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FOREWORD

It is an oft repeated saying that taxes and death are in

evitable. Neither the effort to make men bear a proportionate 

amount of the cost of government nor the effort to assess a tax 

according to the ability to pay constitute new and nevel concepts.

(1) Mr. Justice Bitney in Shaffer v. Carter (2) said that income 

taxes

"are a recognized method of distributing 
the burden of government, favored be
cause requiring contributions from those 
who realize current pecuniary benefits 
under the protection of the government 
and because the tax may be readily appor
tioned to the ability to pay."

The treatment of a realized appreciation or depreciation 

in the value of assets in our income tax system has been the oc

casion of considerable litigation as well as legislation. One 

writer, in a recent article (3) on the 1934 Revenue Act, says 

concerning capital gains and losses that "there is no more con

tentious ground in income taxation than the proper treatment of 

capital gains and losses." A statement made by the Acting Secre

tary (4) of the Treasury says concerning capital gains and losses

(1) A type of direct tax was levied in the time of Solon, B.C. 596, 
and during the Archonship of Nausinicis, B.C. 380 taxes were 
levied upon both personalty and realty. Italian Towns had an 
income tax, *’catasto" in 1451.

(2) 252 U.S. 37 (1919).
(3) Charles L. B. Lowndes in 19 Minnesota Law Review at page 64 (Dec. 

1934).
(4) 73rd Congress, 2nd Session, page 4 (1934)J.
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that "there is no more controversial issue in connection with 

the income tax law," A noted tax authority (1) says in an article 

speaking of capital gains and losses that "we have entered upon 

a thorny path of "both theory and practice." Another noted author

ity (2) states concerning capital gains and losses provisions 

that "the most complicated and perhaps the most inconsistent parts 

of the revenue law are those dealing with capital gains and losses."

This invasion into a field not completely resonant with 

harmony will consider some phases of capital gains and capital 

losses and as a result of such considerations will thereafter at

tempt to predicate some observations and conclusions.

(1) E.R.A. Seligman in North American Beview at page 439 (April, 1924).

(2) Thomas S. Adams in The Proceedings of the Academy of Political 
Science. May, 1924, n. 30.
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I H T BO DU C T I 0 N

The history of income taxes shows that it was a fiscal 

device employed to produce revenue in times of need and that it 

was also used in times of peace to supplement and in some in

stances to replace property and excise taxes (1). The efficacy of 

the income tax as one fruitful of revenue was recognized early hy 

the Department of the Treasury (2). Income has been regarded as 

the fruit of a tree called capital (3). The distinction under this 

picturesque analogy as to what constitutes fruit and is therefore 

income, and as to what constitutes a growth of the tree and is 

therefore an accretion to capital, has been fraught with some dif

ficulties. Pursuing the resemblance there has been a legislative 

tendency to regard the tree as being increasingly more productive 

of fruit and little recognition has been given to the growth of 

the tree. One of the difficulties in recognizing the growth or 

damage to the tree has been its measurement. Statutory enactments 

have generally provided that such growth shall not be an object of

(1) Seligmann, The Income Tax (1914).
(2) The suggestion was made by Secretary of the Treasury Dallas in 

a special report dated June 17, 1815, that an income tax would 
prove to be very fruitful of revenue.

(3) This illustration was used in Waring v. Savannah (60 Ga. 100). 
(1878).
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taxation until the growth can be measured in terms of money by 

reason of a sale or exchange. Under our Revenue System this 

growth which is capable of measurement in terms of money is con

sidered for the purpose of our taxing system a "capital gain". 

However, should the tree become damaged and should it become less 

productive, the damage becomes a matter of concern when it can be 

measured in terms of money by reason of a sale or exchange. Under 

our revenue system this damage which is capable of measurement in 

terms of money is considered for the nurpose of our taxing system a 

"capital loss". It is to these "capital gains" and "capital losses" 

in our revenue systems that consideration will be given.
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(A) OUR STATUTORY ENACTMENTS.

I. Early Enactments.

The first act which imposed a tax upon incomes was 

motivated hy the need of additional revenue occasioned by the 

outbreak of the Civil War. The Act of August 5, 1861 (1) pro

vided for the assessment in Section 49 of a tax unon the annual 

income of certain named persons. This Act imposed a tax upon 

gross incomes or on the total receipts of the taxpayer without 

any deductions for the necessary expense incidental to acquisi

tion. It was for that reason this Act was never carried into 

execution and was Considered by the Secretary of the Treasury as 

impossible of enforcement. The next legislation was the Act of 

July 1, 1862 (2) which provided for the levy, collection and 

duty upon the annual gains, profits or income of every person. 

This Act provided for estimating the annual gains or income to 

include that derived from interest or dividends on stock, capital, 

or deposits in any bank and from the return from investments in 

institutions. The Act of 1862 was amended by the Act of Mafch 3,

(1) 12 Stat. 292-313, C. 45. See appendix for Section 49 of this 
Act.

(2) 12 Stat. 432-489, C. 119. See appendix for Sections 91 and 92 
of this Act.
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1863 (1) and provided that dividends in script of money from 

transportation companies should pay a duty. The act of 1863 was 

followed hy the Act of June 30, 1864 ( 2) which provided that there 

should he levied, collected and paid annually a tax upon the annual 

gains, profits, or incomes of every person. This Act also pro

vided that the net profits realized hy the sales of real estate 

purchased within the year for idiich income is estimated should he 

chargeable as income and that losses on sales of real estate pur

chased for which income is estimated should he deducted from the 

income of such year. The Act of 1864 was amended hy the Act of 

March 3, 1865 (3) and provided that there should he levied, col

lected and paid annually a tax upon the annual gains, profits and 

income of every person. The Act of 1865 also provided that in 

estimating the annual gains, profits and income of any person that 

income or gain derived from the purchase and sale of stocks or 

other property real or personal were to be included. In order 

"to declare the meaning" of certain parts of the Act of 1864 the 

Act of July 13, 1866 (4) was enacted. This Act provided that 

there should he levied a like tax upon the gains, profits and in»

(1) 12 Stat. 713-31, C. 74. See appendix for Section 8 of this Act.
(2) 13 Stat. 223, C. 173. See appendix for Sections 116 and 117 

of this Act.
(3) 13 Stat. 469-487, C. 78. See appendix for Sections 116 and 117 

of this Act.
(4) 14 Stat. L. 98-173, C. 184. See appendix for Section 116 of 

this Act.
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come of every "business, trade or profession. The next Act, 

that of March 2, 1867 (1) was for the purpose of amending exist

ing laws relating to internal revenue. This also provided that 

a tax should be levied, collected and paid annually upon the 

gains, profits and income of every person. This Act also pro

vided that in estimating the gains that all profits were to be 

included which were derived from the sales of real estate pur

chased within the year or within two years previous to the year 

for which income was estimated. This Act was in force for three 

years when the Act of July 14, 1870 (2) was enacted to ’’reduce in 

ternal taxes". This Act reduced the rate of taxation and was 

similar to the previous Act but included an [inclusive clause mak

ing all income from any source whatever subject to inclusion in 

the taxable income. This Act, by its express terms, expired 

after 1871.

The next legislation inposing an income tax was the Act 

of August 15, 1894 (3) and its enactment was caused both by the 

depleted condition of the Treasury and the desire to lighten the 

burden of other forms of taxation. The Act was similar to the 

Civil War and subsequent Acts but its scope was somewhat wider

(1) 14 Stat. 471-487, C. 169. See appendix for Sections 116 and 
117 of this Act.

