
where there is no advantage to borrowers. Markets are quite capable of adjusting
interest rates to compensate for both inflation and taxes. Because that happens,
most hypothetical tax arbitrage possibilities (such as deducting interest expenses on
money used to buy tax-free bonds) turn out to be unprofitable in the real world (e.g.,
using actual interest rates rather than those used in hypothetical examples).

A more serious revenue threat is that inflation provides many opportunities to
evade the capital gains tax by investing in tangible assets and collectibles that are
expected to appreciate at a rate that exceeds the interest rate. In the late seventies,
oriental ruﬁs and vases, stamps, coins, art, jewelry, antique furniture and cars were
being bought and sold with untaxed capital gains. Without a tax agent for every tax-
payer, the IRS could not possibly capture a tax on such transactions, many of which
took place in flea markets and garage sales.

Far from being “too generous,” as Mr. Samuels suggests, the proposed indexing
plan is not generous enough. Only the original basis is to be indexed; retained earn-
ings during the period between the asset’s purchase and sale should also be ad-
justed for inflation.[9) In Mexico, for example, “historical costs may be increased by
factors . . . to adjust them for inflation and, in the case of shares of capital stocks,
also by amounts intended to partially cover net retained earnings [emphasis
added]"(10] By not incorporating even such a rough adjustment in the U.S., index-
ing only the original basis of assets is only a partial solution. It would, however,
be a major improvement.

TAX ARBITRAGE: ANOTHER (GOOI REASON FOR LOW TAX RATES

Inflation aside, most possibilities of “tax arbitrage” would become less attractive,
not more attractive, with the lowest possible tax on real capital gains. The clearest
illustration of tax arbitrage is for a taxpayer in a high tax bracket to borrow money,
deduct the interest cost, and use the money to buy tax-free municipal bonds. This
has nothing to do with the tax treatment of transfers of property. Indeed, a lower
capital gains tax would make this arbitrage scheme less attractive, by making cap-
ital appreciation more attractive (e.g., a lower capital gains tax would make growth
stocks relatlively more attractive than tax-free bonds, which are mainly held for in-
come).

Another commonly cited example of tax arbitrage does involve capital gains, but
has nothing to do with whether interest expense and/or capital gains are indexed
for inflation. “An investor can take long and short positions in similar assets,” notes
Auerbach, “and realize immediately whichever investment goes down in value.”[11)
Investors, unlike academics, rarely go to such trouble just to discover investments
that will go down in value. But note that this scheme too has nothing to do with
wh?‘therhintereat or gains are indexed. It would work just as well (or just as poorly)
with cash.

The only significant form of tax arbitrage in which interest deductions and capital
gains are involved is the mortgage on taxpayer's primary residences. That is be-
cause mortgages, unlike other loans, often carry fixed long-term interest rates that
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may later turn out to have been too low to compensate lenders for inflation and
taxes. Also, the capital gain resulting from inflating housing prices can be rolled
over into another home, with a $125,000 exemption at age 65, which is quite unlike
the tax treatment of any other asset. A lower tax on capital gains for other assets
would reduce the arbitrage involved in leveraged home guying. The relatively sen-
sible taxation of capital gains on homes would no longer appear so advantageous
when compared with investments in U.S. businesses and farms if sales of the latter
asgets were not so severely punished by the capital gains tax.

The incentive to engage in tax arbitrage would be diminished, not increased, by
reducing and indexing capital gains on assets which (unlike homes and municipal
bonds) do not currently escape the onerous capital gains tax.

Accountants' concerns about tax arbitrage certainly do not justify the status quo
for tax policy. On the contrary, opportunities for tax arbitrage enhance the case for
“dynamic” revenue estimates, and lend support to much lower marginal tax rates,
particularly on globally mobile capital. As Eugene Steuerle points out, “it does not
cost much to reduce statutory tax rates on income that, for the most part, is not
recognized in the first place."|12] Indeed, a study by two of the toughest critics of
tax arbitrage, Roger Gordon and Joel Slemrod, came to the rather startling conclu-
sion that “abandoning entirely any attempt to tax capital income while leaving the
tax law otherwise unchanged would have resulted in a slight rise in government
revenue.”[13] That is, the Gordon-Slemrod study estimated that a zero tax rate on
caYiml gains, dividends, interest income, corporate profits and estates would prob-
ably not cost the Treasury a single dollar.

CONVERTING INCOME INTO CAPITAL GAINS?

Another common objection to reducing the capital gains tax rate is that it would
supposedly encourage taxpayers to “convert ordinary income into capital gains.”
This conjures up visions of eoBIe somehow moving their incomes off the W2 and
1099 forms and onto Schedule D. That is easier said than done. Complex and rare
abuses of the past, involving such devices as commodity straddles, were tightly
curbed by the 1981 and 1986 tax laws. Those who still talk about converting income
into capital gains are usually and understandably vague. Yet Eric Toder, a former
economist with the Treasury and CBO, once offered the following examples:

Corporations may reduce taxable dividends and increase retentions; high brack-
et individuals may increase the shares of their portfolios held in growth stocks
relative to dividend-paying stocks and bonds. . . .[14]}

What is notably missing from Toder's story is debt. The current tax system en-
courages corporations to convert what would otherwise be capital gains into in-
come—interest payments to banks and bondholders. Financing plant and equipment
with debt results in deductible interest expenses, while financing investment with
equity results in both the company and its shareholders paying taxes twice. A pro-

hetic 1987 study by Randall Pozdena of the San Francisco Fed thus came to the
ollowing conclusion:
An increase in the corporate marginal tax rate or the tax on capital gains in-
crease the use of debt generally and low-grade (risky or “junk”) debt specifically
{emphasis added].|15]

The otherwise admirable 1986 tax reform increased effective tax rates on cor-
porate profits and capital faina (and real estate), and thus provided a powerful in-
centive for companies to add to debt and retire equitg (leveraged buyouts, going pri-
vate, stock buybacks, ete.). This incentive to become highly leveraged is a major rea-
son why receipts from the supposedly increased taxes on corporate profits came in
far below static estimates (as did receipts from the increased capital gains tax).[16}
This was quite predictable, but static revenue estimates do not incorporate even the
most obvious reactions to higher tax rates.

Receipts from-the greatly reduced personal tax rates on “the rich,” on the other
hand, soared far above the initial estimate. A larger percentaﬁe of families reported
higher incomes because of more incentive to work (spouses of high-income taxpayers
joined the work force in record numbers until 1980), more incentive to take a large
share of income in cash rather than perks and leisure, and less incentive to engage
in tax avoidance, arbitrage and evasion.[17] The share of income tax paid by the
most affluent 1% of taxpayers jumped from 17.9% in 1981 to 27.6% in 1988. This
was a_major source of the dramatic increase in real federal tax receipts, which
jumped by an unusually large 26%—from $728.1 billion in 1980 to $916.2 billion in
1989, in constant 1987 dollars.[18) If the capital gains tax had not been increased
after 1986, however, the dramatic surge in revenues after 1986 would have been
even more impressive.
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The distinction between how stockholders are rewarded for putting their capital
at risk is trivial, compared with the tax bias against equity in general and in favor
of debt. Raising the tax on capital gains and lowering it on dividends from 1987 to
1992 did not make dividends increase significantly. The wider gap between taxes
on dividends and capital ﬁaina in 1993-94 also did not have much visible impact on
payouts. Investors probab ‘)(r just bid-up the relative prices of dividend-paying blue -
chip stocks relative to stocks of newer firms that cannot possibly pay dividends, re-

ardless of the tax code. But the high tax on capital gains after 1986 did make a
ot of equity disappear, as public companies were taken private by issuing “junk
bonds” and/or borrowing from banks.

Toder's story is backwards. It is not that a lower capital gains tax would unduly
favor corporate savings (retained earnings), nor that it would bias investors toward
stocks in young “gazelles” rather than stodgy blue chip companies. In reality, the
existing capital gains tax artificially discourages corporate savings, and discourages
taxable investors from providing venture capital or buying shares in promising
young companies. A tax climate more favorable to “growth stocks relative to divi-
dend-paying stocks and bonds” would be extremely beneficial to entrepreneurial ex-
pansion.

Toder's last example of converting income into cagital gains is that “individuals
may increase the rate of turnover of buildings, thereby producing more capital gain
income for sellers, but more ordinary income deductions (for depreciation? for buy-
ers.” Prior to 1986, frequent turnover of buildings was due to accelerated deprecia-
tion that assumed more inflation than there was, which ended up being more gener-
ous than neutral cost recovery or expenains. However, depreciation periods for
buildings were greatly lengthened in 1986 and again in 1993. The capital gains tax
by itself, even at a zero rate, does not provide any incentive to exchange buildings
more frequently. Selling buildings every year certainly does not assure anyone,
much less everyone, of real capital gains. It is not that easy to become wealthy.

LIFETIME INCIDENCE AND INCOME DISTRIBUTION

In 1939, Nobel Laureate John Hicks once wrote that “if measures making for effi-
ciency are to have a fair chance, it is extremely desirable that they should be freed
from distributive complications as much as possible.”(19] In the debates over capital
gains taxation, distributive complications have received almost all the attention, and
economic efficiency practically none.[20)

Past efforts to reduce and/)t;r index the capital gains tax have been hampered by
the belief that most of the benefits from such a change would accrue to those in,
say, the top 1% or 5% of the income distribution. This 18 good arithmetic but incom-
petent economics. There are two errors involved. The first is that the incidence of
any tax should at least be examined over lifetimes, not individual f'ears. Young peo-

. ple usually have low incomes and no net worth. Middle-aged people have higher in-
comes, and have at least begun to accumulate assets for retirement. If we look only
at one year, it looks as though reducing any tax on savings must benefit only “the
rich,” meaning those who are at the peak of their age-earnings profile. But young
people too get older, and they will have higher incomes and assets when they do.

It must be true by definition that large capital gains in any one year are realized
by people with high incomes, since the gains are counted as income. That makes
it quite impossible to realize a $200,000 gain without also having at least a
$200,000 income. Some have argued that such bunching of one-time gains into sin-

le years (e.g., selling a farm or small business) is not a serious problem. Business

eek reported that concern about bunching was “blown apart” by Joel Slemrod’s re-
search, showing that “from 1981 through 1984. . . more than half of all capital gains
were claimed by investors who took profits in each of the four years.”[21] Straw men
are easy to blow apart. Nobody ever claimed that those with big gains in one year
typically had no gains at all in other years. Anyone with any investments could
hardly avoid having some gains from 1982 to 1984, because prices of stocks and real
estate were soaring. What Business Week neglected to mention was that Slemrod
found that the share of gains received by those with incomes above $200,000 (in-
cluding gains) fell from 39.6% to 22% when looked at over those four years, rather
than just a single year.[22] This relates to the earlier discussion about “lifetime” in-
cidence, though four years is still very far from a lifetime. The more years that are
included, the smaller the share of gains going to “the rich.”

Don Fullerton and Diane Lim Rogers find that “if we label the bottom 30 gercent
of the rpopulation the "poor’ and the top 30 percent the 'rich’ we find that 13.8 per-
cent of the annually poor are lifetime rich.” They also found that “owners of capital
are not just 'the rich’ but are people whose earnings peak relatively early and who
must therefore save more . . . The lowest income groups and the highest income
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groups have earlier peaks, sauiﬁg more during life, and bear more of the burden of
capital taxation [emphasis added]."23]

he second misunderstanding about incidence—who really pays the capital gains
tax—is far more important, and surprisingly misunderstooj. ‘I’n an essay on estate
taxes, Joseph Stiglitz once explained how taxes on capital accumulation (which cer-
tainly includes the capital gains tax) must ultimately be shifted to labor, through
lower productivity and real wages:

The reductions in savings and capital accumulation will, in the long run, lead

to a lower capital-labor ratio; and the lower capital-labor ratio will . . . lead to

an increase in the share of capital. Since income from capital is more unequally

distributed than is labor income, the increase in the proportion of income accru-

ing to capital may increase the total inequality of income.[24)

Because the return on capital invested in the U.S. has to be globally competitive,
taxes that make capital artificially scarce must increase the before-tax return to
capital to compensate for the taxes, yet labor nonetheless ends up with less capital
lower productivity and lower real wages. “The pre-tax return to capital rises and
the wage falls."[26] With the increasinF integration of global capital markets, this
adjustment happens much more quickly than it did in the past. Two economists
from the Canadian Tax Foundation recently observed that “with capital mobile, the
before-tax rate of return to capital will simply have to rise to compensate for the
tax, lowering the amount of capital accumulation in the economy and placing the
burden of the tax on the immobile sources of income like labor. . . “[26])

The capital gains tax does not hurt those who already own capital, but entre-
preneurs and emerging en&e?rises that are attempting to acquire capitai. and work-
ers who depend on more and better capital to enhance their productivity. The cap-
ital gains tax, like the estate tax, is a “soak the poor” tax in disguise.

Any country that attempts to tax caEital more harshly than others will not be
able to attract foreign capital, and is likely to be plagued by “capital flight” by its
own taxpayers. Given the huge size of the U.S. current account deficit, this could
easily result in a “hard landing”-—a falling dollar and rising interest rates. Indeed,
g:\;is has been happening to a considerable extent ever since the passage of OBRA

“TARGETED" CENTRAL PLANNING, WINDFALLS, AND SIMPLICITY

Assistant Secretary Samuels says “additional incentives for new investment. . .
[should] be targeted and consistent with the tax policy grinciples of fairness, effi-
ciency and simplicity.” The main purpose of reducing and indexing the tax on cap-
ital gains is not to create “incentives for new investment,” but to remove disincen-
tives to saving, risk and the transfer of assets. This is why comparisons between
capital gains tax relief and an investment tax credit, made {y Minarik and others,
are completely misconceived. The widening gap between investment and savings is
the current account deficit. Given the huge size of that gap ($140 billion) it would
be foolhardy to offer revenue-losing tax credits in order to whip-up additional busi-
ness demand for financing of new equipment—at a time when U.S. capital goods
industries are already operating near peak capacity—while forgoing revenue-en-
hancing reform of the capital gains tax which would make it feasible to finance such
investment with new equity, rather than relying on a precarious inflow of (mostly
official) foreign capital.

OBRA 93 provided relief from capital gains taxes for investors making large in-
vestments in very small firms in certain highly restricted industries (e.g., not serv-
ices), if those investments are locked-in for at least five years. Economics can offer
no justification for any of this central planning. The notion that capital gains tax
rates should be lower the longer that assets are held is particularly indefensible.
Deferral of taxation already reduces effective tax rates the longer an asset is held.
There is absolutely no reason why investors should be bribed to hold securities one
minute longer than they otherwise would. The fallacy of “patient capital” arises
from confusing the availability and cost of eguity capital with the name of the per-
son who happens to hold title to the shares. Enticing people to hold shares for many
years does not improve the value of those shares and, if anything, favors safer in-
vestments over risk. Providing a lower tax rate to immobilize the owneratnp_of cap-
ital simply makes shares of the supposedly “targeted” companies less liquid, and
less attractive on secondary markets (where capital gains, if any, will be deter-
mined). If Congress did nothing else about capital gains taxation, it would be a
meaningful improvement to repeal the “targeted” capital gains provisions enacted
in 1993, which can only misallocate scarce capital. L

Mr. Samuels worries about providing “a windfall benefit to exnstmﬁ investments.”
There was no comparable concern about inflicting windfall losses when the capital
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gains tax was increased. When it comes to indexina; the concept of “windfall” is
quite inappropriate, if not offensive. There is no way that those making investments
in the past could have anticipated the amount or timing of inflation. In many cases,
the waves of inflation inflicted real losses (e.g., to holders of stocks and bonds),
which may nonetheless result in taxable “gains” if the assets are sold. Indexing the
basis of capital gains surely passes any normal citizen’s concept of “fairness,” even
if Treasury experts somehow regard it as some sort of “windfall.”

Perhaps because of concerns about “windfalls” (as well as undue respect for static
revenue estimates), the House Republican contract only proposes prospective index-
ing for future inflation. This is unfortunate, because failure to adjust for past infla-
tion would limit the potential benefits to the economy and to Treasury revenues
from ending the lock-in effect (though lower tax rates would unlock many of these
unrealized gains). Retrospective indexing might cause a one-time bunching of gains
{and huge revenues) in the early years—particularly if taxpayers were not convinced
that this provision would be permanent. This is not a bad thing, from the govern-
ment's point of view, because of the time value of money—each additional billion
received in 1996 means less debt to service ten years later.

It is not correct to assume (as Treasury revenue estimates appear to) that the
Fains unlocked as a result of indexing for past inflation would otherwise be realized
ater without indexing, thus resulting in larger future revenues. If nominal capital
gains from the inflationary seventies remain subject to confiscatory taxation, if real-
1zed, trillions of dollars of such phony gains will never be realized at all. “More than
half of all cagital gains are never taxed. Either they are held until the owner dies,
after which they are exempt from tax to subsequent owners. Or they accrue to tax-
exempt U.S. entities, such as gension funds [and tax-exempt institutions), or to for-
eign owners not subject to U.S. tax.”[27]) The tax on many other gains are simpl
evaded, which not difficult to do with collectibles and sma{l real estate holdings. It
is no solution to repeal the step-up provision at death, because that would aggravate
powerful incentives to engage in “estate planning” that already greatly reduce reve-
nues from the individual income tax (due to gif’ts and donations).

Mr. Samuels feigns sympathy for the added taxpayer “?aperwork burden that
might result from adjusting capital gains for inflation. We should not, he says,
“start requiring people to keep new detailed records.” This is an empty argument
against indexing. Nobody is proposing that indexing must be mandato:iy. If tax-
Fayers refer the “simplicity” of paying taxes on nomtnal gains, they would be quite
ree to keep doing that.

A FLAT TAX ON GAINS WOULD BE MORE COST-EFFECTIVE

With OBRA 93, the federal system of earned income tax credits, phased-out de-
ductions, and rising marginal tax rates became as steeply graduated as it was back
in 1977, according to the CBO. Aside from discouraging labor force participation and
saving at a time when both are quite weak, steeply graduated tax rates inevitably
require cumbersome piecemeal reforms, such as two-earner tax credits and income
tlzgggalgzig'g. Tax rates of 36% and higher should be repealed, effective January

Until the 1993 tax rate increases are rolled back, the proposed exclusion of 50%
of the gain means the tax rate on capital gains also becomes steeply graduated, ris-
ing from 7.5% to 19.8%. There is no coherent argument for applying a system of
graduated tax rates to capital gains, and there are some very good reasons to switch
to a simple flat rate.

Many of those currently subject to income tax brackets of 36% or more have high-
ly variable incomes from year to year. Top-bracket taxpayers include many small
businesses, investors, salesmen, farmers, and self-employed professionals whose in-
come falls in the higher brackets in some years, lower brackets in others. High-
bracket taxpayers and their spouses have considerable discretion about when to
work and when to get paid, and can thus shift income from one year to the next.
The experience of December 1992, when reported income soared in anticipation of
the 1998 tax increase, is persuasive proof.

Because an exclusion applies graduated tax rates to capital gains, it provides a
perverse incentive to realize net gains during years in which taxable income is low,
and shift losses and other deductions into years in which income is high. Minarik's
study of bunching “suggests that some taxpayers . . . may time their gains to coin-
cide with years in which their ordinary income is below average and their deduc-
tions are higher than normal.”[29] If accrued but unrealized gains were large
enough, there would even be an incentive to deliberately minimize income-earning
activities in some years (including work) in order to realize the gains at a lower
rate.
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Intertemporal income-shifting, to minimize taxes, impairs economic efficiency and
reduces revenues. This could easily be avoided by simply takini the current 28%
cap on the tax down to 16%, so that all taxpayers would pay the same 16% rate
on gains of equivalent size. If Smith had twice as large a gain as Jones, then Smith
would pay twice as much in taxes on that gain. This is, after all, supposed to be
a tax on ca ital gains, not on salaries. There are more than enough other taxes ap-
plied to salaries. Why 15%? Because that rate would not be higher than current
rates for any taxpayer.