(2) 16 Stat. 256-262, C. 255. See appendix for Sections 6 and 7 
of this Act.

(3) 28 Stat. 553-69. 0,349. See appendix for Sections 27 and 28 
of this Act.
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than that of its predecessors. This Act was of short duration 

as will later he seen.

The next legislation was the Corporation Excise Tax of 

August. 5, 1909 (1) the purpose of which Act was to provide 

revenue,•"equalize duties and encourage the industries of the 

United States." The Act levied a tax upon corporate incomes and 

was denominated a special excise tax; that is, a tax to he paid 

by corporations in return for the privilege of exercising their 

corporate franchises, hut which was to he measured hy the in

come of the corporation. The Act of 1909 may he regarded fairly 

and properly as the forerunner of the income tax measures which 

were to follow and which may he said to have had their inception 

in it.

It seems significant to note that the income tax imposed 

hy all of the earlier acts with the exception of the Act of 1909 

were upon the annual income. The word "income" as used in the 

earlier enactments was legislatively interwoven with the terms 

"profit", "gains", "receipts" and duty" which had been derived 

during the taxable year. To cause the tax to be imposed the actual 

cash receipt was not necessary; it was deemed sufficient if the 

amount of the return had accrued within the taxable year. ' The 

terms "capital gain" and "capital loss" did not appear in any of 

this early tax legislation.

(1) 36 Stat. 113-18, C. 6. See appendix for Section 38, ... ,
of this Act.
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II. 1913, 1916, 1917 and 1918 Acts.

The event of the Sixteenth Amendment (1) paved the way 

for the passage of the Act of October 3, 1913 (2). The Act 

provided that there should be levied, assessed, collected and 

■paid annually & tax upon the net income accruing from all sources 

in the preceding calendar yea1”. Net income was defined to include 

gains, profits and income derived from sales or dealings in proper

ty. The next legislation was the Act of September 8, 1916 (3) 

which provided for the imposition of a similar tax at an increased 

rate. It also provided that for a deduction for losses incurred 

in transactions entered into for profit but not connected with the 

trade or business to an amount not exceeding the profits arising 

therefrom. The Act of October 3, 1917 (4) amended the Act of 1916 

and provided for increased taxes and did not limit deductions sus

tained during the taxable year incurred in transactions not con

nected with a trade or business to the extent of gains therefrom. 

The next revenue legislation was the Act of February 24,’ 1919(5)

(1) February 25, 1913.
(2) 38 Stat. 166-181. C, 16. See appendix for Section A, Subdiv

ision 1, and Section B, Subdivision 1 of this Act.
(3) 39 Stat. 756-777. C, 463. See appendix for Section 1(a), Sec

tion 2(a) (1) and Section 5(a) (Fifth).
(4) 40 Stat. 300-338. C, 63. See appendix for Section 1201 (1) 

(Fifth).
(5) 40 Stat. 1057-1096, C. 18. Known as andreferred to as the Act 

of 1918. See appendix for Sections 213(a) and 214(5).
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and defined gross income as including among other things gains,
»

profits and income from dealings in property and income derived 

from any source whatever. Deductions from losses incurred outside 

of "business was not limited to gains from such sources.

It will "be noted that these taxed all gains from sales of 

real estate, stocks or "bonds at the full normal and surtax rates. 

It roust also be noted that losses under the 1913 Act not incurred 

in trade or business were exempted, whereas under the 1916 Act 

such losses were allowed to the extent of gains from such trans

actions while under the 1917 amendment and the 1918 Act such losses 

were allowed in full without regard to the gain from similar trans

actions. Commencing with the 1918 Act there was incorporated a 

definition of gross income from which deductions were permitted, 

whereas in the former acts income was defined subject to the exemp

tions and deductions allowed. Hone of these legislative enactments 

used the phrase "capital gains'* and "capital losses'*.
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III. 1931. 1924, 1926, 1938.- 1933 Acts.

The next legislation was the Act of November 23, 1921 (1) 

and this was the first Act where a separate treatment was given 

to capital gains and. capital losses. This Act defined capital 

assets as property acquired and held by the taxpayer for profit 

or investment for more than two years, whether or not the property 

was connected with the taxpayer's trade or business. It did not 

include property held for the personal use or consumption of the 

taxpayer or his family, or propei3ty which would be included in 

an inventory at the end of the year. A fixed rate of taxation 

was provided for capital gains. An election was given the tax

payer in the case of capital gains to omit the amount of capital 

gains from his ordinary net income and be reported separately for 

the imposition of a tax at the rate of 12g- per centum; however, 

the total tax in such cases was not to be less than 12i per centum 

of the total net income. No reference was made in the 1921 Act 

to net losses from the sale of property held for more than two

years as capital losses were defined as deductible loss result- 

ing from the sale or exchange of capital assets consummated after

December 31, 1921. The Act of 1921 was followed by the Act of

June 2, 1924 (2). Capital gains were similarly defined in the

(1) 42 Stat. 227, C. 136. See appendix for Section 206 of this Act.

(2) 43 Stat. 253, C. 234. See appendix for Section 208 of this Act



-14-

1924 Act but property held for the personal use of or consumption 

by the taxpayer or his family was not specifically exempted from 

the definition of capital assets under the 1924 Act as it had been 

under the 1921 Act. Capital losses were defined as the excess of 

the sum of the capital losses plus the capital deductions over 

the total amount of capital gain. However, under the 1924 Act 

losses from the sale of capital assets which had been held for 

more than two years could not reduce the tax by more than 12w per 

centum of the amount of such loss thus making the treatment of 

losses consistent with the treatment of gains. The Act of 1924 

was followed by the Act of February 26, 1926 (1) which followed 

the provisions of the 1924 Act to a large extent. The 1926 Act 

in the definition of capital assets also provided that in the de

termination of the period for which the taxpayer held property 

received on an exchange that there should be included the period 

for which he held the nroperty exchanged if the property had the 

same basis in whole or in part in his hands as the nrcperty ex

changed. A similar principle was made applicable to property ac

quired by the taxpayer. In determining the period for which 

stock or securities were held and which were received upon a dis

tribution where no gain was recognized to the distributee nrovis- 

ion was made for the inclusion of the period the taxpayer held

(1) 44 Stat. 2, C. 27. See appendix for Section 101 of this Act. 



-15-

the stock or securities in the distributing corporation prior 

to the distribution. The Act of May 29, 1928 (1) provided for 

a different arrangement of the provisions relating to capital 

gains and losses and with the exception of slight modifications 

is similar to the 1926 Act. The Act of June 6, 1932 (2) generally 

followed the provisions of the 1928 Act. In an effort to limit 

the deduction of losses in the 1932 Act the provision that stocks 

and bonds held for more than two years should be treated the same 

for both the case of a capital gain and a capital loss. However, 

losses taken on stocks and bonds held for less than two years 

were very much limited as losses from the sales of such assets 

could only be taken to the extent of the gains from the sale of 

similar assets. To modify somewhat the harshness of this provis

ion, it was provided that the loss disallowed (but not in excess 

of the amount of net income) could be carried forward to apply 

against gains in the subsequent year. But the event of the 

National Industrial Recovery Act (3) abolished this carrying 

over privilege (4).

It is to be noted that the separate treatment of capital 

gains was first introduced by the 1921 Act and that beginning with

(1) 45 Stat. 791, C. 852. See appendix for Section 101 of this Act.

(2) 4? Stat. 169, C. 209. See appendix for Section 101 and 23r(2).

(3) Sec. 218(b) of 48 Stat. 195, C. 90.