It is difficult to imagine any “fairness” argument for raising or lowering the tax
on capital gains depending on the amount of other income that taxpayers happen
to have during the years in which they choose to realize gains. If taxpayers who
would otherwise be in the 15% bracket happened to have a large gain, then that
gain alone would push them into the 28% bracket where the proposed exclusion
would tax the gain at 14% anyway. If taxpayers in a 16% bracket had a small gain,
they would not need a tax rate of 7.5% to encourage them to realize it.

A 50% exclusion would be a major improvement over current law, but it would
be more cost-effective to simply impose a 16% flat rate. If taxpayers must continue
to be plagued with this ineflicient tax, and all the burdensome reporting that goes
with it, then numerous problems associated with bunching, averaging, estate plan-
ning, and intertemporal income shifting can all be prevented by imposing one, sim-
ple flat tax of 15% on all gains.

“STATIC” REVENUE ESTIMATES AND SAVINGS

It is a common mistake to judge the economic impact of any proposed “tax cut”
by the amount of revenue it is estimated to lose. In 1976, James Tobin of Yale ob-
gerved that, “There is a point beyond which higher surtax rates collect less—not
more—revenue.”[30] Certain types of taxes do maximum damage to the economy in
exchange for minimum revenue, if any. In such cases, it may well be possible to re-
duce the tax rate substantially with little or no revenue loss, particularly if we take
into account the effect of reducing one tax (such as the estate tax) in raising receipts
from other taxes (such as personal income tax).

The problem with static revenue estimates is not simply that they grossli!l over-
state the revenue losges from lower tax rates but that they grossly overstate the rev-
enue gains from higher tax rates. This sort of misinformation has led federal and
state legislators to take undue comfort in the belief they had fixed budget problems,
on paper, though actual revenues later declined. This was the experience with in-
come and sales tax increases in New Jersey and California in recent years, as well
as other nations, such as Canada. It was also the experience with the federal in-
crease in capital gains tax in 1986.

Ever since the tax rate on capital gains went up in 1987, actual realization of
gains have been about half as large as the CBO forecast at the time of the 1986
tax bill—an error of roughly $100 billion every year. As Figure 1 shows, real re-
ceipts from the capital gains tax itself clearly rose for a sustained period whenever
the tax rate declined, and real receipts fell whenever the tax rate was increased
(e.g., revenues were substantially lower in 1992 than in 1985). As a result, in 1993
the CBO finally reduced its estimated future revenues from the individual income
tax by as much as 1% of GDP, “with revisions to the forecast of realizations of cap-
ital ?ains accounting for about half of the reduction.”(31] In a $7 trillion economy,
a half percent of GDP implies a revenue exaggeration of around $35 billion a year,
and larger in later years.

Using the same sorts of bookkeeping techniques that led the CBO astray, the
Treasury now estimates that a 50% exclusion and prospective indexing “would re-
duce tax receipts by $60.9 billion over the six-year F 1995-2000 period, and by
$183.1 billion over the FY 1995-FY 2005 period.” There is no reason to take these
estimates any more seriously than the wildly inaccurate 1986 CBO estimates. Good
policy should take precedence over bad estimates.

There are numerous reasons for expecting that reducing or even eliminating the
capital gains tax would, on balance, increase tax receipts from a wide variety of
sources, not simply the capital gains tax itself. This is not, however, the reason for
reducing and indexing the capital gains tax. The purpose of a more reasonable tax
rate on realized, real ﬁains is to reduce the tax system’s powerful bias against sav-
inFs. and to improve the mobility of ca'Fital and the efficiency with which assets are
allocated to their most efficient uses. The fact that all this can so easily be accom-
plished with little or no revenue loss is simply a welcome bonus. o

In recent years, the debate over the revenue imi)act of reducing, indexing or elimi-
nating the capital gains tax has focused exclusively on only one issue—the incentive
to realize gains by exchanging property more frequently, rather than becoming
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locked-in to past investments.|32) Although this is indeed an important issue, there
are many others, some of which have been neglected since the debate over the 1978
Steiger Amendment.|33] At that time, for example, Data Resources Inc. (DRI) esti-
mated that eliminating the capital gains tax would raise federal revenues by $38
billion over five years (serious money in those days).[34]

Unlike most recent studies, DRI estimated the im'pact of the capital gains tax on
the market value of taxed assets. If a prospective future gain will be subject to a
lower marginal tax, this will be discounted into the present value of U.S. assets,
raising national wealth. This is not just a one-time event, but would be endlessly
repeated, because a stronger economy, armed with a larger and more agile supply
of capital, would continue to generate newer and bigger investment opportunities.
The ratio of stock prices to current earnings would remain higher than otherwise,
and arbitrage ensures that long-term interest rates would be &wer than otherwise
(bonds have to compete with stocks, and part of the return from bonds is also sub-
ject to the capital gains tax). Lower interest rates would reduce federal spending
on debt service.

Most governmental research on how the capital gains tax affects realizations has
serious flaws. Alan Auerbach, former chief economist with the Joint Committee on
Taxation, measured ca(rital gains revenues as a ratio to an index of stock prices.[35]
If both tax receipts and the stock market rise as the capital 'gains tax is cut, as they
invariably do, then both the numerator and denominator of the ratio of receipts to
stock prices may rise by similar amounts, leaving the ratio unchanged. Ratios of re-
ceipts to GNP suffer the same defect. To the extent that a lower capital gains tax
rate increases real GNP" then revenues and GNP would both rise, so that revenues
“as a percentage of GNP” must understate the impact.

Auerbach points out that “estimates by the JCT (or OTA) take the aggregate out-
put, employment and prices forecast by CBO (or OMB) as given.” Static revenue es-
timates from the Treasury, CBO and JCT assume that reduced tax rates on capital
would have literally no favorable effect whatsoever on wealth, savings, net forei
investment, or anything else aﬂ'ecting' actual or potential economic growth. Since the
Ferformance of the economy is “given” by CBO or OMB projections, there is no scope
or growth-oriented tax policy. Double the worst tax rates or cut them in half, and
nothing can change but revenues.

Static revenue estimates also assume that taxpayers make literally no effort to
avoid or evade steeper tax rates. James Poterba estimated that “a 1 percent change
in the marginal tax rate leads to a 1 percent change in reported income, so that
even without any change in the true tax base . . . capital gains tax cuts would be
essentially self-financing.”|36] Because “compliance is much lower for sales of real
assets such as business property and personal residences than on corporate stocks
and bonds,” the lower the capital gains tax, the smaller the actual tax bias against
investing in U.S. business.

Government economists waste much of the time they could be using to come up
with realistic revenue estimates to explaining why they habitually assume that
taxes have no effect on saving, economic growth or tax compliance. Mr. Samuels
cites three older studies by federal agencies to the effect that “any effects on savinF.
investment and economic growth [as a result of lower tax rates on capital] are likely
to be quite small . . . [The| responsiveness of saving to changes in the after-tax re-
turn is uncertain, and only a fraction of the additional savings will be used to fi-
nance new investment in domestic plant and equipment.” Revenue estimates do not
assume “quite small” effects; they assume zero effects.

The standard appeal to ignorance—claiming that the effect of taxes on savings is
“uncertain"—is based on “studies” that do not even ask the right questions. The
1994 Economic Report of the President asserts that “saving rates seem to be little
affected by movements in after-tax interest rates.”(37) This is quite misleading on
three counts. First of all, periods in which interest rates are going up are periods
in which the value of stocks and bonds are going down. It should not surprise any-
one that people are less eager to save when bear markets are producing widespread
capital losses.[38]

econd, the “saving rate” is the ratio of personal savinﬁs to after-tax income. If
savings were unchanged and after-tax income were reduced by higher income taxes
(or a tax-induced recession), then the “saving rate” would appear to rise. Yet the
flow of savings would be unchanged, and the real after-tax value of accumulated
past savings (wealth) would be reduced by the tax increase. The relationship be-
tween rising interest rates (i.e., capital losses) and saving rates is irrelevant to the
question of whether or not lower tax rates on capital gains would increase America’s
real net worth.

Third, corporate saving is also personal saving, because people own the corpora-
tions. As James Poterba points out, “raising the tax burden on capital gains . . .
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will encourage firme to raise their [dividend] payout rates, compounding the nega-
tive corporate saving effect of higher corporate taxes."[39] A lower capital gains tax
b}); contrast, would increase corporate saving. A 1988 CBO study at least mention
this point, yet somehow twisted it around:
reduction in capital gains tax rates that encouraged realizations could also
encourage corporations to increase retained earnings at the expense of lower
dividend payouts and less debt financing. Both of these changes would lower in-
dividual income tax revenues because dividend and interest income is taxable,
while unrealized appreciation is not. (Less debt financing would, however, raise
corporate revenues).[40)

The seemingly unimportant parenthetical remark at the end—about reduced cor-

rate leveraﬁe—-is one more thing excluded from revenue vstimates. Corporate debt

inancing (unlike nearly all household financing) often involves selling bonds and
commercial paper to tax-exempt pension funds. The corporation deducts the interest
e::ipense but the government collects no taxes on the resulting interest income.
Added corporate savings is not a bad result either—it would raise the size of future
corporate earnings, and thus raise the base of that tax. Moreover, the CBO’s concern
about “unrealized appreciation” not being taxed seems odd, since the starting point
of the whole argument is “a reduction in capital gains tax rates that encouraged re-
alizations.” That logic implies that encouraging realizations would discourage real-
izations.[41]

What about personal savings? It is commonly said that tax policy must not have
much effect, because the reduction of marginal tax rates after 1986 was not accom-
panied by higher personal saving. On the contrar'y. the drop in savings since 1986
18 quite consistent with a strong effect from tax policy. Jonathan Skinner and Daniel
Feenberg found that “the decline in marginal tax rates and the increase in the car-
ital gains tax largely offset each other, leaving the effective tax rate on household
investment largely unchanged."(42] If that was all that happened, it might have
been a wash, aside from shifting household portfolios away from assets that pay off
in capital gains (NASDAQ stocks) into assets that paid off in interest income (Junk
bonds). But IRAs and other pensions were also severely curtailed, and effective cor-
porate tax rates were increased. Once marginal tax rates were also pushed back up
In 1990-93, that reduced (1) the incentive to earn more in the first place, (2) the
after-tax income left to save, (3) the incentive to save, and (4) the incentive to invest
whatever saving was left in the U.S.—rather than in foreign countries or tangible
assets (commodities, houses and cars).

The rest of Mr. Samuels' remark, about only “a fraction” of savings going into “do-
mestic plant and equipment” raises questions. How large a fraction? And where else
could savings possibly go? Under the mattress? Does money deposited in a bank or
mutual fund just sit idle?

Perhaps the worry is that some “fraction” of added savings would go into con-
structing and ﬁnancinF homes. Although housing, like farming and services, does
not get much respect from economists, it is the sinsle most important investment
that real people ever make. If Mr. Samuels is worried that U.S. savers might invest
in foreign assets, a lower capital gains tax would repatriate domestic capital and
attract a net inflow of foreign capital, because it would be quite favorable for the
appreciation of U.S. stocks, bonds and real estate.

n reality, the lower the tax rate on real capital gains, the more corporations and
households will save. Even in the extremely unlikely event that tax collections from
the capital gains tax itself might briefly decline if the tax rate were cut, the net
revenue effect of even a zero tax would still be positive. As Martin Feldstein re-
marked in a different context (IRAs), “an increase in private saving increases the
capital stock and the return on this additional capital increases corporate tax pay-
ments that offset the loss of personal income tax revenue."[43}

Minarik raised yet another familiar complaint. He wrote that “over 85 percent of
formal venture capital . . . comes from institutions not subject to the capital gains
tax."[44] This is a common yet bizarre objection to a lower capital gains tax rate.
It is, in fact, another reason why a lower tax rate on gains must increase revenues—
by giving taxable individuals an incentive to supply seed money to the sorts of
promising new ventures that only tax-exempt organizations would dare to invest in
today. Instead of collecting zero tax on most venture capital gains, as the govern-
ment now does, it could be collecting 16% on a much larger pool of venture capital.

Unless those making revenue estimates become far more candid about what is
and is not included in their figures, it would be reckless to base tax policy decisions
on revenue estimates. This is particularly true in cases where a large body of non-
governmental research indicates a robust and unambiguous behavioral response to
taxes—such as labor force participation of spouses, “estate planning” effects on in-
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come taxes, tax avoidance and arbitrage, and the myriad distortions caused by a
high tax rate on nominal capital gains.

ucing the capital gains tax to no more than 16%, and indexing the basis is
clearly “Pareto Optimal.” It would make many people better off (particularly work-
ers) without making anyone worse off (not even the tax collectors). This is as close
:o qtfree lunch as economics can offer. It would be tragic to delay such an oppor-
unity,

APPENDIX:

CAPITAL GAINS INDEXING IN THE U.K.(45])

The U.K. began taxing capital gains in 1965, at a flat rate of 30%. However, an
annual exemption introduced in 1968 was subsequently increased several times, ris-
ing to five thousand pounds in 1982 and indexed to keep pace with inflation (e.g.,
the ex.em&tlon rose to 5900 by 1985/86). Limited, prospective indexing was intro-
duced in March 1982, which later became the base period for full indexing. In 1985,
losses were also indexed.

_In 1988, the top tax rate on personal income was reduced from 60% to 40% (mar-
ginal rates at lower incomes are 20% and 25%), and real capital gains above the
exempt amount became taxable at the same rates as income. Gains were fully in-
dexed for retail price inflation back to March 1982. The annual exemption was
rolled back to five thousand pounds, but couples can exempt ten thousand pounds.

_ Because small gain are tax-exempt, the tax normally applies only to large realiza-
tions in any single year—which would usually push the taxpayer into the highest
tax bracket regardless of regular income. Corporate capital gains are taxed at the
sli%htly lower corporate tax rates.

he combination of a fairly generous exemption with a high 40% marginal tax
above the exempt amount creates a strong incentive to realize small gains fre-
quently and to defer large gains for the longest possible period. In the absence of
indexing, the incentive to delay realizations of large gains indefinitely would be
greatly aggravated.

Anecdotal information from the London Stock Exchange sug%gsts that the com-
plicated British capital gains tax generates very little revenue. The problem is nei-
ther indexing nor the exemption, both of which are roundabout techniques for pre-
v&ngng the punitive tax rate from utterly suffocating equity finance and driving it
offshore.
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PREPARED STATEMENT OF MICHAEL L. SCHLER

My name is Michael Schler. I am here on behalf of the Tax Section of the New
York State Bar Association. I was the Chair of the Tax Section until my term ex-
q_‘ired last month, and I continue to be a member of our Executive Committee. The

ax Section is dedicated to furthering the public interest in a fair and equitable tax
system and to the development of sound tax policy. I am a tax partner at the New

ork law firm of Cravath, Swaine & Moore and have practiced tax law for over 20
years.

We are very grateful for the opportunity to present our views today on indexing
the tax basis of assets for inflation. The bottom line is that we strongly opsose in-
dexing, because it will vastly increase the complexity of the tax system and it will
lead to the return of the tax shelter days of the 1980's.

But before expanding on these reasons, I would like to emphasize several points.
First, we are a completel¥ nonpartisan organization, and the members of our Execu-
tive Committee are of all political persuasions. Nevertheless, our strong opposition
to indexing is essentially the unanimous view of all of these members, Republican
as well as Democrat.

Second, our strong opposition to indexing is long-standing. We wrote to Chairman
Rostenkowski in 1990 strongly opposing an indexing provision very similar to that
now in H.R. 9, and we submitted at that time an extensive report describing our
concerns about indexinfz. Included with my statement today are copies of our 1990
materials, as well as a letter to the same effect we recently sent to Chairman Archer
of the House Ways and Means Committee.

Third, we take no position on whether the capital gains rate should be reduced.
Our position on indexing is based solely on our technical expertise as tax lawyers.
The arguments for and against a lower rate involve policy issues far beyond our par-
ticular expertise. We leave that debate to others.

Finally, yes we recognize the theoretical correctness of indexing. If you buy an
asset with your own money for $100 and later sell it for $150 after there has been
50% inflation, you have no real gain. In a perfect world you would not have to pay
any tax.

n the other hand, capital gains receive other benefits today that even as a theo-
retical matter offset the failure to index. The maximum rate is 28% (and H.R. 9 re-
duces the rate to half the ordinary income rate), and no tax has to be paid until
you decide to sell the asset.

However, I want to emphasize today two very fundamental practical problems
with indexing. These problems far outweigh any theoretical perfection that may
arise from indexing. The first problem of course is complexity.

The Internal Revenue Code today is already so complex it is near the breaking
point. Much of this complexity arises from Congress (as well as the regulation writ-
ers) trying to achieve perfection. We believe that down in the trenches, where real
people make honest efforts to comply with the tax laws, indexin will vastly in-
crease the burden and complexity for everyone. This includes individuals, businesses
of all sizes, and the IRS.
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_ Activities that are relatively simple today will involve massive calculations under
indexing—buying and improving a home, buying and selling stock, or buying an in-
terest in a mutual fund. You could not invest in a simple dividend reinvestment
plan without an accountant. Everyone who collects stamps or baseball cards will be
required to keep permanent records not only of each purchase price, but also of the
calendar quarter in which each stamp or card was acquired. If you ever want to sell
a stamp, you'll also need to consult your accountant. (I should point out that for
most individuals, accountants’ fees are not deductible.)

If this is not bad enough, consider the fact that most states impose their own in-
come tax. If a state chooses not to allow indexing for revenue reasons, everyone in
that state will be required to keep two sets of books (even for the baseball cards).
Individual taxpayers are likely to be dumbfounded at this prospect.

Finally, suppose indexing is adopted and it turns out to be so complicated that
after a few years most people want to repeal it. What do you do about the assets
that already have a basis indexed for a few years' inflation? Do you take away that
baagis that taxpayers are already relying on? Is that a retroactive tax increase?

Or do you let taxpayers keep their indexed basis as of the repeal date, and only
disallow future indexing? If you let people keep the indexed basis, you have created
a permanent complexity in the Code. Someone selling an asset thirty years from
now would have to figure out whether it was owned in 1995, and if so, whether it
was eligible for indexing this year. .

I could go on, but that is encugh on complexity. The other major problem we have
with indexing is that it will inevitably result in the return of the tax shelter days
of the 1980's. Every experienced tax lawyer who reads the indexing provisions of
H.R. 9 immediately dreams up a half dozen ways to “beat the system” and create
a tax sheiter that eliminates tax on unrelated income. It is inevitable that many
of these tax shelier schemes will be mass marketed through ads in the newspapers.

Some of the most obvious opportunities arise from the fact that assets are indexed

- while liabilities are not. Even the theoretical justification for indexing falls apart at
this point. Totally artificial tax deductions can be created with little or no out-of-
pocket investment, by borrowing and using the proceeds to buy an indexed asset.