(4) The carrying over privilege was contained in Sec. 23r(2) of the 
1932 Act.
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the year 1922 the net gain arising from the sale of property 

held for more than two years could, at 'the option of the tax

payer, be omitted, from his ordinary net income and he separately 

reported for the imposition of a tax at the rate of 12y; per 

centum. The 1921 Act made no reference to net losses from the 

sale of property held for more than two years. Under the Act of 

1924 capital net losses were included in the same category as 

capital net gains and such losses could not thereafter be de

ducted from the ordinary or current income if the result was to 

reduce the normal and surtax otherwise payable by more than 12>- 

per centum.

It seems 'worthy of mention that property held for the per

sonal use or consumption of the taxpayer or his family was spec

ifically excluded from the term ’’capital assets” under the 1921 

Act, but is included in the 1924, 1926, 1928 and 1932 Acts. The 

last named Acts, however, excluded property held primarily for sale 

in the course of the trade or business of the taxpayer which was 

not included under the 1921 Act unless covered by the provisions 

relating to inventories. The provision that a capital net gain 

may be reduced by an excess of ordinary deductions over other 

gross income was first contained in the 1934 Act. Under the prior 

law in order to obtain the benefit of the special rate upon a 

Capital net gain the entire amount of the capital gain was taxable 
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at the rate (12§- per centum) notwithstanding a net loss in all 

I
other transactions.
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IV. The 1934 Act.

The most recent legislation is the Act of May 10, 1934

(1),  which provides for an entirely new treatment of capital 

gains and. losses. 'The 12^ per centum capital gain and. loss 

provisions are entirely abolished, and. caoital gains are subject 

to the normal tax and. surtax like other income. The distinction 

is made not in the type of capital asset but in the amount of 

gain which must be included in net income dependent upon the 

time the taxpayer held the capital asset. If the capital as

set is held for a year or less, 100 per centum of the amount 

of the net profit mutt be included in net income; if held for 

more than one year and less than two, 80 per centum of the 

amount of the net profit must be included in net income; if held 

for more than two years and less than five, 60 per centum of the 

amount of net profit must be included in net income; if held for 

more than five years and less than ten, 40 per centum of the 

amount of net profit must be included in net income and if held 

for more than ten years, 30 per centum of the amount of net income 

mast be included in net income (2). The percentages which are 

used in computing the portion of capital gain which is taxable 

are also invoked in determining the allowable deductions for

(1) 48 Stat. 683, G.277 . See appendix for Section 117 of this Act.
(2) Section 117(a).
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capital losses (1). While capital losses may "be applied, to 

reduce capital gains they are allowed only to the extent of 

$3,000 and are only recognized to the extent that a gain from 

the sale of a capital asset would "be held for a similar length of 

time (2). Under the 1934 Act the entire gain from distributions 

in complete or partial liquidations of a corporation shall be 

taxable without reference to the length of time during which the 

stock: was held upon which the distribution was made (3). Losses, 

however, must be computed by the percentage method. The percent

ages of the gain or loss recognized upon the sale or exchange of 

a capital asset are not applicable to a corporation (4). The 

system of limiting losses from the sale of stocks and bonds held 

for less than two years is abolished and no distinction is made 

between securities and other capital assets. By defining capital 

assets (5) as property held by the taxpayer whether or not con

nected with his trade or business and not including stock in 

trace or other property which would properly be -included in the 

inventory the length of time an asset is held is not an important 

determining factor whether a gain is a capital gain or is not a

(1) Section 117(a)
(2) Section 117(a)
(3) Section 115(c)
(4) Section 117(a)
(5) Section 117(b)



-20-

capital gain. The time held is now the factor in the determina

tion of the amount to be taxed rather than a determining factor 

of the character of the gain. However, the ascertainment of the 

period for which a capital asset is held is similar to the pro

visions in the 1932 Act (1) providing for the determination of 

whether or not it was a capital gain by the time the asset was 

held.

(1) Sec. 101(c)(8)
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(b) some decisions under statutory enactments.
I. Civil War Income Taxes...

In Brainard, v. Hubbard (1) a stockholder was held, taxable

•under Section 117 of the Act of 1864 on his ratable interest in

the individual profits of a corporation the undivided profits of

which were used by the corporation to purchase real estate,

machinery, and raw materials, and also to pay the corporate debts.

The Court said:

"Congress possesses the power to lay 
and collect taxes, duties, imposts and 
excises, and it is as competent for 
Congress to tax the annual gains and 
profits before they are divided among 
the holders of the stock as afterwards.11

In Central National Bank v. United States (2) a national

bank was taxable under Section 120 for all dividends declared

although such dividends were in fact not paid from earnings, the

directors at the time of the declaration being ignorant of embez

zlement by one of the officials which resulted in a loss.

The Act of 1865 was held not to impose a direct tax but an 

excise or duty in Springer v. United States (3). The Act of 1866 

was held in Pacific Insurance Co. v. Soule (4) not to be a direct

(1) 12 Wall. 1 (1871).
(2) 137 U.S. 355 (1890).
(3) 102 U.S. 586 (1881).
(4) 7 Wall. 433 (1869).



tax ‘but a duty or excise and this conclusion was "based upon the 

reasoning that it was not the intent of the framers of the Con

stitution that a tax should be considered direct which could not 

be apportioned equitably. Section 122 of the Act of 1866, as 

amended, was held competent to tax dividends declared from profits 

accruing during the last six months of 1869 although the dividends 

were not payable or paid until 1870 after the act expired in 

Barnes v. Hailroad Companies (1). The taxing of script dividends 

in Section 122 of the Act of 1866 was held valid in Bailey v. New 

York Central Railroad Company (2). The excess profits used in 

construction under Section 122 of the Act of 1864, as amended, 

was held in Grant v. Hartford & N. H. R. R. Co. (3) not to em

brace earnings expended on repairs to keep the property up to its 

normal condition. It had reference to new constructions adding 

permanently to the capital and when they were made to take the 

place of prior structures, profits included only the increased 

value of the new over the old when in good repair. However, such 

profits were held not taxable in Marquette Railroad Company v. 

United States (4) inasmuch as the provision was omitted in the 

Act of 1870. Probably the most cited case decided under Civil 

"War Income Taxes in connection with capital gains was Gray v. 

Darlington (5). There gains resulting from the sale of bonds which 

(1) 17 Wall. 294 (1873).
(2) 106 U.S. 109 (1882.

(3) 93 U.S. 225 (1876).
(4) 123 U.S. 722 (1887).
(5) 15 Wall. 63 (1872).
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had been held, for four years were held, not taxable under Section

116 of the Act of 1867, as amended. The Act was construed to 

tax only annual gains or profits which were realized from business 

transactions begun and completed during the same year with the 

exception of gains resulting from the sale of real estate and 

gains resulting from trade or commerce. The Court, in the course 

of its opinion, said:

"The advance in the value of property 
during a series of years, can, in no 
just sense, be considered the gains, 
profits, or income of any one particu
lar year of the series although the 
entire amount of the advance be at one time 
turned into money by a sale of the property.
* * * The mere fact that property has ad
vanced in value between the date of its 
acquisition and sale does not authorize 
the imposition of the tax on the amount of 
the advance. Mere advance in value in no 
sense constitutes the gains, profits, or 
income specified in the statute. It con
stitutes and can be treated merely as in
crease of capital."
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II. The 1894 Act.

This Act was held, unconstitutional in Pollock v. Partners

Loan & Trust Company (1) on the ground that a tax upon income 

from realty or personalty is a direct tax and, therefore, must be 

apportioned among the several states. The tax upon income from 

municipal bonds was held to be repugnant to the Constitution in 

that it taxes the power of a State or its instrumentality to 

borrow money which is an attribute of sovereignty. In view of 

the fact that it constituted one entire scheme of taxation the 

entire act was held unconstitutional.

(1) 157 U.S. 429, on rehearing, 158 U.S. 601.
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III. The Act of 1909.

The Act of 1909 may "be regarded, fairly and properly as 

the forerunner of the income tax measures which were to follow 

and which may he said to have their inception in it. The decis

ions under this Act are, therefore, of importance.

The constitutionality of the Act of 1909 was sharply at

tacked in Flint v. Stone Tracy Company (1). The Court held that 

it was not a direct tax h’lt an excise tax and that it did not 

fall within the apportionment clause of the Constitution, hut 

held that it was within and complied with the provisions for uni

formity throughout the United States.

In Stratton's Independence v. Howhert (2) an action was 

brought to recover moneys paid under protest for taxes assessed 

and levied under the Act of 1909 contending among other things 

that the result of a tax upon proceeds of ores mined was a tax 

upon capital and not upon income. The Court rejected this argu

ment and it was here that Mr. Justice Pitney coined the terse 

definition of income which was to he employed in future income 

tax acts:

11 Income may he defined as the gain de
rived from capital, from labor, or from 
combined."

In Doyle v. Mitchell Brothers (3) there was involved the

(1) 220 U.S. 108 (1910).
(2) 231 U.S. 399 (1911).
(3) 247 U.S. 179(1918 ).



-26-

income from the sale of timber. The stumpage value had. uot en

hanced. since the effective date of the Act of 1909 and it was held that 

the stumpage value as of that date could "be deducted by subtracting 

the cost of lumbering from the price received for the product.

Though the gain taxed in Doyle v. Mitchell Brothers (1) was due to 

a process of conversion the Court in Hays v. Mountain Coal Company

(2) and United States v. Cleveland C. C. & St. L. By.(3) applied 

the doctrine of Doyle v. Mitchell Brothers (4) to hold taxable the 

gain derived from shares of stock in so far as the gain which had 

accrued since December 31, 1908, and not to hold taxable the gain 

which had accrued before. The exclusion of the prior gain was 

based upon the assumed intent of Congress to tax only gains ac

cruing and realised after the effective date of the Act.

The Act of 1909 taxed income which had been received but 

did not tax income which had accrued (5). Dividends declared sub

sequently to Januaiy 1, 1909, and based on earnings made prior to 

that date were held income to the stockholder in the year received

(6).  Where a corporation purchased stock in 1899 for $300,000 

and entered the same on its books in 1908 for $75,000 and in 1909 

sold the same for $95,000, the difference of $20,000 was hald to 

be income and required to be returned (?) but an appreciation in 

(1) Note 3, ■page 25, sunra.
(2) 247 U.S.” 189 (1918)'.
(3) 247 U.S. 195 (1918).
(4) Note 1, supra.

(5) Maryland Casualty Co. v. U.S.,
251 U.S. 342 (1920).

(6) U.S. v. Phila. B. & W.B. Co.,
262 Fed. 188 (1920).

(7) Great Northern By. Co. v. lynch,
¿92 Fed. 903 (1921).



the value of assets -which was not disposed, of did not represent 

income although the corporation made such an adjustment on its 

hooks (1) and a similar result was reached although emphasis was 

placed on the fact that the appreciation accrued over a period of 

yearsand that the taxpayer was not a trader (2). A corporation 

was permitted to show that the hook value did not represent the 

actual value of assets sold (3). Stock dividends were not a part 

of the gross income of the stocldiolders (4). A corporation which 

sustained a loss through the sale of capital assets was permitted 

to deduct the same from gross income (5). An insurance company, 

the greater portion of whose assets consisted of stock, bonds, 

and other securities, was entitled to a deduction of the market 

depreciation of such securities during the taxable year (6).

(1) KcCoach v. Baldwin Locomotive Works, 221 Fed. 59 (1915).
(2) Industrial Trust Co. v. Walsh, 222 Fed. 437 (1915).
(3) U. S» v. Guggenheim Exploration Co., 238 Fed. 231 (1917).
(4) U. S. v. Philadelphias. & W. H. Co., 262 Fed. 188 (1920).
(5' Conn. Mutual Life Ins. Co. v. Eaton, 218 Fed. 206 (1914).
(6) Eew York Life Ins. Co, v. Anderson, 263 Fed. 527 (1920.
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IV. 1913-1932 Acts.

The constitutionality of the 1934 Act was assailed in 

Brushaber v. U. P. R. R. Co. (1). The Court held, that the Six

teenth Amendment to the Constitution did. not add. new objects of 

taxation and it merely permitted the taxation of incomes without 

apportionment. The Court held that the Act was not. lacking in 

due process of law and neither was there an unwarranted delega

tion of legislative authority because certain administrative powers 

to enforce the Act were conferred upon the Secretary of the Treas

ury. The Court also held that the retroactivity of the Act to 

the date of the Sixteenth Amendment did not render the Act invalid. 

The Court stated that the uniformity required by the Constitution is 

a geographical uniformity and, therefore, the exemption of a part 

or all of the income of certain designated persons, classes and 

corporations did not render the Act unconstitutional. The consti

tutional questions were raised at that time in Stanton v. Baltic 

Mining Co. (2), Tyee Realty Co. v. Anderson (3), and also in Peck 

& Co. Inc. v. Lowe (4), but the constitutionality of the Act was 

sustained in each instance.

The taxability of stock dividends constituted the questions 

which were considered after there had been determinations of the

(1) 240 U.S. 1 (1916)
(2) 240 U.S. 103 (1916)

(3) 240 U.S. 115 (1916)
(4) 247 U.S. 165 (1918)
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constitutionality of the Act. The question was first presented 

in Towne v. Eisner (1). The 1913 Act had made no express reference 

to stock dividends but declared that dividends as well as other gains 

were taxable as income. The Court in a brief and unanimous opinion 

held that a stock dividend declared from surplus accrued prior to 

March 1, 1913, was not taxable income to the stockholder under the 

Act of 1913, stating:

"A stock dividend really takes nothing 
from the property of the corporation and 
adds nothing to the interests of the 
shareholders. * * * The corporation is 
no poorer and the stockholder is no richer 
than they were before.11

The next case was Lynch v. Hornby (2). Hornby was a stockholder in 

a lumber concern which distributed dividends in 1914 which reduced 

the remaining value of the stock below its value on March 1, 1913.

It was contended that so much of the tax as was based upon earnings 

and increase prior to March 1, 1913, was a tax upon capital. The 

Court held otherwise saying that Congress was at liberty to treat 

such dividends declared and. paid in the ordinary course after March 

1, 1933, as income. Lynch v. Turrish (3) considered a similar ques

tion from a different angle. Turrish was also a stockholder in a 

lumber company which owned large quantities of standing timber.

The timber had enhanced gradually in value so that on March 1, 1913, 

Turrish's stock in the company was worth twice its par value. In

(1) 245 U.S. 418 (1918).
(2) 247 U.S. 339 (1918).
(3) 247 U.S. 221 (1918). 
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1914 the company sold, its entire assets at a price which netted 

each shareholder twice the value of the stock. The proceeds were 

distributed and the company went out of business. Turrish took 

the position that there was no taxable income to him in the 

transaction because he did not receive more than the value on 

March 1, 1913, of his stock. The Court concurred in this propos

ition and held there was no taxable income. A caution was inserted 

in the case that it was delaing only with express facts, that of 

a single and final distribution in liquidation. It seems that a 

different rule applies when a corporation determined aiter March 1, 

1913, to liquidate than where part of the capital is distributed in 

dividends. Peabody v. Eisner (1) dealt with the case of a stock

holder in a railroad company who in 1914 received a dividend of 

$3,00 per share in cash and $12.00 per share in par value of the 

preferred stock in a different railway company upon his holdings 

in the first railway company. The company had earned but $4.12 

per share upon its common stock since March 1, 1913, and he 

sought to limit his taxable income to that amount per share.