Take the simplest possible example. Suppose you borrow $100, buy a share of
stock for $100, and seﬁ the stock after two years for $110, after there has been 10%
inflation. Also assume the interest rate on the loan is 5% a year, or $10 for two
years, and the stock doesn't pay dividends. When you sell the stock for $110 you
just have enough money to pay off the principal of the loan ($100) and two years'
interest ($10),

You started with no net cash investment, you exactly break even, and you end
with no cash. You have no taxable gain on the stock because of the indexed basis.
But you get to deduct $10 of interest. You end up with a net tax deduction of $10
on a break-even investment, and you can use that deduction to shelter $10 of other
completely unrelated income.

There is no theoretical or other justification for this result. It is a classic tax shel-
ter. I should add that the passive loss rules adopted in 1986 would have no effect
on this. Those rules apply to losses on real estate, leasing and other businesses, but
not investment losses. There are other rules limiting interest deductions for debt
used to make investments. However, at the very least a taxpayer could use the com-
pletely artificia: deductions arising from indexing to shelter all of his or her other
unrelated interest and dividend income.

I also want to emphasize that there would be many ways besides borrowing to
create a tax shelter out of indexing. Keep in mind that the world of financial prod-
ucts is extraordinarily creative, and very motivated to develop tax favored invest-
ments.

Just as one example, H.R. 9 indexes only stock and tangible assets that you own,
but not bonds. It is not clear why intangibles such as patents are excluded, but
that's another story. The reason for excluding bonds is that if you buy a bond for
its face amount you get back exactly what you paid. If you were allowed to index
the principal amount of the bond you woulg be guaranteed a tax loss at maturity
(even on a Treasury obligation) even though you got back your full principal
amount.

But today a taxpayer can convert almost any asset into the economic equivalent
of a bond by using equity swaps and other creative techniques. Under H.R. 9, such
an asset would still be indexed, because it is not literally a bond. The result is a
guaranteed tax loss and not much else.

Another area filled with opportunities for creativity arises from the fact that H.R.
9 indexes all corporate stock regardless of the nature of the assets held by the cor-
poration. For example, if a corporation holds an asset not eligible for indexing, all
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it has to do is transfer the asset to another corporation. It then gets to index the
stock of the second corporation, which may be almost as good.

So much for fun and games. Of course, it would be possible to write a statute to
try to prevent all the unintended abuses of the indexing provisions. This would
bring us back to theoretical purity (which is where we started). However, the com-
plexity would become truly overwhelming in trying to distinguish “good” from “bad"”
transactions. Even those ordinary taxpayers intended to be the beneficiaries of in-
dexing would need lawyers to interpret the rules, as well as accountants.

Furthermore, no matter how much effort is put into trying to prevent tax shelters
from arising as a result of indexing, with a?l due respect I believe the effort is
d{):fr‘ped to failure. This is not the fault of the excellent and dedicated legislative tax
stafls.

The problem is similar to the problem of the manager of a computer system trying
to keep out the hackers. You spend a lot of time and effort and set up all your de-
fenses. But once your defenses are in place, you are essentially a sitting duck while
hundreds or thousands of very smart hackers probe your defenses for weaknesses.
Eventually they will find your weak spot and exploit it to the fullest. And the worst
thing is that in many cases you won't know your system is compromised until the
revenues mysteriously start declining.

There are other problems with indexing that I haven't had time to discuss. If only
certain types of assets are indexed {for example, H.R. 9 limits indexing to stock and
tangible assets), economic inefficiencies are created because returns on different as-
sets are taxed at different rates. Even aside from the fact that intangible assets
such as patents are not indexed, why is the cost of stock indexed but not the cost
of a stock option?

Similarly, the amount of indexing you are entitled to is necessarily based on ex-
actly when you buy and sell an asset. H.R. 8 compares price levels for the calendar
quarter in which you buy and the calendar quarter in which you sell. There is then
an incentive to buy stock and other indexed assets at the end of one quarter rather
than the beginning of the next quarter, and not to sell an asset at the end of a quar-
ter but rather to hold unti! the beginning of the next quarter. Each of these tech-
niques will give you an extra 3 months of indexing benefits. Legislation could of
course go to monthly or even daily indexing calculations, but you obviously pay the
price in increased record keeping and complexity. There are no easy solutions to
these problems.

Finally, I have been asked to address how other developed countries tax inflation-
ary gains. We have not studied this matter at any length. However, we understand
that the U.K. and some other countries do index the tax basis of assets for inflation
(although the U K. does not also have a reduced rate for capital gains). We also un-
dﬁrsltjaad. however, that a series of anti-abuse amendments has been necessary in
the U.K.

Even more importantly, we do not know whether taxpayers in the U.K. and othar
countries have the deep-seated American urge to exploit loopholes in their tax sys-
tems. We also doubt that the financial markets outside the U.S. are as creative in
developing tax-advantaged products. Recent history in the United States indicates
that taxpayers will take fuﬁ advantage of the rule that no one needs to pay more
taxes than are legally due. We would therefore urge extreme caution in applying
the lessons of other countries to the United States.

To close with my original theme, the tax law will never be perfect. The whole
Code is a compromise between accuracy and administrability. A “simple” indexing
system such as that in H.R. 9 is neither accurate (because liabilities are not in-
dexed) nor administrable. An accurate indexing system would give rise to even more
overwhelming complexity and yet would still give rise to tax shelters. We strongly
believe that indexing is one situation where all attempts at theoretical accuracy
should be sacrificed for administrability.

Attachments.

SUPPLEMENTAL MATERIAL

January 19, 1995.

Hon. BILL ARCHER
House of Representatives
Washington, DC
Re: Tax Basis Indexing provisions of H.R. 9

Dear Chairman Archer: I am writing on behalf of the Tax Section of the New York
State Bar Association to strongly oppose any proposals to index the tax basis of as-
sets for inflation.
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It is our judgment as tax lawyers that the indexation proposals currently before
Congress are fundamentally flawed. The proposals would:

* permit unwarranted tax avoidance and revenue loss;

. Rpten_tlally result in the mass marketing of tax shelters to well advised and

igh income taxpayers, as in the 1980's; and

¢ vastly increase the burden and complexity of the tax system for all taxpayers

(individual, smali business and large business) as well as the IRS, at a time
whert\ many believe that its complexity has aiready brought it near the breaking
point.

Moreover, even if a theoretically sound system of indexation could be developed,
the additional complexities that would be necessary to do so would completely over-
whelm taxpayers and the IRS. :

Our position on indexation is based on our particular experience and expertise as
tax lawyers rather than on broader policy judgments. We take no position on the
policy issues of the appropriate tax rate that should apply to capital gains in gen-
eral, or the appropriate depreciation rate that should apply to depreciable assets.

We refer specifically to two provisions of H.R. 9, the Job Creation and Wage En-
hancement Act of 1995. The first is Section 1002, which (with certain exceptions)
indexes the basis of corporate stock and tangible assets that are capital assets or
used in a trade or business. The second is Section 2001, which indexes the basis
of depreciable property. :

Section 1002

4

Section 1002 is based almost entirely on a simitar ision in H.R. 3299 intro-
duced in the 101st Congress in 1989 and approved by the Ways and Means Commit-
tee in that year (the “1989 Bill"). In 1990 the Tax Section submitted a letter and
report discussing that provision (the “1990 Report"), in which we strongly urged
Congress to reject indexation.

We enclose a copy of the 1990 Report, as well as a newly prepared Appendix that
details the variations between the indexing provisions of the 1989 Bill and H.R. 9.
As noted in the Appendix, if anything H.ﬁ. 9 provides even greater opportunities
for improper tax avoidance than did the 1989 Bill. As a result, almost all the serious
isgues raised in the 1990 Report are equally valid today.

Much of the tax avoidance potential of indexing in Section 1002 arises from the
fact that indexing is not consistently applied:

¢ assels are indexed to reflect the fact that appreciation in value in dollar terms

Ls illusory to the extent it is offset by a decline in the real value of the dollar,
ut

o liabilities are not indexed even though the real value of the obligation to repay

the debt is equally reduced by a decline in real value of the dollar.

This is best illustrated by an extreme but simple example of a “no money down”
tax shelter, where the taxpayer starts with no cash, exactly breaks even on a cash
flow basis, but ends up with a tax deduction:

On January 1, 1996, X takes out a recourse loan of $100 and buys a share of
common stock for $100. Inflation during 1996 is 3%. The interest rate on the
loan is 6%. The stock pays dividends of 6%, just enough togay the interest on
the loan. On January 2, 1997, X sells the stock for $100 and uses the proceeds
to pay off the loan.

X made no out-of-pocket investment that lost value due to inflation. There is thus
no possible {'ustiﬁcation for applying indexation to X. Nevertheless, under the index-
ing proposals X's tax basis in the stock increases from $100 to $103 because of the
199£inﬂation of 3%. X can therefore claim a taxable loss of $3 on the sale of stock.
Thus, on a transaction which was totally break-even to X under any interpretation,
X has created a capital loss that permits X to avoid all tax on $3 of other unrelated
capital gain.

is result is perfectly legal under H.R. 9, and any tax lawyer would give an un-
conditional tax opinion that it worked. Moreover, while the example involves the
creation of a capital loss that could only offset capital gains, a slight variation in
the example would result in the creation of an ordinary loss that could offset unre-
lated ordinary investment income of an individual, and any unrelated ordinary in-
come of a corporation.!

1 Suppose that the rtock paid no dividends and was sold for $106 instead of $100. There would
still be just enough cash to pa{ interest and principal on the debt, but X would have $3 of ca
ital Fnin (taking into account the indexed basis of &03) and a $6 interest deduction. The result
would be that at least $3 of unrelated ordinary investment income would be sheitered from tax.
Taking into. account the 60%. capital gains deduction also in H.R. 9, there would be only $1.50

Continued
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Moreover, individuals could use home equity loans to purchase indexed assets.
Since interest deductions on such loans are not subject to the “investment interest”
limitations of the Code, the reduced capital gain on the sale of an asset due to in-
dexing would “free up” interest deductions that could be used to shelter salary and
other noninvestment income.? It is from examples like this, however, that tax shel-
ters are made and marketed.

To be sure, in the example, X bore the risk that the stock would decline in value
and that a real economic loss would result. A tax shelter would not be attractive
on this basis. However, there are numerous opportunities under the statutory provi-
sion to substantially reduce or eliminate risk of loss, thereby creating a pure “tax
loss generator” that requires little or no investment, and that involves little or no
risk of loss.

It would be possible in theory to avoid results such as these that are hased on
leverage bg':

(1) disallowing indexing on debt-financed property,

(2) indexing liabilities the proceeds of which were used to acquire indexed as-
sets, so that a borrower would have income on the repayment of principal on
Such a loan to reflect the economic gain arising from the fact that the loan was
yeﬁauq with dollars that were worth less than the borrowed dollars because of
inflation; or

(3) similar to (2), disallowinE each year a portion of the deduction for other-
wise deductible interest on debt used to acquire indexed assets, based on that
year's inflation rate.

However, we believe the resulting complexity of any of these approaches would
be so overwhelming that any such attempt would fail.3 Very significantly, there
would nced to be complex rules “tracing” liabilities to indexed assets, so that one
of the foregoing consequences would arise only to the extent the debt “relates” in
some fashion to indexed assets.4

Moreover, debt ﬁnancin$ is not the only technique that could be used to create
unwarranted tax benefits from indexing. Indexing could be used to generate artifi-
cial tax losses, with no significant risk to the taxpayer, through financial trans-
actions such as (i) net leasing that did not come within the net leasing exclusion
in the bill, (ii) preferred stock with small upside potential that did not come within
the preferred stock exclusion in the bill, and (iii) equity swaps, forward sales, and
other financial products, none of which come within the short sale rule in the bill.

Of course, attempts could be made to preclude all unintended results of indexing.
However, this would create further complexity and would likely prove ineffective in
any event.” In addition, a large amount of otherwise productive economic resources
would be shifted into tax planning schemes.

As a result, we strongly oppose the provisions of Section 1002 of H.R. 9.

Section 2001

We turn now to Section 2001 of H.R. 9, relating to “Neutral Cost Recovery.” That
provision in effect indexes the basis of depreciable property for inflation, and, in the

of income on the sale, and the $6 interest deduction would permit $4.50 of other ordinary invest-
ment income (or $9 of other capital gain) to be sheltered from tax. In the case of a corporation
the Secction 163(d) investment interest limitations do not apply, and the unrelated income could
be sheltered even if were not investment income.

2[nterest on business loans is also exempt from the investment interest limitations. The result
in the text could therefore also be achieved if—a self-employed individual were permitted to take
out a business loan and indirectly use the proceeds of the loan to purchase an indexed invest-
ment (through the technique of using the loan proceeds in the business and withdrawing “dif-
ferent” cash from the husiness to make the inveatment). This technique raises the “tracing”
issue discussed below.

3For example, under approaches (2) and (3), if a home mortgage were used to acquire an in-
dexed asset (including the home itself or a car, both of which are indexed assets), either a por-
tion of each monthly intcrest payment would be nondeductible or else income would arise on
each monthly principal payment.

4The interest tracing rules are already among the most complex tax provisions applicable to
individuals, and new tracing rules for indexing would simply be overwhelming. Moreover, tax-
payers would make great efforts to “scparate” their debts from their indexed assets. To illustrate
part of the problem, suppose an individual-simultaneously (1) used money in the bank to buy
indexed stock and (2) borrowed money to buy a bond that is not eligible for indexing. Would
one of the adverse consequences apply to the loan or the stock, as would be the case if (1) the
cash was used to buy the bond and (2) the loan was used to buythe stock?

8 Moreover, if indexing is adopted and turns out to be undesirable for these or other reasons,
even if it were repealed its complexities might linger for decades. Taxpayers would likely ex
to retain the full indexed basis of assets as of the repeal date, even if future indexing of all
assets was prohibited. Thus, records concerning the brief application of indexing would have to
be maintained for ar long as those assets were held.
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case of property with a depreciable life of 10 years or less, an additional 3.6% per
year. We understand that the latter adjustment is intended to be the financial
equivalent of immediately expensing the asset, and that immediate expensing is in
ufl‘rt: financially equivalent to the expected return on an asset being completely free
of tax, -

Each of our objections to capital gains indexing applies equally to basis indexing
for depreciation purposes, and to an even greater extent to indexing in excess of the
inflation rate. We believe the effect will a vastly more complicated Tax Code,
greatly increased opportunities for tax avoidance, and a great sﬁiﬂing of economic
resources into tax planning schemes.6

For example, short-lived equipment will be similar to a municipal bond in that
expected earnings will in effect be tax-free. Such equipment will actually be a far
better investment than a municipal bond, however, because interest on debt to pur-
chase the equipment will be fully tax-deductible while interest on debt incurred to
purchase a municipal bond is not deductible. This result has the potential for reduc-
tion of the corporate income tax far beyond that apparently contemplated by the
drafters of the statute. For these reasons, we also strongly oppose Section 2001. -

Conclusion

We would be pleased to assist in any way possible in trying to make these or
other indexing proposals more workable. However, for the reasons stated above we
believe such efforts would be overwhelmingly complex and are not likely to succeed.
We therefore strongly oppose the indexing proposals and believe their adoption
would be a serious error.

We also wish to point out an additional very si%nificant issue relating to state
taxes. The indexing provisions in H.R. 9, if applicable for state tax purposes, would
cause a significant loss of state revenue. As a result, some states may not be willing
to allow indexing of some or all assets. Enormous additional complexity would result
if individuals or corporations, or both, were required to maintain separate tax basis
and other related records for Federal and state tax purposes.

Finally, we understand that the United Kingdom and several other countries have
forms of basis indexing. As indicated in our 1990 Report, however, we understand
that a series of anti-abuse amendments has been necessary in the U.K. Moreover
we understand that some countries (such as the U.K.) do not also have the reduce
capital gains rate provided in H.R. 9, and others (such as Israel) have experienced
severe inflation necessitating indexing despite its drawbacks.

Most importantly, we are not aware of the extent to which discontinuities in the
tax systems of those other countries are exploited by taxpayers in order to achieve
unintended tax benefits. We believe, however, that recent history in the U.S. indi-
cates that such results here are extremely likely.

Very truly yours,
MICHAEL L. SCHLER, Chair, Tax Section.

1995 APPENDIX: THE 1995 BILL

The 1995 Bill differs from the 1989 Bill in several respects. Many of the changes
address concerns which were discussed in the 1990 Report. However, in responding
to these concerns, the 1995 Bill creates additional serious problems. This merely
demonstrates our belief that any indexation system is inherently unworkable. Many
of the modifications which are contained in the 1995 Bill are relatively minor and
have little impact from a technical point of view. The following changes could have
significant technical implications and are therefore worthy of discussion.

The 1995 Bill Eliminates Even the Inadequate Measures for Mitigating Debt Arbi-
trage Provided in the 1989 Bill

The 1990 Re; .1 commented on the arbitrage opportunities brought about by the
1989 Bill's failuie tn index liabilities. The 1995 i?l does not correct this problem.
In fact, the 1995 Bill even eliminates the 1989 Bill's limited solution to the debt
arbitrage problem. Although the solution contained in the 1989 Bill was problem-
atic, its ehimination gives rise to significant concern that the magnitude of the debt
arbitrage problem is not fully recognized.

The 1989 Bill attempted to mitigate the potential for debt arbitrage by disallow-
ing basis adjustments that would create or increase a loss. Under the 1989 Bill, the
basis of assets could be indexed solely for purposes of determining gain. In contrast,
the 1995 Bill allows indexation to create or increase capital, but not ordinary, loss.

8 We may provide additional technical comments on this provision in the future.
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All ordinary losses generated or increased though indexation will be treated as long
term capital losses. _

The 1990 Report stated that the loss limitation solution to the debt arbitrage
problem was ﬁroblematic because of its failure to treat similarly situated taxpayers
comparably. However, allowing indexation to create losses is highly questionable
since it exaggerates the potential for tax arbitrage, thereby sanctioning potentially
serious tax avoidance schemes.

In addition, allowing losses to be created through indexation while still failing to
index liabilities will create an even greater revenue risk than what would have ex-
isted under the 1989 Bill. This further highlights our concern regarding the intrinsic
problems with indexation. The 1990 Report provides examples which illustrate this
point. See section III(BX1) of the 1990 Report.

Corporations may Index Assets Under the 1995 Bill

Corporations would be permitted to index their assets under the 1995 Bill, where-
as they could not do so under the 1989 Bill. The 1990 Report noted that not allow-
ing corporations to index assets would tend to increase the tax penalty associated
with operating through a C corporation and therefore increase the existing bias
against operating in C corporation form. Although the 1995 Bill avoids this situation
by allowing corporations to index basis, the inclusion of corporations nonetheless in-
troduces several new areas of significantly heightened complexity to the tax law.

One of the principal areas of concern is the consolidated return rules. To imple-
ment appropriate basis adjustment rules, coordinated indexing adjustments would
have to be made at each tier of a consolidated group. This coordination would have
to reflect differences that might exist by reason of variances between the basis of
a subsidiary's stock ard the basis of. its assets, the mix of indexable and non-
indexable assets at the subsidiary level, and the timing of the sale of stock or assets.
For example, because parent corporation P may sell the stock of subsidiary S, which
holds indexable assets, hefore S rcalized gain on those assets, a mere pass-through
of realized indexing adjustments would be inadequate for P. Thus, rather than a
single adjustment at the time of disposition, annual basis adjustments with the as-
sociated comf‘lexity would have to be made and passed through up the chain of
stock ownership. Moreover, complex rules would be necessary to deal with cross-
ownership of stock among members of a consolidated group to avoid multiplication
of indexing adjustments. Special rules also would be required to deal with
inter.company transactions. Finally, we note that because the rules that would
apply for consolidated returns presumably would reflect the fact that not all assets
are indexable, there may be vast differences in the indexing adjustment available
toa corf)oration with respect to stock in otherwise identical corporations where one
i8 consolidated and one is not.