Thé Court held that the distribution of the second railway company 

stock was not a stock dividend, but a distribution in specie of 

a portion of the assets in the first railway company and is to be 

governed for all present puiposes by the same rule applicable to

(1) 247 U.S. 347 (1918) 
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the distribution of a like value in money and held the entire
I 

dividend taxable.

®ie much discussed stock dividend case of Eisner v. Macomber

(1) was decided next and held that a stock dividend declared from 

surplus which accrued aftei- March 1, 1913 was not income to the 

stockholder and, therefor^, was not taxable. The Court said that 

it was clear that a stock dividend does not really take anything 

from the property of the corporation and adds nothing to the 

stockholder, but shows that the stockholder has not realized or 

received any income when he receives a stock dividend. The Court 

said that the stockholder’s interest in the corporation evidenced 

by surplus or stock dividends was capital and the Act-of 1916 was 

held unconstitutional to the extent that it imposed a tax upon 

stock dividends without apportionment. The Court also said that 

Congress can not by any definition it may adopt conclude the 

matter since it can not change the Constitution. In this case 

the late Mr. Justice Holmes dissented and reiterated that soundly 

considered, stock dividends were not income, but said that the 

Sixteenth Amendment was broad enough to cover it, so that it 

could be made income under the Amendment. Mr. Justice Holmes had 

given the opinion of the Court in Towne v. Eisner (2) where stock

(1) 252 U.S. 189 (1920.
(2) Note *1, page .”29, supra.
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dividends were held not taxable under the Act of 1913. The

Court here gave what has so far been the final and authoritative 

definition of income under Federal Income Tax Acts in the follow

ing language:

"The fundamental relation of ’capital’ 
or ’income' has been much discussed by
economists, the former being likened to 
the tree or the land, the latter to be 
the fruit or the crop; the former de
picted as a reservoir supplied from 
springs, the latter as the outlet stream, 
to be measured by its flow daring a 
period of time. For the present purpose 
we require only a clear definition of 
the term 'income' as used in common 
speech, in order to determine its mean
ing in the amendment; and, having formed 
also a correct judgment as to the nature 
of a stock dividend, we shall find it 
easy to decide the matter at issue.

' "After examining dictionaries in common 
use (Bouvier’s Law Diet.; Standard Diet.; 
Webster's Int. Diet.; Century Diet.;) we 
find little to add to the succinct def
inition adopted in two cases arising under 
the Corporation Tax Act of August 5, 1909, 
36 Stat, at L. 11, Chap. 6 (Stratton's In
dependence v. Howbert, 231 U.S. 399; 415; 
58 L.Ed. 285, 292; 34 Sup. Ct. Rep. 136; 
Doyle v. Mitchell Bros. Co., 247 U.S. 179; 
62 L. Ed. 1054; 28 Sup. Ct. Rep. 467);
'Income may be defined as the gain derived 
from capital, from labor, or from both 
combined, ' provided it be understood to 
include profit gained through a sale or 
conversion of capital assets, to which it 
was applied in the Doyle Case."

In four cases decided March 28, 1921, what had been con

sidered a troublesome problem of whether or not profits arising from
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the sale of capital assets shall he considered as income was 

settled. These cases all arose under the Act of 1916 and were 

suits to recover taxes assessed and paid under protest. The 

contention of the taxpayer in each instance was that the fund 

taxed was not income, within the meaning of the amendment.

In Merchants Loan & Trust Co. v. Smietahka (1) the plaintiff 

was trustee under a will of property, the net income of which was 

to he paid to the testator's widow for life and after her death, 

to the children until each should become 25 years of age when 

each was to receive his share of the trust fund. Stock dividends 

and accretions of selling values, under the will were to be con

sidered as principal andnot income and the trustee was given 

full dominion over the estate. Certain stock worth $561,798, on 

March 1, 1913, was sold in 1917 for $1,280,996.64 and the dif

ference was taxed as income. The Supreme Court held that it was 

taxable, although it was not in a course of dealing with stocks 

and was a mere isolated sale.

In Eldorado Coal Co. v. Mayer, (2) the plaintiff corporation 

sold its plant in 1917 distributing the cash among its stock

holders, the corporation not being dissolved because of unsettled 

liabilities outstanding adding to the market value of March 1, 1913, 

the cost of additions and subtracting the depreciation, the appre

ciation in value after that date was some $6,000 which was held

(1) 255 U.S. 509 (1921).
(2) 255 U.S. 522 (1921).
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taxable.

In Goodrich v. Edwards (1) the plaintiff bought stock in 

1912 for $500 which was worth $695 on March 1, 1913, and sold it 

in 1916 for $13,931.22. He was taxed on the difference between 

the value on March 1, 1913, and the selling price and the Court 

sustained the tax. He also exchanged stock in 1912 for other 

stock then worth $291,600. On March 1, 1913, it had gone down 

to $148,000 and he sold it in 1916 for $259,000. He was taxed on 

the difference between the value of March 1, 1913, and the sell

ing value but the Court held that the income tax covered only 

actual gains and here was a loss. In Y/alsh v. Brewster (2) the 

plaintiff who occasionally bought and sold stocks to change his 

investments bought some stock in 1909 which fell in value by 

March 1, 1913. He sold it for what he paid for it and the Court 

held that there having been no actual gain, there was nothing 

to tax. He also had bought some stock in 1902 for $231,300, 

the value of which on March 1, 1913, was $164,480 and sold it in 

1916 for $276,150. He was taxed on the difference between the 

v^lue on March 1, 1913, and the selling price. The lower court 

held that it was a conversion of capital assets and not taxable 

income but the Court held that the actual gain to the seller was 

income; that is, the difference between the purchase price and 

the selling price. The Court in these cases followed its own

(1) 255 U.S. 527 (1921.).
(2) 255 U.S. 536 (1921). 
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dictum in Eisner v. Macomber (1) where it defined income.

As a test of income, Eisner v. Macomber (2) seemed to lay 

down one of cash realization. It became readily apparent that 

some modification was necessary to bring the taxing system in 

harmony with business methods as in general commercial practice 

net income is determined as it accrues. This was recognized by

Congress in the Act of 1916, and permitted the taxpayer to re

port on the basis of his books of account, provided they clearly 

reflected income (3), but early regulations (4) even under the 

corporation excise tax had permitted this. Book accounts must 

clearly reflect income, and they can not be distorted to minim

ize taxes and must be reported consistently (5), and must all be 

found to be sufficiently related to be dealt with on the same 

basis (6). In determinations of this kind wide discretion is 

allowed the commissioner (7).

Having the question decided that capital gains constitute 

taxable net income, the course of the law has been to determine 

(1) Note 1, page 31, supra.
(2) Note 1, page 31, supra.
(3) Sec. 8(g).
(4) Regulation 31, Art. 4.
(5) U.S. v. Anderson, 269 U.S. 

422 (1925),

(6) Niles Bennet Pond Co. v. 
U.S., 281 U.S. 357 (1930).

(7) Aluminum Castings Co. v. 
Routzahn, 282 U.S. 92 (1930).
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what constitutes an election to "be taxed on a capital net gain, 

when is property held primarily for sale, what is a sale or ex

change, what is stock in trade, what constitutes the time property 

is held hy the taxpayer, when is a sale consummated and other sim

ilar problems. This situation is well described in the report of 

a former Secretary of the Treasury (1) when the following was said 

concerning the capital gain provisions:

11 * * * It results in some of the most 
complicated provisions contained in any 
statute and is exceedingly difficult to 
administer.11

A few of these matters will be here presented which when 

considered in the light of different statutes will probably demon- 

strate some of the complications that the former Secretary may 

have had in mind. While the 1921 Act permitted the taxpayer to 

elect how capital net losses should be treated subsequent acts 

have denied the right (2), neither can the taxpayer elect to 

treat part of profit from sale of capital assets as capital gain 

and balance as ordinary income (3). It seems reasonably clear 

that any election in this respect is not available to the tax

payer. The purchase of land and subsequent conversion into lots 

for the purpose of sale was held not to be primarily for sale in

(1) Former Secretary of Treasury Mellon in 1924 Report, p. 9.
(2) Elkins, 24 BTA 572 (1931); Hoffman 28 BTA 1264^(1933).
(3) Thomas, 25 BTA 810 (1932); McCullough, 29 BTA 67 (1934) . 
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trade or ’business (1) but the acceptance of stock in part pay

ment for construction work was in trade or business (2). A real 

estate dealer holds real estate in trade or business (3) but a 

lumber manufacturing concern owning standing timber does not 

own it as stock in trade or primarily in the course of trade or 

business (4). In the ordinary case of property purchased for cost 

the length of time it was held is determined by excluding the day 

upon which it was acquired and including the day of disposal (5) 

and a sale is consummated when title passes (6) but when title 

passes is often a difficult question. A sale of stock was con

summated when the contract of sale was definitely closed and de

livery made to the trustee or escrow agent (7) but the sale of a 

tract of land was not consummated until the seller received a sub

stantial down payment (8) and a sale of property and delivery of 

the deed in escrow was not a consummated transaction until the 

deed was delivered to the purchaser (9). Assets acquired by gift

(1) Phipps v. Commissioner, <54 J?(2nd) 469 (1931).
(2) Gilbert v. Commissioner, 54.F(2nd) 361 (1931).
(3) Pope, 28 BTA 1255 (1933); Phipps 19 BTA 1293 (1930).
(4) Caroil, 27 BTA 65 (1932).
(5) Hooper, 26 BTA 758 (1932).
(6) Dahlinger v. Commissioner, 51 ?(2nd) 662 (1931).
(7) Perry, 22 BTA 13 (1931).
(8X Hay, 25 BTA 96 (1932).
(9) Swift, 20 BTA 1099 (1931).
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are construed, to exclude time held by the donor (1) and in 

construing time from decedent’s death furhishes the basis of the 

time the asset is held (2) and a bequest is measured from date of 

distribution (3) but the period covered by an option to purchase 

is excluded (4) and stock acquired by exercise of rights is com

puted from the date the rights were exercised (5). Generally, 

sales by dealers of property which constitutes part of stock in 

trace may not be reported as capital gains and thus sales by a 

dealer in real estate are not capital assets (6) and this is true 

of one engaged in developing real estate (7). A sale by one in 

distilling business is not a capital transaction (8), but one deal

ing in property is not always a dealer (9) and bonds held more than 

two years which are paid at maturity result not in capital loss 

but in ordinary loss (10) and income from sale of royalties which 

results in a gain is not a capital gain (11). The sale of stock 

which was given for services was a capital gain (12) but if the

(1) Schonberg v. Burnet, 55 Bed. (2nd) 543 (1931).
(2) Tutwiler, 28 BTA 495 (1933).
(3) Bubbles, 29 BTA 1070 (1934).
(4) Greenebaum, 27 BTA 889 (1933); Bothwell, 27 BTA 1351 (1933).
(5) Wood, 29 BTA 1050 (1934).
(6) Burman, 23 BTA 639 (1931).
(7) Hay, 25 BTA 96 (1932).
(8) Henziehausen v. Lucas, 280 U.S. 387 (1930).
(9) Keeney, 17 BTA 560 (1929); Peck 19 BTA 345 (1931).
(10) Watson, 27 BTA 463 (1932).
(11) Alexander v. King, 46 Bed. (2nd) 235 (1931).
(12) Bradbury, 23 BTA 1351 (1931).
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intetitioii was when the stock was accepted, for services to 

convert the stock into cash it is not a taxable gain (1). It 

has been held, that there may be a capital net loss even though 

there was not any capital gain during the year (2). A loss 

through foreclosure of real property held, for more than two 

years was not held, a capital loss (3) but a loss on stock de

termined. to be worthless is not a. capital loss (4) but a pur

chase of stock from a corpora.tion under a contract to guarantee 

a market for the stock and the subsequent sale to the corpora

tion is a capital loss (5) but a loss from making good a guaranty 

was not a capital loss (6).

It has been previously noted that the 1934 Act changes

the definition of capital gains by abolishing the two year period 

and uses the words 11 to customers in the ordinary course of trade 

or business 11 instead of '’in the course of trade or business”. 

This is anticipated to increase the number of assets and will 

possibly be productive of many close decisions as to what con

stitutes capital assets. The number of assets which are to be 

classified as capital assets will cause much inquiry to be

(l) Gilbert v. Commissioner, 56 F (2nd) 36 (1932).
(2) Keeney, 17 BTA 560 (1929); Peck, 19 BTA 345 (1930).
(3) General Counsel’s Memorandum, 12737 (1932).
(4) Raiss, 21 BTA 593 (1930).
(5) Kaplon v. Commissioner, 66 Fed. (2nd) 401 (1933).
(6) Sturdevant, 23 BTA 1384 (1931).



made as to the length such assets have "been held for a dif

ference of a day may mean a considerable saving in taxes. The 

number of situations which are to be faced as to when a sale 

was consummated will be multiplied. This seems particularly 

true as a greater percentage of taxpayers and a greater number 

of transactions will be affected by the capital gain and loss 

provisions. The effect of the capital gain and loss provisions 

in the 1934 Act would also seem So be productive of numerous 

close decisions,

liven if it were possible upon the basis of the decided 

cases to give a reasonably definite opinion as to what the course 

of the law would be under a certain set of facts it must be 

noted that the action of the Bureau of Internal Revenue would 

not necessarily accord with such an opinion. Decisions of the 

Board of Tax Appeals are not considered binding upon the Bureau 

of Internal Revenue and there usually is announced the acquies

cence or non-acquiescence by the Commissioner with the decision 

of the Board of Tax Appeals. But there are other sources which 

while not conclusively indicative of what constitutes the present 

state of the law do eviden&b the interpretation placed upon cer

tain sections of the law. There are, for instance, opinions by 

the Attorney General and the Solicitor, and also law opinions, 

memorandums and recommendations by the Solicitor. There are 
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also treasury decisions, general counsel’s memorandums, income 

tax guides, publications by the income tax unit, mimeographed 

letters, memorandums and recommendations both by the Committee
I

on Appeals and Beview and the Advisory ®ax Board. It is not in

frequent that the position taken is reversed with the net result 

that the bewildered taxpayer becomes convinced, at least in tax 

matters, of the fiction that every person is presumed to know 

the law. While the Board of Tax Appeals has been recommended 

in a report (1) as an example of desirable administrative proced

ure there are no doubt some ways in which an improvement might be 

made in the administration of our revenue laws. But it seems that 

the •’root of evil'1 is not so much in the administration of the 

law as in the law itself. It is submitted that the provisions of 

our revenue law relating to capital gains and capital losses com- 

uletely fall within the previous statement.