The 1995 Bi.i Creates Distortions for Holders of Partnership Interests by Eliminating
the Special Rule for Section 754 Elections

Both the 1989 Bitl and the 1995 Bill would provide for indexation of partnership
assets at the partnership level and a pass-through of the adjustment to the part-
ners. Partnership interests themselves are not indexable assets under either bill.
The 1989 Bill, however, contained a special provision applicable to the transfer of
a partnership interest if the partnership had made a section 754 election which was
in effect at the time of the transfer. Under this provision, the transferor partner
would treat the adjustment under section 743(b) (1) as a sale of the partnership as-
sets for purposes of indexation. This provision effectively allowed the transferor
partner to index his partnership interest.

The 1990 Report explored some of the substantial problems which would result
from the special rule pertaining to section 754 elections. Rather than developing a
substantive solution to these problems, however, the 1995 Bill merely eliminates the
special provision entirely. In doing so, it has merely replaced the prior difficulties
with new problems. )

For example, the 1995 Bill now creates an unprincipled distinction between joint
ownership of assets and holding assets in partnership form. Consider individual tax-
payers A and B who hold an asset jointly. Each has a 50% interest in the asset,
which has a cost basis of $100 and a fair market value of $200. In a later year,
when A disposes of A's share of the asset, the indexed basis of the asset is $150.
Therefore, A's gain upon disposition is $25. Alternatively, if A and B hold the same
asset through a partnership, upon a sale of A's partnership interest to C for $100,
Ah_woft.xld have a $50 gain. Therefore, A's effectively penalized for using the partner-
ship form.

n the other hand, if the value of the asset has declined, there would be a loss
on the sale of A’s interest to C. If a section 76.4. election is made, the basis of the
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partnership assets with resFect to C is written down. However, if no election is
made, it remains possible for C to get the benefit of buying an interest in an
indexable asset at less than original cost where the indexable basis of the asset at
the partnership level is significantly higher. In doing so C would gain the benefit
of indexation adjustments upon the partnership’s ultimate disposition of the asset
that may be greatly overstated relative to the actual effect of inflation on the asset
during C's holding period. These overstated adjustments could effectively shelter
significent real gains. We can anticipate an active market for such tax sheltering
opportunities.

1995 Bill uses a GNP Deflator Rather than the Consumer Price Index

A minor change has been made which relates to how assets will be indexed. The
1989 Bill used an index which was based on the consumer price index while the
1995 Bill uses a GNP deflator. As the 1990 Report indicated, we believe that any
indexation factor is destined to produce imprecise results. As it will be pure chance
if a basis adjustment actually matches inflation, we believe that which factor is ulti-
mately chosen should an indexation system be put in place is a matter of little con-
sequence as a technical matter.
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The Honorable Dan Rostenkowski
Chairman

House Committee on Ways and Means
1102 Longworth House Office Building
Washington, D.C. 2051$S

Dear Chairman Rostenkowski:

I write to express the strongly held view of
the Executive Committee of the Tax Section that
Congress should reject any proposal to adjust or
"index" the basis of capital assets for inflation.

As described in the enclosed Report,.an indexation
regime would create intolerable administrative
burdens for taxpayers and tax administrators as well
as offer numerous tax arbitrage and avoidance
oppectunities for aggressive tax planners. As tax
practitioners, we are seriously concerned that any
indexation system will permit the use of its inherent
complexities, distortions and tax avoidance
opportunities to severely erode the revenue base. An
indexed tax system will also place a great deal of
additional strain on an audit system already
stretched beyond the limits of its real capacity.

. Adoption of indexation in even the most
limited manner would make the tax law significantly
more complex. We view this incremental complexity as
particularly insidious because the implementing
legislation may be deceptively simple. The
indexation provisions adopted by the Ways and Means
Committee in the course of considering the Omnibus
Budget Reconciliation Act of 1989, discussed in some
detail in our Report, represent just this type of
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The Hon. Dan Rostenkowski 2 June 28, 1990

deceptive simplicity. 1In effect, simplicity is
achieved by simply ignoring the many difficult
problems inherent in the statute.

Although we express our grave concern about
the desirability of implementing an indexation
regime, we wish to make clear that we are not at this

time expressing any position regarding the
desirability of enacting any form of preferential
taxation of capital gains including the adoption of a

preferential rate.
Very truly yours,

h

Arthur A. Feder
Chair

Enclosure



In this article, the authors argue strongly that
indexalion would create adminisirative burdens for
taxpayers and administrators, as well as ofler num-
erous tax arbitrage and avoidance opportunities lor
aggressive tax planners. They aiso beliave that the
complexilias, distortions, and tax avoidance oppor-
tunities will severely erode the revenue base. Further
strain would be placed on the gudit system, which
dlready s siretched beyond its capacily.

Adopion ol indexation in even the most imited
manner would make the lax law significantly more
compiex. This incremental complexily i particularly
ngdious because the impiementing leg:siation mey
Oe deceptively simple. The indexation provisions
adopted by the Ways and Means Commuitee in the
course of considering the Omnibus Budget Recon-
cthation Act of 1989, discussed in some delai in
this article, represent just this type of deceptive
simplicity In ellecl, simplicity 1s achieved simply by
ignoring the many diflicult problems inherent in the
concept.

The commutlee is chaired by Harald R Mandier
and Bruce Kayle, who were the principal authors of
this report, ably assisted by Dan Chung. Helplul

comments were recerved lrom Arthur Feder, John
Corry, Michael Schier, Steve Miliman, Dennis Ross,
Jonathan Blattmachr, Guy C.H B8rannan, Harvey
Date. Stanley Rubenleld. Vic Zonana. Eugene Vogel,
Jim Peasiee, Ken Anderson, and Gavin Leckie.

1. INTRODUCTION

tnthe ongoing debate regarding the implementation of
some form ol preferential taxation of capital gain income,
many legisialive alternatives will be considered. One
such alternative 15 adjusting or “indexing” the basis of
certain capial assets 1o reflect general prnce ievel in-
flation, thereby attempting to tax only “real” as opposed
to inftationary gains.' This Report discusses the 1ssues,
problems. and other considerations raised by the indexing
of the bas's of capital assetls.

Several Bills cuirently are pending belore Congress that
would provide for some torm of basis indexing See S 171.5 182,
S 645 S664 $1311. 51286 S1771. HRS7 MR 232 HR 449,
HASE HR719 HR1242.HR 2370 HR 3628 and H R 4105
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The principal argument in favor of indexing basis s
that the tax system would be more equitadle it only “real”
as opposed o inflationary gains are taxed. Nevertheless.
It 1s our view that the implementation of any indexing
regime would necessanly introduce far reaching new
complexities and distortions 1nto the tax system, without
necessarily resulting in the taxation of only “real” gains.
We believe the tax law would be 1l served if Congress
waere to enact any such system.

In addition to increased complexity, any indexation
system would by 11s nature provide taxpayers with addi-
tional deductions or basis adjusiments which would di-
minish income, and thus tax revenues. Any system of
indexation must also be designed with great care to avoid
creating "abusive” opportunities for Lax arbitrage, that s,
providing deductions or reduction of taxable income for
high-bracket taxpayers while alfowing income to be or
shifted to tax-exempt or nontaxable enliies As we ex-
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plore in some detad below. an indexation system which
only seleclively altempls to index the tax system would
create numerous opportunities for such tax arbiti :ge.t As
tax practitioners, we cannol stress more strongly our
concern that the tax arbitrage opportunities presented by
an indexalion sysiem and, in particular, any selective
indexation proposal, will have a corrosive effect on the
revenue base.

This Report is not intended 10 present an exhaus'ive
analysis of the issues raised by dasis indexing or {0
develop what inevilably would be complex sotution. to
the various problems raised Many of these issues and
problems have been thoughtfully developed elsewhere’
Rather, the Report 1s intended (1) to demonstrate the
sheer enormity of any attempt 1o develop an administrable
system of indexing that does not create distortions as
bad or worse than those intended o be avoided, (2) 10
indicate the pervasive transactional complexities that
basis indexing would introduce 1nto the tax system, and
{3) to describe some of the tax arbitrage opportunities
inherent in any indexation system

The discussion below is directed al what we see as the
basis elements of any indexation system As an example
of the problems and issues crested by an indexation
system, the Report offers some specific comments re-
garding those provisions of the Omnibus Budget Recon-
Cibation Act of 1989 as passed by the House of Repre-
sentatives® (aithough not contained in the final version of
the lecisiation) that would have implemented a form of
basis indexing The Report aiso discusses the tax arbi-
trage opportunities presented by the selective indexation
proposal contained in the 1989 Bill. and the 1989 bilf's
faiure to provide effective iimits on arbitrage oppor-
funities

In summary, 1t 1s the position of the Tax Section that
implemenling any indexation system -would be inadvis-
able We wish to make clear, moreover, that this Reportis
not intended (0 express any position regarding the desir-
abihly ot enacting any form of preferentiat taxaton of
capital gains, orin particufar to support the adoptionot a
preferential rate for capital gains

Il. STATUTORY AND TRANSACTIONAL COMPLEXITY

A. In General

The single mosttmportant issue regarding any indexa-
tion system s the potentially pervasive f not overwheim-
ng complexity that would be introduced nto the tax
system Basis indexing has the potential 1o touch every

‘See Partii F ang Part 11k 8 infra

'See Durst. Inllation and the Tax Code Gu:delines tor Policy-
making, 23 Minn L Rev 1217 (1989) (hereinatter "Ourst’).
Hickman Interest. Depreciation and indexing. S Va Tax Rev
773 (1985). Halpenn & Steuerte. indexing the Tax System lor
Intiation «n Uneasy Compromse Prodlems of a Hybnd income-
Consumption Tax (H Aaron. H Galper & J Pechman. eds.
Broonings 1988), Note. Inllalion and the Federatincome Tax. 82
Yale L J 716 (1973). Shuldiner. Ingexing the Federal income
Ta: unpublished paper presented at NYU School of Law Tax
Seminar tor Government (March 1930) {cited with the authors
permissi0n) (hereinatier " Shutdiner ')

‘HA 3299. 101st Cong. 1st Sess . sections 11951 &l seq
(hereinatter. the "1989 Bill'). H R Rep No 147 101s1Cong . Ist
Sess . pp 1474-1480 (hereinafter the House Report )
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ares of the tax law lrom depreciation 10 excise taxes 10
employee benelits. This fact cannot be avoiged with
hruted or simple indexing proposals. To the extent that
Congress addresses alt the implications of basis indexing.
the complexity of the statute will grow directily. It Con-
gress chooses 1o 1gnore those implications, the code will
grow over hime as “tix™ atter “tix” is added to ehminate
revenue losing oversights and tax arbitrage opportunities

No texpayer... .wili be able (o prepare a tax
return that Includes the sale ofa.. . homeores
business, without professional help.

Thus, even in an ideal system of index:tng.’ the com-
plexity of the code would be increased. laxpayers’ com-
pliance burdens would be augmented, and disputes con-
cerning a vanety of legal issues would prohiferate.* This
undoubtedty will result in a system in which no taxpayer
{particularly individugls and small businesses) wilt be
able to prepare s tax return that includes the saie ot a
major asset, such 83 a home or a business. without
prolessional help Moreover the adminisirative burden
imposed on the Internal Revenue Service by any indexa-
tion system is likely to exceed its present capacily to
respond. The auditing process alone may be severely
compromised. Bul. in addition, a tar more serous burden
of dealing with scores of interpretive and legisiative
regulations will exacerbale the senious existing problem
of the Internal Revenue Service’s inabihity to promulgate
regulations on a imely bas:s.

On the other hand, attempts lo "simplity” any regime of
indexing, perhaps by adopting partial indexing measures.
will introduce new distortions and opportunities for tax
arbrtrage. Taxpayers inevitably will devise lechniques to
explot any discontinumlies created n the process of
simplitying an indexation system. Such exploitation could
be preventied only by adopting rules that are equally,
not more complex, than the rules that “simplitied indexa-
tion” tried to avoid. There i1s no such thing as a simple
indexation system.

8. Indexing Complex Transaclions

While indexing calculations for the simple sale of prop-
erty for a simultaneous cash payment may be relatively
straightforward, property olten is scquired or disposed o!
pursuant 10 options, forward contracts, section 1256
contracts. instaliment sales, and contracts requinng con-
tingent payments. In addition. property can be deemed
disposed of pursuant to corporate or partnership distribu-
tions Any rational system of indexing would need to
develop rules to provide for indexing calculations to be
made in these circumstances.’ For example, although an

*‘Moteover, Ihe theotetical soundness of any indexation system
13 11seif questionable. 3s discussed in Part V. infra

‘An exceilent description of the generic prodlems associated
woth indexation i3 prowded in Cohen, The Pending Proposa! to
tndex Capital Gans. 45 Taxr Notes 103, 105 (Oct 2. 1989)
(hereinatter  Cohen’)

‘For an excellent descriplion ol the theoretical melhodology
for indexing property acquired pursuant to options. forward
contracts. and section 1256 contracts, see Shuldiner at pp
16-19
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indexation system might include in indexable basis from
the me of acquisition the amount of a purchase money
no!g.' it1s less ciear that indexable basis should include
basis altributabie to conlingent payments for any penod
belore conlingent payments are made.

Every rule or solution addressing such transactions,
however, would impose additionai compulalional burdens
of a magnitude far greater than the single bass calculation
now required upon disposition of an asset Moreover.
these solutions necessarily would be detsiled and com-
plex. and one can expect Congress to svoid difficuit and
inherenlly compiex problems by relying on “regulations
to be provided " The 1989 8., to quole just a singie
example, uses such an escape hatch for RICs and REITs:

[1]n order to deny the benelit of indexing L0 cOrpo-
rate shareholders of the RIC or REIT, the bill
provides that, under regulations, (1) the determina-
tion ol whether a distnbulion 1o 8 corporate share-
hotder s & dividend will be made withoul regard (o
this provision, (1) the amount treated 83 & capital
gain dividend will be increased to tahe into account
that the amount distributed was reduced by reason
of the indexing adjusiment, and (1) such other
agjusiments as are necessary shall be made to
ensure that the benelits of indexing 8re not allowed
to corporate shareholders *

The templation to svoid addressing such significant and
complex 1ssues will be a major concern Personal and
business decisions regarding a wide variety of transac-
tions cannot reasonadly be expecled 1o wai out the
delays. which have become increasingly common, in
promuigating regulations governing a system that could
affect virtually every area of the coge '*

Simplilying conventions. ., will arbitrarily deny
indexation benefils or offer planning opportun-
itles.

Although certain simphfying conventions can be
agopted. those simplifications will arbitranly deny indexa-
tion benelits or olfer planning opportunities For example.
the 1989 Bill dented indexation benetits to options '* This
denial would inappropnately deny infiation rehel to pur-
chasers under options and extend overly generous bene-
Iits to sellers under options Moreover, for taxpayers who
are deemed (0 sell property by reason of corporate or
partnership distributions, simple mechanical ryles com-
panng basis and selling price can operate to deny indexa-
tion benehits entirely.

C. Disputes Regarding Timing of Asset Transfers
Because indexing basis would amphify the degree to
which 8 taxpayer's hoiding period allects tax liabihity
when an asset s disposed ol, any indexation system will
produce numerous new legal disputes relating to the

18ul see d:scussion O "dedt arbitrage in Part 1N 81 infra
*House Report. pp 1478-1478 (emphasis added)

:See Part 111 C 6. mnirg

*See PartiliB 2 mnira.
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precise ime 1ax ownership 18 trealed as having passed.
Assels may be translerred in a vanely ol ways, such as
instaliment sales, conditional sales. sales pursuant to
options. and long term leases, that obscure the proper
acquisition or disposition date for tax purposes. Although
determining when an asset is acquired or soid 1s neces-
sary ungder present law for determining the taxable year
to Report gain, the taxable year (o begin depreciating
property and several other purposes. the precise time
that an asset s acquired or sold in 8 taxable year seldom
18 of any signilicance.'? Indexing basis changes all of this
and inevitably will lead to a8 meaningtul increase n
disputes over these 1ssues.?

Careful consideration must be given to the
siready complex rules gcverning the tacking
and tolling of holding periods.

0. Holding Period Rutes

In any indexation system, careful consideration must
be given t0 the already complex rules governing the
tacking and toling of holding penods. Although the
present rules could be used for many situations, spectal
rules modilying the present law “tacking rutes applicadble
to wash sales.'* stock acquired pursuant to the exercise
of nghts scquired in a tax-free distndution.' and the
treatment of property acquired from a decedent may dbe
needed '* Al the same time, consigeralion would need to

‘1See Part iV B . infra.

‘Furthermore. the theoretically proper time for indexing to
begin orend s atthe ime that the "risk of inflation “ with respect
to the properly passes and not at the time that the technicai 1ax
holding period commences or ends See Cohen p 105 im-
piementing this theoretically correct sotulion would be difticuit

_ 4t best snd would Qive nse in at least some cases to the

obviousty undesirabie resuit of taxpayers having two ditferent
holding periods 107 the property However, failure 10 address this
1ssue will resuit In lanpayers receiving inftation rebiel in cases
where they have no risk of inftation For example. assume that
individual A conlracls to sell stock Or other indexable assels to
tax-exempl enlity B at 3 lixed price. (he ¢io3ing 10 OCCU? two
years ailes the date of the contract Whese does A's entitiement
1o intighion adjusiment end? Moreover, 1he risk of intlation would
be a new element of ownership to be considered in the already
murky area of hoiding penod determination

‘‘Under present iaw. the holding pernod and basis of property
acquired 1n 3 wash sale ncludes the holding perniod and loss
reahized on the sale of the substantiaily identical property code
section 1223(4) This form of tacking generally places the wash
seller in the same position as if he had not sold the property
Nevertheless. where hoiding penods are lacked and the deferred
1088 13 added to basis, the "compounding™ eftect of allowing
indexing based on an amount that exceeds fairr markel value
argQuably confers an inapproprnate benehit on the short seiler
See text sccompanying In 60, in/ra.

“Unless modified for purposes of the indexing calculation,
sections 1223(5) and 1223(6} would deny the beneits of indexing
for that portion of the basis of stock allocable to the basis of the
pre-exercise holding pernod of the rights

‘It would be nappropriate to apply lor purposes ol any
indexing catculations, section 1223(11), which provides a8 mint-
mum one-year holding period for property acquired from a
decedent where the basis of the property 13 determined under
section 1014
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be given to moditying the “tolling” rules that apply in
connection with short sales,'’ straddles,'* and commodity
futures transactions.'®

Furthermore, the number of necessary exceptions and
special rules would increase significantly if a system of
“partial indexing” 18 adopled. For exampie. if the benehls
of indexing were granted to individuals but not corpora-
tions, virtuatly all the holding period and basis rules
relating to transactions batween corporations snd share-
holders would have to be modified i1n 8 manner thal
undoubtedly would enhance their complexity ® Finally, 8
detailed set ol special holding period tacking and tolling
rules would need 10 be adopted for transition purposes.

E. Olher Statutory Complexity

The code already provides for indexing of varnous
items (lax brackels in particular), and these indexing
provisions must be coordinated with any dasis indexing
provisions 10 prevent the granting of double benefits.
Consideration would need to be given to the extent that
the benehts of basis indexing should be preserved where
basis 1s 10 be reduced under seclion 1017. Modgification of
compulations under section 1231 may be necessary. it
corporations are inciuded 1n an indexation system, con-
stderation must be given to the treatment of earnings and
protits, consolidated returns, section 304, and many
otlher aspects of corporate lransactions.?