(1) Heport of the Special Committee on Administrative Law of the 
American Bar Association, p. 212 (1934).
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(0) THE BRITISH SYSTEM.

I. The English System.

The income tax was introduced in England in 1798 as an 

impost duty to replenish the exchequer which had been exhausted by 

the previous war with France. The basis of the tax was the amount 

which the taxpayer had paid in the previous year in the form of 

other taxes. There was also some relation to incomes in excess 

of a certain amount but it would not fit what constitutes our 

concept of an income tax at the present time. An act in 1799 re

pealed the former Act and imposed a regular income tax. However, 

the measure was a war measure and was repealed in 1802 but re

sumed in 1803. The Act of 1803 adopted the principle of taxation 

at the source and this tax ceased to exist after 1816. In 1842 

it was revived and this Act of 1842 still forms the basis of the 

existing system of income taxation in England. Additions and 

amendments were made to the Act of 1842 which had become a large 

and unwieldy mass of legislation. In 1918 all the numerous in

come tax enactments were consolidated into one statute and this 

was known as the Income Tax Act of 1918. Amendments and addi

tions were made to the act of 1918 each year by the annual 

finance Acts. The decisions of the English Courts interpreting 
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the statutory provisions are interpreted, strictly to the let

ter even where the result may not correspond, with the intention 

of the draftsman or those who enacted whatever provisions are in 

question. It is a settled principle that where a taxing act has 

wording which can strictly he construed only in one way the Court 

will not go behind the Taxing Acts to ascertain whether the word

ing in question has the effect in law which the framers contem

plated that it would have. It is interesting to note that many of 

the principles on which liability to pay a tax upon income and 

the measure of the tax liability are not expressed in the Act of 

1918 or the finance Acts which are supplementary thereto. Such 

information seems to be only available in decisions which are 

based upon the underlying principle of the taxing Acts. The tax 

has been defined as a tax on “income from various sources, estim

ated according to sets of rules which vary according to the 

source of income.11 Jor income tax purposes income must be some

thing capable of being turned into money (1). A mere privilege, 

though of value to persons who enjoy it, is not income. An ac

cretion of capital is not income (2); but income used to increase 

or recoup capital is taxable (3). It is a fundamental principle

(1) Tennant v. Smith, A.C. 150 (1892).
(2) Stevens v. Hudsons Bay Co., 5 Tax. C. 424 (1909).
(3) Ownsworth v. Vickers, 3 K.B. 267 (1915).
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of the English system that capital deductions are not allow

able in computing profits for income tax purposes. According

ly, a mine owner could not write off and deduct from gross 

earnings in a particular year a sum to represent depreciation

(1).

The term "capital gain" is not found in the English system.

In England such gains come under the more inclusive head of "casual 

profits" unless the person selling the asset is engaged in the 

business of dealing in such assets. Casual ■orofits also include 

other gains of a non-recurring nature which arise outside of the 

regular business of the recipient. An English writer (2) suggests 

that the difference in the treatment of carital gains is due to the 

fact that in England, which, is an older country, there have always 

been more people with relatively fixed incomes and the idea of 

"income" has come to mean something of a reasonably permanent 

nature. He points out further that the wealth of people in his 

country has stayed in the same hands to a far greater extent than 

has the wealth of the United States and emphasis is also placed 

on the fact that more people in his country live on fixed incomes. 

An English tax authority (3) has stated that the idea of "annual

(1) Coltness Iron Co. v. Block, 6 A.C. 315 (1881).
(2) Harrison B. Spaulding in The Income Tax in Great Britain 

and the U. S. (1927).
(3) Sir Josiah Stamp in the Fundamental Principles of Taxation 

(1923) p. 32.
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income" is more prevalent in his country than in the United. 

States. The question of taxation of capital gains has received, 

some attention. A commission (1) appointed, to “enquire into 

the income tax * * * and. to report what alterations of law and. 

practice are in their opinion necessary or desirable" reported 

in favor of extending the scope of their law to include as sub

jects of taxation certain casual profits. The Commission did 

not recommend the adoption of our plan but suggested that there 

should be subjected to income tax those casual profits made in 

transactions recognizable as business transactions, that is, trans, 

actions in which the subject matter was acquired with a view to 

its disposition at a profit (2^. The Commission also recommended 

that the law should be general in its terms and the Board of 

Beferees should be entrusted with the power of determining 

whether particular classes of transactions should.be excluded 

from the tax.

Income is assessed under different schedules in England. 

One schedule includes the income from the ownership of lands. 

The second schedule includes the profits arising from the occupa

tion of land, and the third includes income received as interest 

and dividends. The fourth schedule is upon incomes from business

(1) The Boyal Commission on the Income Tax. The Commissioners were 
appointed in May, 1919, and served until March, 1920.

(2) Beport of the B.oyal Commission on the Income Tax (1920) p. 19. 
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and professions while the fifth schedule is upon salaries. It 

is under the fourth schedule that the determination has to he 

made whether a gain arising from a transaction is a "casual gain" 

and not taxable or is one which has arisen in the course of bus

iness. Regarding the determination of whether a gain is a 

casual gain an English tax writer (1) says that "it is becoming 

very difficult to maintain that any source of gain is not liable 

to income tax on account of its being in the nature of a casual 

profit." Another English tax writer (2) says that "the term 

’casual profits' * * * is taken to mean a profit which is irreg

ular in its recurrence." The last writer suggests that before 

a profit or gain can be termed a casual profit it must be de

termined not to be a profit within the meaning of the charging 

provisions. The first test which such a profit must pass is 

whether the receipt is from a trade, profession or employment 

and in this connection it is pointed out that an isolated trans

action usually is not in connection with a trade or profession. 

The next question which is to be propounded is whether the 

receipt in question is an annual profit. Here it is pointed out 

that if there is anything annual in the receipt of the nroceeds

(1) Cecil A. Newport in Income Tax Law and Practice (1928) p. 82.
(2) W. E. Snelling in Dictionary of Income Tax and Supertax Prac

tice (1923) p. 157.



the amount receivable is not to be considered a "casual profit". 

The same author, in speaking about profits, says that the legal 

idea of profit is "as near to the current commercial idea as it 

can be brought." He points out that there is a necessity for 

distinguishing profit from an increase in capital as the increase 

in capital is not usually a profit. It seems worthy of mention 

that profits need not be paid in cash to be assessable but they 

must have money value.

The administration of the English Income Tax system is 

essentially different from the administration of our income tax 

system (1). It is to be noted that the concept of capital gains 

is foreign to the English system and that so-called "casual 

gains" are not subject to tax. But as a tax upon annual profits 

and gains it embraces such casual profits and gains if the trans

action is a trading transaction or consists in the rendering of 

services.

(1) See "A Summary of the British Tax System" with special refer
ence to its administration by Messrs. Magill, Parker and King. 
(1934).
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II. The Canadian System.

Income taxes were imposed by some of the provinces of 

Canada hut the first tax law was the "Income War Tax Act" of 

1917 and amendments and changes of this Act were made in the 

Act each year from the date of its enactment to 1934 except in 

1921 and 1929. The changes pertained particularly to rates and 

other minor changes. Substantially the Act has been continued 

in much of its original fo.rm and the statute was codified in 

1927. The Canadian income tax law is imposed pursuant to the 

provisions (1) of the British North America Act of 1867 which 

gives the Parliament of Canada authority for the "raising of 

money by any mode or system of taxation." Hence the possibil

ity of close questions as to what may constitute income is 

largely removed.