Rules must be created to address the trealment of
common individual investiments such as insurance poli-
cies. vanable annuity contracts. and voluniary contribu-
tions to pension plans. Compulation ol a taxpayer's in-
come in each of these cases requires more than merely
determining basis, holding period. and amount realized.
Rather. the withdrawal of assets and recovery of basis
over time wili require the development ol special indexing
rules that will further complicate the treatment of these
relatively ordinary products.”? .

"'The simplest approach to short sales would be 10 treat the
short and long posilions as separate transaclions and 1ot therr
respective holding penods lor the penod that the taxpayer holds
both posi:ons The 1989 Bill adopted this approach However,
this simple rule can lead to anomalous results, most olten
favoning the taxpayer See Shuldiner. p 15

'The tolling rules of Temporary Regutalion section 1 1082(bd)-
2T will produce anomalous results similar to those under the
‘simple” approach to short sales Moreover, unitke the pro-
taxpayer ellect of 1thess anomalies generatly, these rules woutd
particularly favor the government with respect 10 the treatment
of quanhed covered cali options™ (within the meaning of sec-
uon 1092(¢}{4)) 1113 unclear that the same policies that underiay
the 1olhing of holding penod for qualilied covered Calls should be
apphed to exclude the denefis of indexing (or the stock with
respect to which the call option is written

''The special rules contained in section 1223(8) must also be
coorgingted with the oplion rules described in turther detail in
Part 1t 82, inlra.

#*These rules are discussed in turther delail in Part 111 B3¢,
niea

'Forthe equally troubling prospect ol excluding corporations
from an indexalion system, see Part || F.and Part 11183, infra

HAnnuity payments generally are tncluded in the annuitant's
Qross income See section 72(a) However. 8 proportion of esch
annuity payment g excluded from gross income to the extent it
represents a return of the annuitant’s invesimentin the iInsurance
or annuity contract See section 72(b){(1) Simiarly, section
72{e) generaily provides 1hal the amount recerved upon sur-
render. redemption, or maturity of an annuity contract should be
included in income only to the exlent such amount exceeds the

1682

F. '‘Selective’ Indexing and Tax Arditrage

Another major concern with respect to any indexation
system 18 whether indexation is to be comprehensive of
selective. Obviously. itis more ditficult to dralt & statutet
all assets and lia™ilites are to be indexed. Moreover, such
a slatute would be far more complex. However, 1 (1) pro-
vision is made for indexing the bas:s of assets without
provision for indexation of habitiies,?® (i1} holding penod
requirements deny the benefit of indexing 10 assets heid
for a short duration, (i} only certain taxpayers are
eligible for the benefits of indexing, or (iv) only certain
assets are eligidle for the benetits of indexing, the prod-
fems assoctated with tax arbitrage become enormous.

Taxpayers are adept al elecling against the
{iscal authority and will structure their atfairs
to recelve favored lax ireatment.

Taxpayers are adept at elecing against the fiscal
authority and wili structure their atfairs to receive favored
tax treatment.?* Accordingly, any system which is seieclive
rather than comprehensive will create opportunities lor
financial engineering adverse to the revenue base, in
effect allowing the law of adverse selection to operate
against the lisc. A straightiorward example of the type of
planning that will be possible 1s for investor A, who is
entitled 10 indexation benefits to purchase indexabdle
property and give a participating mortgage  to investor
8. who is not entitled 1o indexation benetits, elfectively
aliowing the latter to share in the property’s appreciation.
Nevertheless, this arrangement will allow investor A to
benefit from indexation of the entire basis on the property,
while deducting as interest the amount of capital appre-
ciation enjoyed by investor B, truly a windfall at the
government's expense.

annuitant's iInvestment 1n 1he conltract Under section 72(c){1),
an annuitant’'s “investment in the contract”™ 1s defined as the
aggregate amount of premiums and other cons:deration paid tor
the contract, less amounts previously received under the contract
that were excluded from the annuitant's gross income This
amount should correspond to the annuitant’s basis in Lthe con-
tract

Undaer any comprehensive indexation system, an annuitant’'s
“investment in the [annuity or insurance] contract™ (viz . the
annuitant’'s tasis) logically should de indexed for intiation To
the extent an annuity payment or receipt of cash upon surrender,
redemption, or maturity ol an annuity contract represents 8
return of the annuitant's dasis. the annuitant will be overtaxed
upon receipt of an annuity payment if the annuitant's basis s not
indexed for intiation.

NThis resulls 1n augmented basis or expenses without a
corresponding iNCrease in INCOMe of reduction 1n interest deduc-
tions 10 reliect the borrower’'s gain trom the decrease in the real
value of the principal amount of his liability attributable to
ntlation See Part I B 1d .. inlre.

“For an example of the expenence in the United Kingdom
with selectively indexing certain assets, see Appendix 1, In 7
ar.d accompanying text

"For example, the fender receives staled int>rest plus addi-
tional interest based on appreciation in the value of the property.
sudject 10 a ceiling on the aggregate interest rate
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The problems associated with each possidle selective
8pproach to indexing are weliliitustrated by the 1989 Bill
As discussed in Part {11 8., below. this causes tnnumerable
problems.

G. The Trestment of Passthrough Entities

Anyindexation system will create significant additional
complexity in the treatment of passthrough entities. speci-
fically partnerships,. S corporations, mutual funds (RICs),
real estate investment trc sts (REITs), trusts, subchapter
T cooperatives. common trust funds, and conceivadbly
teal estate mortgage investment conduils (REMICs). This
complexily arises in several ways.

First, entity level and interest holder leve! adjustments
must be coordinated so that att adjustments are reflected,
but only once Second, sppropriaie allocations of the
ndexing adjustments among the interest holders must be
provided for. Third. new rules would be requiced for
application of the hotding period tolling rules to pass-
through entiies and their benelicial holders. Fourth,
exlremely difficult prodlems would be presented by a
publicly traded partnersiup, especially the need to dea!
with conlinuous section 754 adjustmenls and other as-
pects of .ndexation adjustments atiributable to partner-
ship assets or interests All of these complexities may
become particularly acute where there are tiered pass-
through entities (e g . partnarships or REITs owning
partnersh.p interests), and the complexilies are lurther
compounded where the benelils of indexing are extended
only 10 certain assets or certain taxpayers. More delailed
discussion of the apphicalion of an indexing regime s
presented below in the discussion of the provisions of the
1969 Bill.» )

Any Indexstion system will creale signilicant
additional complexity in the treatment of pass-
through entities . . ..

H. Cross-Border investment

Addilional complexity will exist for loreign taxpayers
that conduct their U S. activities in @8 manner thal causes
them to be subject 10 US withholding on expatnated
payments. instead of the federal income tax regime
imposed on domestic U.S. corporations or other domes-
tic enbltes Although these foreign persons may avoid
some of the problems associated with indexation applied
lo transactions of domestic entities, an indexation system
will create difficulties for any payments that are subject
to withhoiding based on the foreign person's capital gain
In particular, withholding pursuant to section 1446 wili be
considerably more difficuit.

tn addition, for outbound invesiment!, the :nterplay of
the capital gains rules and the foreign currency rules can
operate to hmit inappropnately the indexation benefit to
which an nvestor shouid be entitied or to offer too
generous an indexalion denefit If. for example, a U.S.
investor purchased an invesiment in a "strong” currency
and earned an overall (1 e, combined currency gain and
property appreciation) return exactly equal to the rate of
nflation. it would seem approprnate under an indexation

2See PartilIC , intra
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sysiem to Impose no tax Nevertheless. to achieve this
appuorently simple resuil, foreign currency wouid need to
be treated as an indexable asset, at least to the extent of
the amount invested :n the indexab'a capital asset. On
the other hand, I the investment were 1n a “weak"
currency, and the overall gain were less than the inflation
rate. gain realized on the asset could be compietely
eliminated by indexing, while the taxpayer wouid stll be
entitled to deduct the currency toss This result would be
inappropriate in a system that did not otherwise perm:t
indexing to result in a loss.

111, THE 1989 BiLL: A REVIEW

A. In General

Many of the general and specific concerns expressed
above are weli tllustrated by the 1989 Bill Without doubt.
the simplicity of the 1989 Bill is altractive A lew pages of
seemingly clear statutory provisions index the tax system
for inflaion with respect to certain capital assets This
deceptive simplicity, however, conceals an array of
troublesome administrative, computational, and substan-
tiveissues. in particular, the 1989 Bill would have provided
sharp-sighted taxpavers with ampie arbitrage possibilities
One can only imagine the series of technical correction
acts and omnibus reconciliation acl “revenue raising”
proposals which would lollow adoption of a proposal
comparable to the 1989 Bill This part focuses on some of
these issues.

B. Selective Indexing
1. Fallure to index liabilities

8. In general. The 1989 Bill indexed the basis of
capitat assels without any indexing of debt Neveritheless.
inflation’s effect on borrowers and lenders s just as
profound as its sffect on owners of assels As s the case
for owners of assets, the code presently does not account
forinfiation’s effect on borrowers and lenders By aliowing
borrowers generaliy to deduct the entire amount of their
interest payments and requiring lenders to include all

. such nterest 1n income without offsetling adjusiments

for the diminishing real value of the principal amount of
the debt. the code 8s a general matter currentiy overtaxes
lenders and undertaxes borrowers. The partial indexation
system of the 1989 Bill would have exacerbaled that
situation

b. Example. The failure to index debt results in a
gross undermeasurement of the real income of a tax-
payer who borrows 10 finance the purchase of an indexed
asset.”” Assume that Mr A invests $20,000 in cash 0 buy
Biackacre, a nonincome producing real estate asset sub-
ject to an $80.000 mortgage Five years later, when
cumulative inflation has amounted to 30 percent.” he
sells Blackacre for $130.000. satishies the $80.000 mon-
gage, and reahizes $50,000 of cash. Under the 1989 Bill.
the original tax basis of $100.000 for Blackacre would be
adjusted to $130.000 and Mr. A would have no taxable
gain Nevertheless, Mr. A's $§20,000 cash investment has
grown 1o $50.000. an increase far in excess of inflation
wilh respect to hrs actual investment.?*

"See. e g . Durst. pp 1251-1256

"For sumplicity. inflabion and interest percentage rates in this
report will be stated on a cumulative basis. inciuding com-

pounding
"*This example has been borrowed from Cohen p 105
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Itinterest deductions are reflected. the income distor-
hon s even greater. Assume Mr A's mortgage bears 10
percent nterest Mr A would have an annual interest de-
duction of $£.000. or 540,000 over the five-year holding
per.od Under the 1389 Bill, Mr A presumably would have
no taxable gain on Bfackacre and $40.000 1n interest
Jeouchions to be applied against other real estate :ncome.
1 e nis taxable income trom Blackacre would have been
an c.erall 1oss of $40.000. Without indexation. Mr A
wou'l have ataxable gain ol $30.000. interest deduclions
of $44 000 and & $10.000 net taxable loss

¢ Tax arbitrage potentiad. The distortion of iIncome
createg by the failure to index debl wlH encourage
taxpayers to enter inlo tax-motivated transactions Trans-
actions ungoubtedly will be ceveloped to allocate excess
ncome (withoul indexation) to lIow-bracket or tax-exempt
laxpayers and excess deductions or indexation adjust-
ments to high-bracket taxpayers it1s likely, for example,
i this type of environment for investment bankers to
create «nnvestment pools In which tax-exempt investors
wiil receive the income and In which taxable investors
secute deduclions and indexed basis advantages of the
1989 Bl system MNoreover, any indexation system, par-
tcutarty o~e which selectively indexes the basis of assets,
wou'd encourage new attempts 10 create Americus Trust
transaclions These transact:ons attempt {0 separate the
ncome intesest of an invesiment from capstal apprecia-
ton and sell each inlerest 1o separate investors As
ing.cated by thewr tustory. @ the propriety ol such arrange-
ments s questionabdle
d. 1989 Bill solutions to ‘debt arbitrage.’ The 1989 Lull
allemnpled to himtt debt arbilrage opportunities in two
ways Furst. the 1989 bili woulG have amended section
163(d) 10 exciude gain from the sale or disposiion of
indered assets {from the delinition ol investment income
This mitation represents at best a very hmited solution
10 restricting arbitrage transactions mvolving debt hi-
nanced purchases of indexed assels Second. the 1989
Bili goes nO1 allow basis adjusiments that would create of
increase aloss Thisioss iimitation may create situations
where simiarly situated taxpayers witl be treated dil-
terentily and in many cicumsiances the limitations will
be avorded
1. Investment interest limitation. The 1989 Bl in-
vestment interest iimitation solution 1s entirely inetfective
wilh respect to laxpayers tor whom interes! expense 1S
treated as 3 business interesl.” or 3s passive interest.
provided thattne taxpayer has sulficient passive income
Moreover the solution 1s not even effective tor taxpayeis
with sutlticient investment income from nonindexed
sources to otfset theur investment interest expense For
example assume investor Y. who has $10 million a year
ot gwidend income, borrows $100 miliion at 10 percent

See T D &080 1986-1C 8 321 T [ 8080 ssueg hinalregula-
tony o~cer sechon 7701 that dened trust classiication to
Amer.Cus snvestment 1rusts ettectinely prohibding such invest:
menttr sis See Reguiation section 7701-4 Moreover T O 8080
stated trat one ¢t the ma 07 protlems procuced by such (vest-
Tert tru3ts was the potential for comp'er ailocatons of trust
ACome among invesiors with corresponaing'y aitficuitissues of
now such income 13 10 be silccated tor las purposes  For an
erce ent descrphion of these 17ansachons ang ther legisiative
arg 3™ strative Nis1Ofy Se@ VWaiterang Sirasen Tre Amercus
Trust Prme and Score Unds 65 Taies 221 (1987}
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interest and purchases a $100 million capilal assel that
quaties lor indexation The 10 percent interest expense
on investor Y's $100 mi%ion loan matches her dividend
income of $10 milion One year later, investor Y selis her
capital asset lor $105 milion after having recewved $5
mitiion tn cusrentincome from the asset Ifinflation s five
percent, the indexed basts of the asset 1s $105 million,
and investor Y recognizes no gan or 10ss on the sale of
the asset After repaying her ioan, invesior Y18 left with
$10 miliion, and has efteclively transtormed $5 million of
her $10 mithon dividend income 1nto tax-free¢ income
This transtormation anses fromanvestor Y's ability to take
interest deductions at theer tull nominal amount, while
repay:ng her loan with inflated dollars

Fallure to allow Indexing to generaie losses
will resuit in dissimilar treatment for taxpayers
with identical economic Incomes.

In a tull indexation system, investor Y's nominal intet-
es! deduction would be decreased by the amount of
inflationary gain She realizes as a torrower from the
diminishing real value of the toan principal Il interest
deductions were indexed in this manner, the 1989 Bill's
investment interest simitation would te unnecessary In
the example above, investor Y's $10 mthon interest de-
duchion would be decreased by $5 milhion. the amount by
which the real value of the $100 m:llior. loan prinCipal has
dechined in one year due 10 five percent inflation As a
result, 1n a fully indexed system, investor Y's netincome
would be $10 million. 1 e . $15 milior dividend and other
income less $5 milhon indexed interest deduction The
exclusion from the computation of rivestment income of
investor Y's indexed gain from tho sale of her capital
assel under the 1989 Bill .8 ineffective because she has
sutlicient investment income to dlisel her unindexed
deblnterest expense

it. Loss limilation. The 1989 BilI's foss limitation
approach to debt arbitrage alsc 1s problematc Furst,
fallure 10 allow indexing to generate losses will result in
dissimitar treatment {of taxpayers withidenticai economic
incomes ' For example, A purchases stocks X and Y tor
$50 each and B purchases stock 2 tor $100. It stock 2
appreciates 1o $200. stock Y to $200. and stock X depre-
crates to $0. A and B both hav2 economic gain of $100
However, because of the loss himitation rule, A wili
recewve no indexation benefit on his losing investiment in
stock X. and the indexation benefit from his profitable
investment 1n stock Y, with an indexable cost basis ot
$50. will be only hall of the benehit realized by B. who has
an indexable cost basis of $100 for stock Z :

In addition. 3 10ss disallowance rute will exacerbate the

lock-tn ellect of the caoital gains tax by encouraging
the asset holder to hold the asset until the full indexation
benelit can b used, 1 @, unlil the asset’'s fair market vatye
at least equais 11s indexed basis This result can only be
described as ironic in the context ol a proposal intended
generally to lessen the tax burden on capttal gains
¢. Olher possible solutions. The problem of debt-
related arbitrage can be soived Complex debt tracing

' Cohen, p 108
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fules would prevent the avoidance of the invesiment in-
terest hmitation contained in the 1989 Bill. Simularly. such
lracing could be used as a mechanism for providing
indexing only to a taxpayer's net (1 ¢ . equity) investment
'n property Although tracing may be the mosi expedient
method of addressing debt arbitrage, it is wel) ungerstood
that to the extenl money can be considered fungible,
tracing rules will be artificial and will tend (0 favor the
most credilworthy laxpayers For example, the rules
disatiowing interest incurred to carry tax-exempt obliga-
tions are largely meaningiess to wealthy individuals who
can borrow against portlolios of stocks or taxable bonds
10 invest in lax-exempt obligations Moreover. we would
not recommend a lurther complication of the already
complex tracing rules associated with the different treat-
ment of interest with respect to personal expenditures,
personal residences. trades or businesses, passive activi-
uies, portfolio investments and olher investments, not to
mention source rules and foreign tax credit calculations
We are greatiy concerned that crealing any further re-
l'ance on debt tracing would only turther entrench the
current system and hinder legitimate simplhihcation
efforts ?

Further rellance on debt tracing would only
turther entrench the current system and hinder
legitimate simplification efforts.

The dedt arbitrage problem also could be solved by
disallowing interest deductions atinbutable to the acqui-
sion or holding of tndexed assets This type of solution
would be highly dependent on problematic debt tracing
rules, as discussed above, and undoubtedly would create
major complextty »?

Stil another means of solving the problem would dbe
the "avoided cost” method now used lor construction
periogd interest This would tnvolve signiticant complexity
in aliocating dedt to specific assels for purposes ol
denying nflalion adjustments, particutarly in situations
where debt levels change frequently

2. Exclusion of certaln assets from indexation. The
1989 Bill makes unprincipled distinctions by granting
indexation to certain capital assets and denying indexa-
tion 1o other assets that are equally allected by infiation
Forexample. the 1989 Bili does not allow indexation with
respectto debl and certain debdt-like assels, as well as atl
intangible assets other than stock, even though these
assets a e demonstrably affected by infiation 8s signiti-
cantly as assets that are indexed under the 1989 Bill
Moreover, convertible debt, warrants, options, and other
contracts with respect 10 stock are denied indeaing
despile economic attributes very similar Lo assets that are
indexed under the 1989 Bili In addition, the Iimitation ol
ingexation benetits only o capital assets will deny index-

+See ietter from Arthur A Feder. Chair of the New York State
Bar Assoc:ation Tan Sectron to Chairman Rostenkowsks, recom-
mending among other things simplification of the interest alloca-
10N tules (Apn 23, 1990)

"'See eqg. New York State Bar Associalion Tax Section
Repart on section 163()) (March 14, 1390)
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ing benehts to taxpayers who sell properly construcled
over a long period of tims, such as 8 construction project.
sophisticated equipment, or property descrnbed in sec-
tion 1221(3). even though these taxpayers suffer the
eflects of intiat.on in much the same way as holders of
capital assets. These exclusions are arbitrary and often
Hiogical

Under the 1989 Bill, stock received by the conversion
ol convertibie debl, for example, 1s allowed an indexation
adjustment only for the period after conversion: the
holding period of the convertible debt before conversion
1s excluded. In conlrast, convertible preferred stock ap-
parentiy would quality for indexation throughout a share-
hoider's holding penod Afthough the 1989 8ill excluded
preferred stock from indexation, it dehined preferred
stock as stock with fixed dividends and no significant
participation in corporate growth Converlible preferred.
by virtue of the conversion privilege, should be considered
as participating i1n corporate growth, and therefore quality
for indexation Even accepting the premise that debt
assets should not be indexed !l an indexation regime 1
adopted. a premise we believe faulty, (118 truly impossibte
to rationalize this gistinction, particularly tn a tax system
where convertible debt can be converted Inlo stock
without gQain recognition and with a carryover basis and
tacked hoiding penod Disparate treatment of convertible
preterred and convertible debt would simply aggravate
the already problematic distinction between dedb! and
equily.

Warrants, options, and other contracts with respect to
stock are aiso ineligible for indexation under the 1989
Bill  The investment in or hoiding penod of the warrant
or oplion pnor to exercise or disposition would thus not
have the benefit of indexation The reason for this ex-
clusion 18 unclear, bul it may reliect a limited attempt to
prevent the tax arbitrage opportunily that might arise if
the option writer (who 1n 8 properly structured system
would be hurt by indexing) is a low bracket or tax-exempt
taxpayer (e.Q . & pension trust or [oreign person) and the
oplion holder (who would beneht from indexing) s 8 high
bracket taxpayer. In any case, the exciusion 18 illogical,
as the following example shows

Assume A purchases an oplion for $50. which gives
him the right to purchase one share of XYZ Corp stock
three years later for $100 Infiation over the three-year
per:od amounts to 35 percent. il the tair market value of
XYZ Corp stock 1s $165 when A exercises the option, and
A immediately seills the XYZ Corp. stock, what should be
his taxable gain? Under the 1989 Bill, A would have 8 tax-
able gain of $15, since the sum of the option purchase
price and the exercise price for the XYZ Corp. stock 1s
$150, $15 less than the fair market vatue of the stock In
real economic terms, however, A has 8 10ss on the option.
the 35 percent inliation, when applied to his oplion
purchase price o! $50, would require XYZ Corp. shares to
sell at a fair market price of $167.50 for A to break even
($50 plus 35 percent inflatron ptus $100 exercise price)
Simuar results occur if A sells the option instead of
exercising it Thus, if A sold the option for $60, he would

1*The 1989 Bril also excludes from inderation OplOns con-
tracts. and other rights to acquire an interest 1n property The
problem descrnided here w:th respect to stock oplions thus aiso
woL!d 8pply 10 80 0pLioNn 10 purchase real property
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suffer a real economic loss of $7.50, yet would have 8
laxable gain of $10 under the 1989 Bill.

Under current law, the exercise of an option or s
warrant 13 not a taxadble event. and the cost of the
exercised Option Or warrant increasss the properly's
sales price and cost basis. This treatment recognizes
imphicitly that amounts paid lor an option properly are
treated as a cost of acquiring or proceeds from the sale ¢!
an interest in the properly. Accordingly, to refiect the
actual economic cost of the property. the holder of a
warrant or option shoutd be allowed 10 index basis
attributable to the purchase price of the warrant or option
for the period belore its exercise wilth respect to any
propertly received upon exercise.” Similarly, holdérs of
warrants and options also should be able to index their
basis with respect 1o gains upon disposition of a warrant
or option

The denial of Indexation benelits to intanglble
assels exceptfor stock raises significant prob-
lems.

Further, the denial of indexation benelits 10 intangible
assels except for stock raises significant problems First,
this arbitrary distinction will cause taxpayers in 1dentical
economic circumstances to be taxed ditferently based on
their choice of investment vehicle. For example, payments
made with respect to stock market indexed debt instru-
ments or stock market indexed annuities will reflect
nfiation in the same manner as stocks underlying the
ndex. yet the 1989 Bili would provide no indexation

Moreover, in practice the distinction between tangibte
and inlangible property will lead 10 numerous disputes
regarding allocation of purchase price where tangible
ang nlangible assels are sold together For example.
where a lessee of real property sells the leasehold inter-
esttogether with any self-constructed improvements, the
1989 Bilt would make 1t mutually advantageous for the
buyer and seller Lo atlocate as much of the purchase
price as possible 10 the improvements to maximize actual
or potential indexation benefhits Such an allocation would
be unlikely to have great signihcance under current law,
since the buyer wilt depreciate both the leasehold and the
improvements Over the remaining term of the leasehold
Although current law places limitations on artihicial at-
tocations. the 1989 Bill would test the eftectiveness of
current law 1n new Circumstances, with uncertain con-
sequences

Finally, 1t appears to us to be somewhatincongruous 1o
allow indexation ol corporate stock without regard to
whether the corporation holds assets that would be
indexable it the corporation itsett were eligible for index-
ation One might argue that by reason ot this feature. the
1989 Bill represents a haphazard form of corporate tax
integration more than a principled mechanism o provide
tntiation rehe! for deserving assets.

“See Shuidiner p 10

“C! sect:on 1234 (grantng sale or exchange treatment to the
expirahion of options. 1n elleqt providing prelerenial capial
gains 1r- atment)
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3. Benefits for only certain taxpayers. Limiting the
beneht ot any favorable method of capital gains indexa-
tion (0 specific taxpayers will create additional complexity
and distortion of the tax system. in this regard. the 1989
Bill would creats other arbitrage opportunities. The 1989
8ill does not sliow C corporations to index assals, bul
allows shareholders 10 index their basis in C corporation
common stock. In contrast, under the 1989 Bill, pass-
through entities such as parinerships and S corporations

- would be aliowed 10 ‘ndex their assets, but individuals

would not be allowed to index their S corporation shares
of partnership interests.

8. Distoried incentives for holding assels. Making
basis indexing available to some but not ail taxpaye’s
creates an artificial incentive for those laxpayers per-
mitted {0 basis indexing to hold eiigible assets relative 1o
taxpayers denied the benelils of indexing. Moreover, the
introduction of this tax-related incentive will tend to
result. as would any uneconomic incentive, In an ineffi-
cient allocation of resources.’’ While this resull s unde-
sirable 1n its own right, the inevilable engineering of
transactions designed 1o maximize the availability of the
benelits of indexing will aggravate the distortion.

b. Exclusion ol C corporations. The exciusion of C
corporations {rom the indexing system under the 1989
Bill disproportionately taxes individuals who invest
through C corporations. For example. 1n contrast (o the
tilustration presented in Part (11 B 1 b, above, assume Ms
B invests $§20.000 in a C corporation, recewing ail s
stock if the C corporation borrows $80.000 and purchases
Whiteacre for $100.000, the corporation wouid not be
able to index 1S basis \n Whiteacre and Ms 8 would be
able to 1ndex onfy her $20,000 bas:s for the corporation’s
stock The tax burden on Ms. B8's investmentin a C corpo-
ration wou'd be significantiy higher than Mr. A's similar
investment as an individual ¥

As a result, the bias against C corporations in our
current system wiil be (urthered Consequently, well-
advised taxpayers will be further encouraged to use
partnerships or S corporations to avail themseives of the
benelits of indexing. This bias against C corporations,
already exaggerated by the "inversion” of individual angd
corporate tax rates and by the repeal ol the General
Utiities goctnne 1n 1986, undoubtedly has contributed to
an erosion of the corporate revenue base Nevertheiess,
not all taxpavers ¢an use subchapter S’ and partnerships
may not provide adequate hability protection Thus, the
aiready asymmetrical system of taxing incorporsation and
dissolution of corporations that was created by the 1986
Act* now will further penalize the uninformed or those
who must use the subchapter C mode.

UNeedgiess t0 say. providing tax incenlives 10r holding certain
assets in favor of others without clear polcy justihication 1s a
major retreat from the ‘level playing Lield  policy of the Tax
Reform Act of 1986

"This example has been borrowed trom Cohen. p 105

“A common example of inability (o use Subchapter S woutd be
aslart-up veature which Incorporated 1o achieve limited hability
and which Nas 3 COrporation as a8 major equty tunding source

*le therepeal of Generar Uti:as permils the 1nCOrporation
of appreciated assels tax-free. but iImposes a tax upon the
wilhdrawal of the same asset trom corporate solution
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c. Enlorcement ol e limitation: additions! statutory
complexity. The 1989 Bill contains only broad and vague
regulatory authority designed 10 assure that the benefits
of basis indexing sre himited o intended beneficianes.
Spacitically, the 1989 Bill provides the IRS with the
authonty to disallow all or pant of any indextng adjustment
in the case of any transtsr, the “principal purpose” of
which is 10 secure or increase the indexing adjustment
The 1989 Bilt aiso would deny the Indexing adjusiment
for sales of depreciable propertly between certain related
parties These ruies are hikely to prove inadequate to mit
the benefits of indextng only to the intended beneticiaries
in particular, the “principatl purpose” star.dard 18 likely to
prove ditficult for the IRS to administer.*'

The 1989 Blll would unfairly prevent the in-
tended beneliciaries from receiving the benelils
of Indexing In certain circumstances.

Al the same time, the 1989 Bilt would untairly prevent
the intended beneficianes from recewving the benelits of
indexing «n certan circumstances Forexample, consider
the sole individual shareholder ol 8 C corporation who
contribules 10 the corporation properly thal has appre-
ciated. but whose fair market value and indexed basis are
the same The policy of the 1989 Bill would indicate that
the precontribution gain in these circumstances should
not result in any tax This would require the corporation
in the example 10 recerve an increased basis for the
indexalion availadble to the individual betore the transfer
of the appreciated property to the corporation Other-
wise. the 1989 Bill would cause the shareholder to sutfer
trom the possibility of corporate taxation upon a post-
contnibution sale of the corporation’s assets without the
benefit of inflation adjustments Even though the potential
tax could be avoided if the shareholder sold the property
ang contribuled the proceeds. this will not always be a
practical solution, particularly where the property 1s
unique andg necessary to the business

These deliciencies in the 1989 Bill could be cured hy
ambitious statlutory modifications, addressing a wide
array of difterent possible transters of assets from rng.bi'e
to wneiigible or ineligible to eligible taxpayers O terent
rules would be required for transfers between reiated
parties and transters between unrelaled parties In acdi-
tion. dilferent rules will be appropriate tor transiers in
taxable and tax-free transactions

Further. special rules will be needed to address basis
and ho!ding period problems of transferees particularly
tor assets acquiredintax-freetransactions Other special
rules will be needed 10r corporate partners as well as for
conmversions of C corporations 10 S corporations and vice
versa Finally, rules would be required tor addressing
situations where related ehigible and ineligible holders of

A princpal purpose standard has been nolably diltficuit to
apply under code section 263 See O Walls. AcqQuisihions AMade
10 Avo.d Tares Sect:.on 269. 34 Tax L Rev 539 549.552 (1979,
{discussing comptenities ol ‘prinCipal purpose test) In fact o
was rargety the inettectiveness of section 269 that ted 10 the
enactment of section 382 1n bOTN its present and earler versions
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assets hold otfsetting positions with respect to capitsl
assels Numerous dispules ansing from the spphication
ol these special rules are easily foreseeable.

4. One-year holding period. Other provisions I1n the
1989 Bill raise recognition and liming issues. The 1989
Bill imposes a one-year minimum holding period before
an eligible asselis indexed Several problems immediately
present themseives with respect to this seemingiy 1n-
nocuous requirement. First, taxpayers wili be required to
separate their securities porifolios, capital assets, and
assets used in 8 trade or business between assets held
less than one year and 8ssets held more than one year.*?
With virtuaily no preferential treatment of long-term as
opposed to short-term gains under present law, the
extent to which this must be done currently 18 limiled
Second. taxpayers will time their transactions so as 10
quahfy or not for indexatton, depending on the different
tax outcomes Third, with respect to the interaction o!
this provision with the 1989 Bill's separate indexation of
any substantial improvement to an indexed property.
taxpayers will be required to keep track of and make
independent indexation calculations for an indexed pro-
perty and each substantial improvement to1t, and exclude
entirely from indexation the dbasis sltributable to any
substantial improvements less than one year old

The 1989 Blli's provisions for passthrough. ..
will create great disparities between the direct
ownership...and.. .ownership_ . through a
passthrough entity.

C. Passthrough Entilies

1. In general. The 1983 Bill's provisions for passthrough
of \ndexalion adjustments are protiematic in many re-
spects As discussed below, these provisions will create
great dispanties between the direct ownership of prop-
erty and the ownership of that property through a pass-
through entity. Although these disparities in many cases
will favor the government, 1n many situaltions the tax-
payers will be lavored with benehicial resulls and attractive
planning opportunities

2. Partnerships

8. Allocation of indexing benetits. The proper alloca-

tion of indexing benelits among partners s not as simple
as it initially appears A simple rule apportioning the
indexat:on adjustmentin proportion to the overail partner-
ship income allocation would notbe sufficient For exam-
pte. A and B form a partnership A contributes property
worth $100 and A and B both contribute services The
partnership agreement provides that on liquidation the

“'See. e ¢, Hoerner, Indexing Capital Gans The British Ex-
perience. Tax Notes—News Anaiysis 988, 989 (Feb 26. 1990)
According 1o Phiip Levi. personal tax manager for Grant
Thoenton, the one-year holding penod created “a great deai of
bother over the tming of transactions’ and the separation of
assels held less than one year and all other assets /d The one-
year holding period was ehiminated from the Brtish indexation
system by |he 1985 reforms which allow indexing from tre
month of acquisiion 1brd

1L 14



SPECIAL REPORTS

fir$1 $100 of proceeds are paid L0 A, the remainder split 50
percent each. A receives the lirst $10 ot annual partiner-
ship income and the remainder 18 divided equally de-
iween A and B.

In effect, A is being treated as the continuing economic
“owner” of the $100 asset and is receiving payments (10
percent ol income or $10 per year) lor the partnership’s
use ol the asset How should the indexation adjustment
be allocated (f the property is sold after two years for
$170 and A receives $45 and B receives $257 Since A
supplied ali the parinership capital. should B receive any
partofthe indexation adjustment? Presumably, A should
be aliocated the entire indexation adjustment upon dis-
postion of the assetl, rather than a simple aliocation
according 10 the partners’ overall interests Unless some
mechanism were created 10 achieve this result, 1t 1s easy
10 see how indexation benehits can be transierred at a
taxpayer’s option On the other hand. even if such rules
were putinto place, benefit shifting still wouid be possible
to a sigmiicant extent by modilying shightly the form of
the transaction, making the partner entitied to the pre-
ferred return as a lender.

The altocation problem becomes even greater if part-
ners share income unequally. e g, A receives 1) percent
anc B 30 percent of the partnership income until A re-
ceives $100 return and income is shared equally there-
atter. or some other formula of shitting income allocations
1$ used 1.8 unclear under the 1983 811t how indexation
adiusiment allocations should be made n such situations
Rules will be needed to handle such allocation i1ssues
Noreover. the formulation of rules governing such alloca-
ton issues should not be ieft to reguiations because the
allocation prodlem is iImmediate and widespread.

b. Timing ol adjusiments. Under the 1989 8ili. the
basis of a partnership interest generaliy 1s indexed with
respect to an indexable partnership asset only when the
partnership disposes ot the asset In addition, if a section
754 election s 1n effect, a pariner transferring his interest
wiil receive 8 share of any ingexation adjustment that has
accrued al the partnership tevel at thattime Thus, for the
first me section 754 will provide a positive benelit for
the seiler. as well as \he buyer, of a partnership interest
As a result, lranslers of partnership interests will raise
issues reqarding the allocation of indexation adjustments

First. section 754 elections almost always are made on
a tax-molvated basis For example. suppose A, B, and C
tormthe ABC partnership to purchase anindexable asse!
fcr $150 After 10 years. the asset has a lair markel value
of $180. but an indexed basis ol $240 It partner A sold his
parinership (nterest for $60. he would recognize a $10
gatn, 1t no section 754 election 1s.in eltect

At this point, the House Report on the 1989 Bill inex-
plicably tails to provide clear guidance with respect to the
ntenged treatment of the indexation adjustment with
tespect 10 partner A's transferee, new partner O The
House Report states that the “transteree partner wiil be
entitied to the benelils of indexing for ntlation occurring
after the transfer ** This would suggest that the transferee
partner does nol receive, upon a subsequ#nt disposiion
of the partnership asset, a proportionate share of the
indexation adjustment that hao accrued atthe time of his
acquisiion ol a partnership interest In contrast, however,
Exampie (J) of the House Report provides that transferee

*House Fepon 0 1479 (emphasis agded)
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partner D would. 1l no seclion 754 election 1s in eflect,
receive a proportionate share of the partnership’'s indexa-
tion adjustment with respect to the asset. inciuding the
indexation benelil accruing before he joined the partner:
ship.** The failure of the 1989 Bill to provide a clear rule
for such transactions is another exampie of the comple ity
involved in any indexation system

The correct resuit in this situation 1s far from clear I a
transteree partner receives only indexation benelits ac-
cruing after his purchase of a partnership interest, the
partnership will be required to track not only the indexa-
tion adjustment applicabie to a particular asset, but also
the amount of indexation accrued wilh respect to each
partner at all times. Upon a partnership’s sale of an assel.
the partners would receive different indexation adjust-
ments according to the exact date each partner joined
the partnersnip, the amount of indexation adjustment
accrued at that time with respect to that particular asset.
and the amount of indexation adjustment occurnng after
the partner joined the partnership. This would clearly be
an admuinistrative and computational n.ghtmare **

On the other hand. f Example (3) contains the correct
rule under the 1389 Bill, partner A's sale of his partnersnip
interest to new partner O would not result in the loss ot
accrued indexation benefits with respect to O's partner-
ship interest, and the partnership’s abiity to ulilize the
tull $240 indexed basis of the asset would continue New
partner D thus would receive the previously accrued’
indexation adjustment benetit {rom the partnership prop-
erty if the properly appreciates after his purchase So
long as the partnership is not dissolved and the proceeds
ol sale remrain 1n partnership solution, no tax well be
imposed on the potential permanent ditference between
“outside” and "inside” basis

The exaggeration of any dillerentiasl between
outside and Inside basis of the parinership
may provide for abusive planning possibilities.

Furthermore, il the ABD partnership subsequently sold
the asset for $240. partner D would receive tiowthrough
of the indexation benelils equal to $30 (one-thirg of the
diflerence between the assets indexed and unindexed
basis), increasing his basis 1n his partnership interest 10
$90 Ifthe partnership distributed the sale proceeds 1o its
partners. partner O would receive $80 lax tfree. although
his investment has increased n value from $60 to $80
duning a period in which no lurther inflation occurred In
sum, partner A in eflect transterred to partner D the
potential for $20 of tax-tree future appreciation in the
partnership's asset

Second, the exaggeration of any differential between
outside and inside basis of the partnership may provide
for abusive planning possibihties 1l onginai partner A
were tax-exempl or otherwise able to offset the gain upon
transter of hus partnership interest 10 D. the tax benehts

g

“‘These probiems are even more pronounced for partnerships
such as law hirms or accounting hirms whose pariners interests
frequently shdt from year 10 year without any sale o7 exchange
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of such transactions would be lurther enhanced. For
example. it partner O wn Exampie 3 of the House Report s
aforeign individual and ABD s a U S partnership doing
business outside the U S . and the partnership sold the
indexed asset in alegitimgle transaction and realized the
qgain offshore, there wouli be no US. tax Nevertheless,
the foreign individual would have the artilicially high
basis and may be able to transfer the asset lo a US
corporation, which would then have the “built-in" loss **

Section 754 therelore. will assume even greater impor-
1ance There will, however, be circumstances where the
section 754 election 1s no! available (e g. because all
partners do not consent) or the partnership inadvertently
fails 1o elec!. or the partnership 13 sullicientiy large and
complex that the cost of making section 754 calculations
15 simply 100 high Moreaover. il partnership assets have
depreciated. it 1s ynlikely that & section 754 election
wouid be made *° This may lead to thoughts of making
section 754 elections mandatory. similar to the treatment
ot section 704(c) by the Deticit Reduction Act of 1984 At
this point, one should receall that, after six years, regula-
tions governing the mandatory section 704(c) provisions
have not teen forthcoming. with consequent difficult
problems for legitimate business transactions

The rules are clearly not consistent for S corpo-
rations and partnerships.

3. S corporations. The provisions of the 1989 Bitl re-
‘ating to the treaiment of S corporations and their share-
rolders raise several ol the same issues as for pariner-
ships discussedinPartVi B3 b, Timing o! Adjusiments.”
above Nevertheless. certain additional issues are raised
1n particular, the rules are ctearly rot consistent for S
corporalions and parinerships No analogy to section 754
evists tor S corporations. with the consequence that a
shareholdger who sells his interes! wtll be at a severe
Jdisadvantage toacomparably situated partnet with a sec-
tion 753 e ection in place This situation will be en-
counterea lrequently where the S corporation nas 5ssets
thatare roltreely transferable suchasafranch: e a‘at
contract oranonassignablelease Inthesecrcumerances
the S corpcralion stock can be s01d ¢sua.ly witho .1 any

“Even withcul erg neered abuses he atiiily 10 trans'er in-
‘eresis n partnerships the tair market vatue of whose assets 1s
relow the partnersmip sindeaed basis creates an :vherentiy tax-
30.3ntaged nvesiment The aovantage fies in the fact that
A1 at 0N ad Lsiments al the partnership level wili cantinue to be
£ase3 0N tre Nigh £as:s whi'e any appreciatlion in the asset will
occur Dased on the assel s 1ar markel value \White this Uy pe of
pnenomenon olcurs upon the transter o any partnership inter-
et where 'ra partnership has gepreci.ated assets ingexing wul
37eat'y ccmeound tis effect in a potentiaily Lritiess way

* 11 should he noted that the absence oOf 3 section 754 election
1t the partrersnip 'evel can be miigated whete the pattners
©3s § 0 thert parlnershp interests exceeds the parinerships
£350% 10 05 assels whan the partnership «s deemed Lo iquidate
Lraer sect cn T8 since the rules under sechion 732(b) provide
LArteers weth 3 step-up «n the basis of partnership property to
tre Basiyn tRe rparirersh D enterests ueoN such a distebution
Jteheparttelst p s assels
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signilicant tax detniment to the seilers. in addition, even if
the S corporation’'s assets are freely transierable. the
seller of a minonty interestin an S carporation witl not be
able to receiveindexation beneflits on the sale of is stock.

In addition, it is not clear under the 1989 B8ill how
indexing adjustments would be allocated where stock i
soid during a taxabdle year. Although it may be reasonabie
to assume that indexing adjustments would track atloca-
tion of gain, 1t is possible that the 1989 Bifl intended that
the adjustments be made on the basis of the time ot sale
Discontinuilies in economic appreciation and basis adjust-
ments will be created by e:ther approach, particularly in
light of the spectal rules for allocating gain in the case of
transactions that terminate S corporation status, that
terminate 8 particular shareholder's ownership, or that
involve a transfer of more than 50 percent of the corpora-
tion’'s stock Finally, the statement of the House Report
that “indexing does not apply” for purposes of sections
1374 8nd 1375 leaves open the manner in whichindexing
computalions will be made where sections 1374 or 1375
are applicable

4. RICs and REITs.

a. Ingenarsl. The 1989 Billallowed RICs and REITs to
index their taxable income and earnings and profits In
addition. to the extentthat aRIC's or REIT's assets quahfy
forindexation, the 1989 B4l atiowed 1ts individual share-
holders 1o index their bases for the RIC or REIT stock
Corporate shareholders, however, were denied these
indexation benefits.

b. Avoldance of loss limitation provisions. The gen-
eral rule that no losses may be created through indexing
clearly wili.be violaled by the rules relating to RICs The
following example demonsirates that shareholders of
RICs will be able to blend gain anc 0ss positions in the
RICs securnties 1n calculating individual gains or losses

Assume that 8 RIC acquires three indexable securities,
each tor $1.000 ** If indexation over three years 1s 20
percent. the aggregate indexed basis would become
$3.600 Assume that asset 1 does nol appreciate, assel 2
depreciates to $900. and asset 3 appreciates to $1.700
Under this scenarto, aone-third owner of the enlity would
be entitied to sell his interest for $1,200, have an indexed
basis of $1.200. and no taxable gan, while an individual
ownerof one-third ol each ol the three assets wouid have a
ret laxable gan of $133 34 (173 of $500 gain on asset 3
after $200 indexation adjustment minus $33 33 loss on
asset 2) This will provide 8 RIC investor with a sizeable
advantage over individual investors 1n slocks and se-
cunties

Aside from the ab:hty 10 avoid the loss Limitation
provisions. RIC shareholders receive additional benefits
from indexing by reason o! continued indexing of thew
RIC stock n the absence of any corresponding infla-
tionary gans on the RIC's assets For example, assume
thata RIC purchases two blocks of stock for §1.000 each
Within one year. one block becomes worthless, while the
other block tnples in vatue Infiation tor the year 13 10
percent It the RIC sold the appreciated shares. it would
recognize a $1,900 gan (1 e . $3.000 minus indexed basis
0f $1.100) After offsetting the capital loss. the RIC would
have a net capital gain of $300 which it distributes as a

"Mouse Report p 1479
“For simphcity diwversihication rules 3re (gnoreg
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capital gain dividend. After the distribution, the RIC
shares would be worth $2,100, yel the aggregate indexed
shareholder basis would be §2.200. The excess basis at
the shareholder level is altrnibulable to the indexing o' &
“nonexistent” asset atthe RIC level (the worthless shares;.
This excess basis either would allow its shareholders to
recognize a loss upon disposition of the RIC stock, or I
losses are not allowed, would allow the shargholders to
avoid recognthion of gain if they sold their stock after the
RIC's assels had further reatapprecialion of $100 Onlyan
unthinkably complex regime of passing through realized
andunrealizedlossesto RIC shareholders for purposes of
indexing calcuiations would prevent this result.

c. Indexing of less than all of the enlily's assels. The
1989 Bl would require a valuation of the RIC's or REIT's
indexable and nonindexadle assets on aregular basis. For
RICs. the 1989 Bill required monthly asset valuations. but
for REITs, due to the difficulty and cost, those valuations
were (equired only every three years While requining
REIT trustees to make "good faith” monthly judgments
regarding 8 REIT's indexable to nonindexable asset ratio,
the 1989 8iil's three-year valuation requirement provides
ample opportunities for tax avoidance and arbitrage.

Further complexily is introduced where the
benelits of indexing basls are intended to be
provided to only certain taxpayers.

d. Indexing for not all taxpayers. Further complexity
1s introduced where the benelils 0! indexing basis are
intended to be provided o only certain taxpayers The
rules 10 elfect thus limitation which will be 1ssued under
requlations, are certain to be complex Moreover, 10
properly limit the benehits of indexing, 1t 1s Likely that
tracing share ownership will be necessary Doing so.
however. will have the undesirable 1t not disastious
consequence of rendering shares 1n a publicly traded
mutual fund nontungible

S. Other passthrough entities. The 1989 Bilt would
create major addihional complexity and opportunmities for
arbitrage with respect to trusts in many respects. the
complexities and arbitrage opportunities will be similarin
nature to those ansing 1n connection with the types of
passthrough entities previously gdiscussed Nevertheless.
many addihonal issues arise

Inparticutar thetaxation of trusts will be burdened with
dithcultcompitationalissuesanising under the throwback
rules, the treatment of disposition ot qualihied real prop-
erly under section 2032A. and the treatment of spht
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interests in property. Moreover. \he technical basis and
holding penod rules tor property heid by or acquired
through atrust will provide numerous planning opportuni-
ties, partrcularly in circumstances involving transters of
interests in the trust 83 opposed 10 1ts corpus. We consider
it highty unlikely that the in terrorem “principal purpose”
ru'e wi'l eliminate the perceived opportunities.

Partnerships and S corporations would have to
maintain records.. . .to determine indexation
adjustments to partners’ or shareholders’ in-
terests upon the sale of an indexed assel.

1t should be noted that the 1989 Bill elfectively denied
the benefits of basis indexing to holders of interests in
subchapter T cooperatives. We assumae that this denial
represents a conscious choice favoring the simphicity of
denying the benefit over the difficult task of cratting rules
to preserve the benefit of indexing in this context Never-
theless. it must be recognized that this choice favors the
interests of taxpayersiarge enoughtoconduct operations
without dealing with cooperative over smalier taxpayers
who must conduct significant aspects of their alfairs
through cooperatives.

8. Otherproblems withthe 1989 8ill flowihrough provi-
sions. The provisions of the 1983 Bill relaung to pass-
through entities signilicantly increase record heeping anc
computational burdens on taxpayers Underthe 1989 Bili
partnerships and S corporations would have to maintain
records for each indexed assel to determine indexation
adjustments to partners’ or shareholders’ interests upon
the sale of an indexed assel. For parinerships, already
complicated issues regarding the allocation of gain, 10ss.
income, and deductions related o assets contributedtoa
partnership by a partner under section 704(c) would be
further comphicated by the additional layer of issues and
computations regarding indexation adjustments to such
assels. Similarly, 88 anyone who has had to work through
the adjustments and the individual valuation of all partner-
ship assels 1n a complex partnership will attest, section
754 15 not a simplification measure.

An example shouid illustrate the magnitude of the
problem Assume X and Y lorm a partnership X contni-
butes property with a fair market value of $480 Y contri-
butes property with a lair market value and tax hasis of
$120 The properties contrnibuted by X and Y are depreci-
ableover 10yearsonastraight-linebasis The partnership
has noitems of income, gain, loss. or deductton other than
depreciationand gainorloss withrespectto the property

Partner Capilal Accounts

T T X v Property
Book Tax B8ook Tox Book Value Tax Basis
Contnibution i - 180 0 120 120 600 120
Depreciation. Years 1-$ (240 [} (80} _(60) 300 _60)
Balance Year$ 240 '] 60 _;59__ & é
Tax Gain Book Gain

Sa;;nce . - T 600 SatePrice . . . . . .. 600
Adjusted Tax Basis _160} Ad)usted Book Value (300)

540 e
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Assume that X's property has a tax basis of zer0 upon
contnbution. Assume that at the beginning of year six,
both properties are sold for $600 and that infiation is 50
percent for the live-year pariod. First, the treatment of the
pariners without indexation ol the partnership’'s assels’

$240 0! the tax gain 13 allocated entirely 10 X as section
704({c) gain The section 704(c) ga:n 18 the remaining
dispanly attributable to the valus/basis diflerential of X's
properly, computed as the ditference between the pro-
poeny': adjusied book vaiue (240) and adjusted tax bas:s
{0).

The additional $300 of tax gain and the book gain of
$300 13 allocated 80 percent to X (240) and 20 percent to
Y {60). so that the capital account balances are

X \d
Sook Tax 800k Tox
Batance. Year5 ... ...... 240 0 60 60
Gan .. . 20 480 _60 _&0
Balance e 480 480 120 120

Liquidation proceeds. which are distnbuted i1n accord-
ance with the Boak Capital Account baiances, will be
distributed 40 1o X and 120 to Y, resulting in an 80%/20%
distnibution ratio Neither party should recogmze gain or
ioss upon hiquidation, as the proceeds received will equal
the tax basis in theur partnership interests (1 e., thewr Tax
Capital Accounts)

This already complex system of partnership
allocations is further complicated by the addi-
tion of indexation adjustme:.ts and aliocations
{ssues.

This already complex sysiem of partnership allocations
1s turther comphicated by the addition of indexation
adjusiments and aliocations issues. With indexation, the
tax basis of the partnership’s property would be 180
(150% of a 120 tax basis).*® Thus.

Tax Gain
Sale Price e e e . . . 620
(ngexed Tax Basss . ... e e . 180
420
Recapture Ga.n R . &0
A8

At thss point, numerous 1Ssues arise First, how 1s the
section 704(c) allocation to X to be determ:ned? It the
indexed 1ax bass 1S used, only 120 of the tax gain woutd

* The 1989 B¢l provides that for purposes of determining the
amounl ol deprecialion recapture. das:s adiusiments atinbutadle
10 1ngening are N0t faken Into account Thus the partnership will
have $60 ot recaplure gain The remaining gain s determined by
using tne $120 basis (sum of $60 bas:s belore recapture pius $60
tecaplure) and spplying & 50 percent indexation adjusiment
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be aliocaled 10 X as section 704(c) gain, the ditference
between the property’s adjusted book value (300) and the
indexed tax basis (180). On the other hand, the unindexed
adjusted tax basis might be used. resulling in the same
seclion 704(c) allocation as befor.; this, of course, would
require taxpayers 10 keep track of and make ye! another
basis determination.

Second, how is the indexation adjustment of 60 to be
atlocated between X and Y? il in proportionto X and Y's
partnership interests, X would receive an incresse in his
partnership interest basis ol 48 (80%) and Y would
receive 12 (20%) as their fiowthrough indexation adjust-
ments. Since the sale at $600 in an indexed system
produces an overall loss, such an sllocation effectively
atlows X and Y to blend their losses and gains on their
respective property contributions to the partnership. X's
property has a large built-in gan of 480, presumably
unreduced by inflationary indexing since 1ts basis s 2er0.
Nevertheiess. Lha partnership has experienced an econo-
mic loss on X's property. Y's properly also experiences a
signiticant 1038 in value due to intiation.

An allocation of indexalion adjusiments according to X
and Y's respective partnerghip interesls would give X
indexation adjustments when, without a partnership with
Y. X's property would not receive any indexation. Simitar-
ly. Y has transferred 80 percent of the indexation benefits
attridutable to Y's property 1o X through the paninership
structure. Moreover, this transfer of indexation benehits
has atlowed Y to avoid the 1989 Biil's restriction on losses
created by inflationary indexing, the partnership's indexa-
tion benefit of 60 is entirely proJuced by an infiationary
(0ss of Y's property. Addihonal rules wili be necessary (0
determine ailocations on a property-by-properly basis. 1!
indexation, as the 1989 Bl prondes. cannot create or
increase 8 l0ss.

Moreover, the 1989 Bill provices that substantial im-
provements or additions to indexed property should be
separately indexed This will inevitably create sernous
prodlems regarding the netting 0! gains and losses be-
tween the indexed property iself and any substantial
improvement 10 it, the aliocation of indexation benefits
between the property and the sudbstantial improvement,
and the allocation of such be:iefils between, lor example,
pariners contnibuting dilferent amcunts of capital, ap-
preciated property, dburli-in 10ss property, or sefvices to
the indexed property und 10 any sudbstantial improvement

‘While these problems may have solulions, solutions,
whetlher compiex or simple, wili only be the result of in-
depth study ind considerable effort focused on each
particular aspect of S corporation or partnership tlow-
through. The 1989 Bill, in contrast, naively assumes that
solutions he in ignoning the problem areas. Thus, the
House Report on the 13953 Bill states that partnership
interests and S corporation stock were not made indexed
assets to avoid “"the complexity which would result in
determining the proper measure of the basis adjustment
ifindexing were to take into account the fluctuating basis
ot the S corporalron or parinership interest” or the
varytng mix of indexed and unindexed assels held by an
S corporation or partnership *' Yet, as the above example

Y'House Report. p 1479
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iliustrates. prodlems of asset mix and \ndexation, among
others, would anse immediately upon the saie of any
partnership interest or S corporation stock, and cannot,
as the 1989 Bill presumes, be delerred unti! the partner-
ship or S corparation disposes of 8 particular asset

IV. COMPLIANCE BURDENS

As out review of the 1989 Bill indexing proposal revesls,
the compliexity of the substantive issues raised by any
basis indexing proposal could hardly be undersiated
The eltect of any indexing proposal on the current tax
system’'s compiexily, howaver, &S0 must be measured in
terms of increased compltance burdens on laxpayers.
Moreover, Lthese increased compliance burdens will
further sirain an already overburdened audit system This
part ot the report briefly identifies some of the compliance
buragens that would be created or increased by an index-
ing system.

in many common circumstances, the indexing
calculation would be @ complex one.

A. The Basic Indexing Calculation

The lLirst addilional comphance butden attributable to
indexing 1s the need to adjust the basis of assels that
otherwise would not be adjusted or to make an additional
adjustment where adjustment already s required. The
agaiionat complexity would be iessened if agjustments
weie made only annuatly {as opposed 10 quarteriy) al-
though there would be some sacnifice in accuracy Y As a
practicat maiter, because the adjustment would be made
only when an asset 18 disposed ot the incremental
burden of adjusting the basis ol any particular asset
would be fairly modest 1n the simpiest cases However.
even the retalively modest incremental calculations can
amount to a ssigrmificant aaditional burden lor taxpayers
who have a great number of otherwise simple transac-
tons. such as an aclive trader ol secunties or an investor
who has requlariy reinvested dividends in 38 mutual fund.
or pursuant to a corporate dividend reinvestment plan
theremnatier relerred to as 'DRIP’) Moreover. as dis-
cussed above. 10 many common circumstances. the in-
dexing calculation would be acomplex one We question
the wisdom o! «ntrogucing any ncremental complexity
where the tax law already 1S widely perceived as ovetly
complex ¥

*Cohen p 104
See eg H Stout. Codilied Cont.sion Tar Law s Grow.ng

E.ermore Complaxn, Quicry Even Louder. Wall St J . Apr 12,
1990 p AV col 6 Rostenxowsk: Pushes Simpulication As
Hearings 8eg:n on Tan Reform 46 Tax Notes 738 (Fed 12 1930)
[ commiliee wiil make tax stmphhication a top pnonty ) F
Goidberg Statement before the House Ways and Means Com-
miutee (Fedb 7 13990) (' The cumuiative impact of repeated law
changes —coupred with 2 statutory reguiatory and administza-
tve 10CuUs ©n theoretical purily—have 'mposed a slaggenng
buu}cn of complexity, uncerta:nty and agminisirative costs

) K Grdeon Slatement before the House Ways and Means
Commuittee (Fed 7. 1990} { 'We must work together in an ettortio
1Jerlty ways 10 simphfy tRe system in 3 manner consistent wilh
ma.nta r ng ooth the reality and percept'on of fairness )
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8. Increased Record Keeping

Undes present law. once the holding period of an asset
exceeds the applicable holding perniod for long-term
capitai gain or loss treatment, there 1s no further need to
ascertain the precise peniod (or wrach it has been heid
Il the basis of assels were 10 be indexed, however, 1t
would be 1mporiani to establish the precise holding
psriod of any asset so that the indexing calculation can
be made accurately We antic nate that certain conven-
ttons would be adopted for muxing the relevant indexing
computations These conventions may serve 10 simplify
somewhat the indexing cOmMpulations where payment or
paymenls lor assets are made either before or alter the
acquisiion of the asset. Although records generated in
the ordinary course of business probably would contain
most of the information relevant to the indexing computa-
tion and conventions, the degree of detaii that taxpayers
would need to develop from \hese records would be
markedly enhanced.

This 18 particular true for long-term investments ol
individual taxpayers, such as homes (or home improve-
ments) of investments in family businesses, precisely the
area of tax law 1n which addiional compliexity is to be
aadded wilh the greatest of trepidation For example if a
taxpayet were to build a new addition to his home.
records generated by he lransaction may indicate muiti-
ple dates. reflecting the payments made and the delivery
of various parts and labor In performing the relevant
indexing computation, either all or none of the dates
refiected would be relevant Under present law, none of
the dates would be relevant so long as al least one year
has passed from the time the addiion was completed
{which usuaily would be the case).

Under a regtme ol indexing, however, each penodic
date wiil be a "clifl,” the passing beyond of which will be
to the taxpayer's advantage Maoreover, major concerns
as lo complexity arise when ataxpayer setis his principat
residence and purchases a new principal resigence within
the pertod allowed by section 1034 Except in the fortur-
1ous event that the cost ol the new residence is exaclly
aquat to the sale proceeds of the old residence, the basis
for the new residence will be dilferent from the basis of
the old, and complex adjustments wiil be required Simitar
complex adjustiments would be required lor reorganiza-
tions with boot or any tax-favored exchange with boot.
eg. section 103}, because the basis of the acquired
asset is difterent from that of the transterred asset

C. Possible Insiiiutiona) Responses

Some commentators have suggested that much of the
compliance burden nherent 1n an indexation system.
particularly tor taxpayers with multipie transact:ons. could
be absorbed by hinancial institutions that have sophisti-
cated computer capability ** Reliance on institutions o
shietd taxpayers from the additional burdens of compiex-
iy 1s fundamentally misguided

First, the extent 10 which institutions ¢an perform this
role may be overstated For example, some commentators
have suggested thatinstitutions will relieve the individual

SMoreover, even this informaton usudlly 13 unnecessary te-
cause (he gishinclion between (ong-term and short-term capital
QaIns 18 virtuaily wrrelevant under present law

\Seq Durst p 1274 Steuerte & Halperin p 359
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taxpayer of the dburden of indexing computations for
stock acquired under a DRIP. In many cases, however, an
ndividual cannot participate in a DRIP it the stock is held
through a brokerage account, eliminating the possidility
thatthe brokerage lirm can perform the required calcuta-
uons

Second, institutions will not necessarily have availabie
ait the information necessary to make the relevant index-
ng computations. For example, i an investor removes
securities from an account al one brokerage trm and
deposits those secunlies at another, information adbout
acquisiion dates will not necessanly be transferred at the
same ime

Finally, 11 will be imposstble for any particular institution
attempling to calcuiate a taxpayer's indexation adjustment
1o take 1nto account ail the special rules relating to the

. indexing calculation, many of which wilt require informa-

tion not available to it. One brokerage firm will not
necessanly be aware of transactions that toll the hoiding
period for parhicular assets if the taxpayer executed those
transactions through another brokerage hirm. For exam-
ple. a taxpayer may own shares of stock through one
brokersge firm and have soid put oplions with respect to
the same stock through another brokerage hirm The
combination of heavy reltance oninstitutions for compu-
tanons with the inadility of the institutions to take into
account ati relevant aspects of the indexing calcutation 1s
arecipe for widespread reporting errors, noncompliance,
or gaming againsi the Treasury.

V. THE WEAK THEORETICAL BASIS FOR INDEXING

All the complexity and exposure to significant erosion
of the tevenue base would be problematic even under a
perfect indexation system, because the primary theoreli-
cal bases supporting indexation of the tax system are
themselves problematic.

A. Inexacl Nature of Adjustments

The main premise underlying any indexing proposal,
1e . that indexing the basis of an asset will result in the
taxation of not only real appreciation, 18 highly question-
able The tour tactors discussed below contribute 1o this
conclusion Given the reality that any inflation agjustment
would be imprecise at besl. we believe, 1n lact of the
problems aiscussed in the preceding pottion of this
Report. that any lorm of indexation wouid be extremely
bad tax policy

First, the use of any particular intiation index will offer
nexact relie! to the owner ol any particular asset For
example. it the consumer price index s used, exact relief
will be given only Lo an owner who plans to use the in-
come frcm the assel for consumption, as opposed to
business or investment purposes, and then only if the
composition of the owner's planned or actual consump-
tion matches that of the basket of goods whose price
fevel 1s measured 1n composing the index Although it
may be $aid that consumplion is the ultimate goal or at
least use for all income, it nevertheless 1s true that for
certain penods. investment goals may predominate This
has caused some to question whether use of an index
other than the consumer price index would be appro
priate ™

“Rravenec & Curatota Indeaing the Fedesal Tax System for
intialion 28 Tax Notes 457 (July 22. 1988)
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Second. the price of an asset and the returns availabie
trom that asset already may be adjusted to account for
intiation. For axamrple, if 8 lessor charges higher rents to
compensate for the ovartaxation altnibutable to inflation,
basis adjustments would provide the lessor with re-
dundant reliet. For this reason, it is unclear whether 1t
would be preterable to index basis {0r actual or expected
inflation.¥

Third, deferring basis indexalion adjustments until dis-
poOSIion creates arbilrary resuils where income-producing
property generates periodic relurns in excess of the
“real” rate of return. For example, if the current income
generate 1 by property were sulticiently high, there would
be relatively litlle real or nominal appreciation in that
property. All the currently received income would be
treated as ordinary income to the recipient. notwithstand-
1ng the fact that in an inflationary environment. a portion
of that income in economic lerms would represent a
return of principal. Thus, indexing basis would be of
fimited useluiness to the holder of this type of property
for whom property appreciation atinbutable to infistion
woulld be recognized as ordinary income over the period
the properly s held. accompanied by a capital 10ss (f
losses are allowed) or diminution of capital gain on
disposition * lronically, the benefit of basis iIndexation 1s
greater for property that does not generate current in-
come and that as aresuit already enjoys the benelit of tax
delerral ¥

Basls adjustments will malch inflstionary in-
creasss unly by heppenstance.

Finally, even assuming that the proper measure of
inflation 10 an asset can be delermined wilth reasonable
precision, it can be demonstrated that in most cases
actual basis agjustments will match inflationary increases
only by happensiance. This unfortunate resuit occurs
because in the absence of gain reshization, annuai s ust-
ments are made 10 the basis of the asset without regard to
1ts fair market value. Nevertheless, intlation in any period
by 11s nature will increase the nominal price of an asset
relalive (0 1ts value al the beginning of the measurement
period

Forexample. assume that Ms A purchased an asset for
$1,000 After one year the asset s still worth §1,000 After
two years, Ms. A sells the asset tor $1,300. Intlation in

3'Steuerie & Halpenn, pp 366-368

*This result 1s Mmost eastly understood 1n the context of an
investment 1n nonparticipating preferred stock For example.
Individual Investor A pays $1.000 for $1,000 face amount of XY2Z
Corp preferred stock, which has 8 10 percent annual diidend
Inftation of hive percent is anticipated in determining the dividend
rate and wntiation sctually occurs st that rate A's stock 8
redeemed after 10 years for $1.000 Al thatTime, A's indexed
dasis in the stock 15 $1.629. resuiting 1n & capital (and economic
1033 0! $629 This foss occurs because each unindexed dividend
payment represenis economically a return of capial in part Cf
section 1059(1) The same phenomenon occurs with cespect to
deprecable property (l basis is indexed only on AispOsLion and
depreciation deguctions are not ingdexed

MSee PartV 8, nfra
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each year is 10 percent. Under an indexation system, Ms.
A would have & basis in the assel al the ime of sale of
$1.210 (~0.. $1.000 plus $100 (or the first year and $110
for the second year). Although Ms. A's inliation adjust-
ment of $100 for the lirst year i1s appropriate. her inflation
adjusiment for the second year should be limited to $100.
Price level increases in the second year only inflated the
3ctual value of her asset, not the asset's adjusted basis
Ms A’s taxadble gain is $10 less than her “resl” gain.® By
companson, Mr. 8 purchases an asset for $1,000. The
asselis worth $1,200 after one year and is soid for $1,300
after two years. At the time of sale, Mr. B8's basis also
would be $1,210, but his inflation adjusiment for the
second year should have been $120 rather than $110,
resulting in tax of $10 of gain in excess of real gain

Accordingly, the basis adjustment for an asset wilt
exaclly equal the measure of its price infiation (assuming
that the exact amount of price inflation can be measured
1n any event) only where the asset appreciates at exactly
the rate of inflation Basis adjustments wili be inadequate
10 adjust for inflation where an asset appreciates faster
than the rate of «nflation, and basis adjustments wili be
excessive where an assel appreciates al a rate slower
than inftation.

Thus, it must be recognized that the connection be-
tween the actual elfects of inflation on any particular
assel and the relief provided by any system of basis
adjustments 13 quite tenuous.

8. Neutral Taxation ot Capital Income

Another often-stated premise underlying indexation
proposals s that indexation 1s needed (o achieve neutral
taxation ot income from capitai as compared to other
sources. 1 e, to prevent capital income from being taxed
more heavily than other income by reason of including
inliationary as well as real gains in the tax base. This
premise 10018 false Itis well understood \hat the current
sysiern taxes income from capital more favorably than
inco.ne from olher sources hecause gain irom the appre-
ciation of capital 18 not taxed uniess realized and avoids
1ax altogether if the asset is heid at death Other ad-
vantages inCiude accelerated depreciation, the avaiability
of interest deductions on related indebtedness. and LIFO
inventornies *' Thus, unless these other benelits are elimi-
nated. indexing of basis will allow income rom capital to
enjoy an even motre lavored tax slatus retative to income
from other sources than it now enjoys

VI. CONCLUSION

1115 out posiion that the implementation ot any ingexa-
tion system as a part ol a mogitication of the present lax
system would be highly inadvisabte While this Reportis
intended 10 discuss only some of the potential prodiems
with any indexation system. we believe it clearly idenlities
the nature 0! the numerous distortion, complexity, and
tax arbitrage issues that any indexation system would
create

This Report reflects our posihion as professional tax
practitioners We are sernousiy concerned that any index-
ation system wall permit the use of (hese distorhons and
tax arbitrage opportunilies to senously erode the revenue
base This will clearly be counterproductive in the current
budgetary environment

-Thig tesull 1s even More pronounced where aisets depre-
ciate nilaily and then appreciate
See S*euerie & Halpenn pp 353-3%6
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APPENDIX 1
indexing In the United Xingdom

(n 1982, fotlowing the high inflation of the 19703 and
after several years of discussion.' the U.K. indexed the
basis of certain assels in an attempt to avoid the 1axation
of inflationary gain.? Announcing the measure, the Chan-
cellor of the Exchequer said i1n his Budgel speech:

t come now to the incidence of capital gains tax on
inflationary gains. This is 8 matter which has rightly
given nse 10 a Qreat deal of discontent. No one has
yelsucceeded tn finding a sotulion 10 this prodlem
Innumerable proposals for full iIndexation, {or taper-
Qg and other ingenious devices have been put
forward None, unfortunately, overcame all the prac-
tical difficuities. | cannot, however, aliow this in-
justice 10 continue. it ts intolerable tor people to be
permanently condemned to pay lax on gains that
are apparent but not real—1that exist only on paper

Thus, acknowiedged at the outset that the measure
was imperfect, basis indexing was created in the UX
Since its introduction, jbe basis indexing provisions have
undergone two major revisions, the second of which. in
1988, was part of alarger revision of the capital gaing tax
("CGT")?

The U K indexing rules provide for adjustment to the
basis of an asset upon its disposal On the disposal of an
assel anindexalion altowance is given, equal 10 relevant
allowadle expenditure multiplied by a fraction, the de-
nominator of which is the retail price index* {"RPI") for
the month of disposal and the numerator of which is the
RPI for the month of disposal less the RPI for the month
of acquisition The indexstion allowance Is treated as a
deduction Irom the gain or loss computed under genera!
CGT rutes H may reduce s gain, turn & gain 1nto 8 1088, of
ncrease a l0ss.

Where an assel acquired pefore Apnt 1, 1982, 1s dis-
posed of after Apnil S, 1988, the adjustment (s calculated
by relerence to the markel value on March 3t 1982
(rather than the taxpayer's cost basis belore thal date), f
this gives a result favorable 10 the taxpayer For dispos:-
tions of assetls from Apnit 1982 until April 1985, relief was
given on a more restricted basis *

A continuing problem with the U K indexing provisions
has been the complexity of identilying the asses that
have been 30ld to determine their eligibihty tor the

See e g Nobes Caprtal Gains Tax and intiation, 19717 Bt
Tax Rev 154 Watson 8 O Reilly, A Schame for the ingexation of
Capitat Gaing Tar 1978 Brit Tax Rev 4 '

:See sections 86 a..d 87 ot the U K Finance Act of 1982 and
section 68 of the U K Finance Act of 1985

‘tnthe UK the CGY 13 a separate tax from the income 1ax
Until 1388, a tiat rafe of 30 percenl was mposed on a taxpayers
capilal gaing the rate 1S now linked wilth the income lax rale 30
that 107 1ndividuals, capital gains are adged as the top siice of
income 10 delermine the approprnate rate. ol up 10 40 percent
Corporate capital gaing are taxed at the fuli corporate rate of 35
percent (25 cercent in the case of 'smail companies |

‘The RPiligute 13 released by the inland Revenue each month

‘Specitically (1} only changes due 10 nfiation after March
1982 were taken into account (u) no relie! was given 107 changes
due to inflation occurnng duning the hirst 12 months of owner-
ship. thus excluding reiiet whetrer the assel was disposed of
~ithin thase 12 montns or not. and (1m) the iIndexing ad,usimeny
Couid Onty reduce (or eiminate) 3 gain
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sllowance. and the correct cost basis to be attnbuted to
them. especiaily in the case of securnities Because of the
reievant efteclive date provisions, assets had to be divided
between those scquired before March 1982 and alter.
Another aliocation had to be made initially tor assels heid
for less than one year, which were nol eligibie for the
aliowance in 1985, the one-year rule was abandoned, but
the taxpayer was given the ability 10 choose whether 10
calculate the sllowance lor assets acquired belore March
1982 using the base cost on acquisition belore March
1982 or the fair market value of the asset in March 1982,
requinng turther aliocations Expenditure on property
after March 1982.1self quairitied (or a separate calculahion
10 determine the aliowance due 1n respect of it. Part
disposais aiso had “heir own rules The effect has been to
1mpose a consideradle administrative burden on taxpayers
who generally have been unabte to compule their bas:s
adjustments without professionai help * The shifting of
basis of an assels (o their value on March 1982 s

“See Hoetner indexing Capital Gans The Brtish Experience.
46 Taa Notes 988 (Fed 26 1990)
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expected 10 ease that burden somewhet, but carnes with
1t obvious administrative prodbliems of its own.

In 1985, the rules were revised 1o aliow the aliowance
even when it crealed & capilal 10ss. Attempls to take
advantage of this have resulted in fegislation (0 prevent
abuses.' For example, the Finance Act of 1988 contains
provisionst preventing linked companies trom manufac-
tuning an aruificiat loss through the sale 01 certain inter-
company debts. Other prodblems include the tailure to
1NAdex gaing or l0sses on debt, creating arbitrage possibili-
ties. and resulting in frequent legisistive aclion 1o stop 1t

'For example. the distortion caused by ndexing Qaiins on
secunities, while tully taxing interest 33 intome. will result 1n
transactions and devices designed to convert the return on
secunilies 1'om iNCOMe (urundexed) In10 capital gains indexed)
In the U K . this has ted to 8 seres of anti-avoidance iegislatron

'Section 114 and Sched 11 Finance Act 1983



COMMUNICATIONS

STATEMENT OF THE NATIONAL ASSOCIATION OF REAL ESTATE INVESTMENT TRUSTS®
{SUBMITTED BY MARK O. DECKER, PRESIDENT AND CEO)

We appreciate the opportunity to comment on capital tgains reduction proposals
such as S. 182 and H.R. 9. The National Association of Real Estate Investment
Trusts® (“NAREIT”) represents over 240 real estate investment trusts (known as
“REITs"), about 200 of which trade on the New York Stock Exchange, the American
Stock Exchange, or the National Market System of the NASDAQ. In addition,
NAREIT represents over 1,600 lawyers, accountants, analysts, investment bankers,
and others who grovide services to the REIT industry,

Congress established REITs in 1960 to allow small investors to obtain the diver-
sification and professional management of real estate that beforehand were only
available to large, sophisticated investors. Capital formation has been essential to
the growth and success of REITs ever since, and the promise of a large scale, widely
held real estate capital market has begun to become a reality. The market capital-
ization of publicly held REITs has blossomed from under $9 billion at the beginning
of 1991 to about $45 billion today. This success story is due in large part to the
tax modernization reforms adopted by Congress over the years. T

The maturation of the REIT industry would not have been possible without cap-
ital formation. Thus, NAREIT applauds the intent of legislation such as S. 182 and
H.R. 9 to create further incentives for the public to invest in the stock market. Spe-
cifically, NAREIT wholeheartedly endorses the proposal to reward the entrepreneur-
ial risks of investing in stock by reducing the capital gains tax.

In addition, NAREIT supports the intent of S. 182 and H.R. 9 to index the tax
basia of investors’ stock to avoid taxing the noneconomic increase of value attrib-
utable to inflation. However, there appears to be some provisions in S. 182 and H.R.
9 that could deny such indexing to investors in REIT stock. Such a result would
be terrible for the REIT industry because investors would have an incentive to in-
vest in other companies for which they could receive the benefits of indexation.

S. 182 and H.R. 9 would allow stock in a REIT to be fully indexed only if 90%
of the REIT's assets are “indexed assets,” that is, corporate stock or tangible prop-
erty. I will briefly summarize the three major technical provisions in S. 182 and
H.R. 9 that could disqualify REIT shares from full indexation.

First, S. 182 and H.R. 9 exclude as an “indexed asset” any “net lease prorerty.”
The nature of the real estate business is such that this definition could easily pre-
vent more than half of today's REITs from qualifying for indexation. For example,
many of our shopping center, health care, industrial, hotel, and net lease REITs own
and operate portfolios of properties that fall under the net lease definition in S. 182
and H.R. 9. These REITs are in the ongoing real estate business and are completely
different from the single shot, financing vehicles that the original net lease defini-
tion was meant to encompass. -

Second, many REIT investments are made through partnerships. However, S. 182
and H.R. 9 could be interpreted to exclude as “indexed assets” properties held
through a partnership. Such an interpretation would be contrary to the tax Code’s
usual rule of treating a partnership as an aggregation of the partners rather than
as a separate entity. .

Third, the 90/10 safe harbor is a good idea because the administrative complexity
of requiring REIT shareholders to adjust only a portion of their tax basis is not jus-
tified when most of the REIT’s assets qualify as indexed assets. However, we rec-
ommend that the 90% threshold be reduced to provide REITs with greater flexibility
in conformity with the REIT asset tests.
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NAREIT urges the Committee to enact these capital formation incentives after

making our a-#ested technical chanFea to allow REITs to raise capital on an even
or

playing field. Thank you once again the opportunity to comment on this impor-
tant legislation.
@)

- 88-896 (88)