Income, as defined in the Act (2), means the annual net 

profit or the annual (3) net profit or gain or gratuity, 

whether ascertained and capable of computation as being wages, 

salary, or other fixed amount, or unascertained as being fees or 

emoluments, as being profits from a trade or commercial or finan

cial or other business or calling, directly or indirectly received

(1) Section 91 (3).
(2) Part 1, Sec. 3.
(3) Annual means all profits in the year. Morrison v. Minister,

Ex. C.H. 75, (1928).
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by a person from any office or employment, or from any pro

fession or calling, or from any trade, manufacture or business, 

as the case may be, -whether derived from sources’ within Canada 

or elsewhere; and shall include the interest, dividends or 

profits directly or indirectly received from money at interest 

upon any security or without security, or from stocks, or from 

any other investment and whether such gains or profits are 

divided or distributed or not, and from any other source.

Canada does not have a separate normal tax and surtax.

There is a single graduated tax and corporations pay a specific 

rate except where consolidated returns are filed when a higher 

rate is imposed (1). In many respects, the Dominion Income Tax 

resembles that of our Country rather than that of England. 

However, in the treatment of what we call "capital gains and 

losses" the English law has been followed in that if such gains 

are not made in the course of business they go untaxed. The 

question whether gain is income or an appreciation of capital 

must be determined by reference to the facts in each particular 

case, but "the test which is applicable to determine the question 

is whether or not the gain was made in the course of carrying 

on of a business or trade." (2) Generally where a gain is found

(1) Ch. 55, Sec. 14.
(2) A treatise on Dominion Income Tax Law by Charles Percy Plaxton 

and Frederick Percy Varcoe, p. 154 (1921).. 
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in an isolated, transaction it is regarded, as an appreciation 

of capital rather than income. However, the burden of proving 

whether income is exempt from taxation is upon the party who 

claims the exemption (1) and profits realized by trust, loan 

and mortgage companies from the sale and purchase of stocks are 

taxable but it is presumed that more than 51 percent was in

vested in revenue hearing securities (2). The use of the word 

"annual” is understood to mean a charge upon receipts which ac

crue with some regularity as in the course of business. No at-r 

tempt is made in the Dominion Act as under our law to ascertain 

"net income" by the method of defining "gross income" and enumer

ating the deductions which may be made for the purpose of arriv

ing at the taxable income. The definition is one of taxable in

come from which exemptions and deductions (3) can be made. Gen

erally, the principles laid down in the English decisions as to 

what constitutes balance of profits and gains under the English 

Act are applicable in determining the amount to be taxed. The 

position concerning the taxation of capital assets is best exem

plified in an explanation by the Minister of Finance (4).

Mr. McCrea: Suppose a man has two properties which he is 

carrying on his books at a certain value. One of them he sells

(1) Kennedy v. Minister, 1928 Ex. C.R. 36.
(2) Income Tax Ruling Dec. 9, 1929.
(3) Part 2, Sections 4 and 5. , _ .
(4) The Canadian Income Tax by Bryan Pontdfex, pp, 22-(.1918J. 
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for possibly twice what he is carrying it at. Would, that 

be considered, as income for that year? The other property he 

sells at a loss. How would the minister treat that? If one 

is counted as profit, the other should be counted as loss. As 

I understand the minister, capital will have nothing to do with 

profits. If a man has a property and sells it at a profit of 

20 or 50 or even a hundred percent, that will not be taxed.

If he sells his property at a loss, do I understand that he will 

not be allowed to deduct that amount?

Sir Thomas White: I think I agree with my hon. friend.

It would not be fair to count as income in any given year the 

profit which one might make on the sale of real estate which a 

man had held for a number of years, for that would not be an

nual gain, and I do not think it would be possible to apportion 

a certain amount of it in respect of the year in question. The 

same argument would apply to the other property. A great number 

of the questions that have been raised here are of theoretical 

importance but not likely to become a practical issue in the 

administration of the Act. In connection with-the Business 

Profits War Tax we had many cases there properties were sold at 

a profit after being held for a number of years. But in the 

working out of the Act it was recognized that that was not gain 

for that particular year and no difficulty was experienced.
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(D) Observations and Conclusions..

Previous pages have been in part devoted to a considera

tion of the statutory development and soine of the decided cases 

which have dealt with what are known as “capital gains" and 

"capital losses". For the purpose of further consideration of 

this subject the constitutional aspects of a tax upon "capital 

gains" would seem to be a topic of relative unimportance. The 

Supreme Court has held the income tax law as not being uncon

stitutional (1) and a series of cases commencing with Merchants 

Loan and Trust Co. v. Smietanka (2) have held that the gain de

rived from the sale of a capital asset constituted taxable in

come. Whether this result is satisfactory to us or whether we 

prefer to quarrel with the result appears to be of little prac

tical consideration as it constitutes a part of our law. A 

broader reason for the relative unimportance of the consideration 

of its constitutional aspects might be found in the fact that 

the Federal Government is not and has not been confined to the 

taxation of incomes as a means of raising revenue. While the 

Sixteenth Amendment limits the power to tax what may be regarded

(1) Brushaber v. Union Pacific R. Co.* note 1, page 28, supra.
(2) Note 1, page 33, supra. Other cases are Eldorado Coal Co. v.

Mayer, note 2, page 33, supra; Goodrich v. Edwards, note 1, 
page 34, supra; Walsh v. Brewster, note 2, page 34, supra. 
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as income other tax legislation (1) has demonstrated the ex

tensive fiscal powers which the Federal Government might assert» 

While income has been judicially defined (2) and this definition 

has been reaffirmed (3) the consideration of the concept of in

come has been the subject of several excellent articles (4) as 

has the consideration of the subject when income is realized.

(5) it will be the purpose herein to attempt a consideration of 

the desirability of a tax upon capital gains. It is hoped that 

at the conclusion there will have been aroused at least some doubt 

as to the desirability of a tax upon capital gains as a fiscal 

device in our revenue system. 1 2 3 4 5

(1) Particularly the Corporation Excise Tax of 1909; also Floor
stock and Processing taxes levied under the Agricultural Ad
justment Act, gift taxes, estate taxes, gasoline taxes, luxury 
taxes, capital stock taxes.

(2) Stratton’s Independence v. Howbert, note 2, rage 25 supra.
(3) Towne v. Eisner, note 1, page 29, supra.
(4) Robert Hurray Haig: ’’The Concept of Income1’ in ’’The Federal 

Income Tax” (1921); Henry Rottschaeffer: "The Concept of Income 
in Federal Taxation”, 13 Minnesota Law Review, 637 (1929).

(5) Thomas S. Adams: "When is Income Realized” in "Federal Income 
Tax" 29 (1921); Roswell Magill "When is Income Realized" 46 
Harvard Law Review 933 (1933).
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T, Unstability of the Tax ana the

In a report (1) it was pointed out that our system of 

income taxation is productive of an unstable revenue and that 

we received large receipts in prosperous years and low receipts 

in depression years. The following round figures (2) aptly 

demonstrate the instability of our tax as compared with the 

receipts in Canada and England over the period from 1923 to 

1932:

Yaar_______ England______________Canada________ United States,

1923 1,936,000,000 72,700,000 1,691,000,000
1924 1,724,000,000 59,000,000 2,842,000,000
1925 1,746,000,000 59,000,000 1,761,000,000
1926 1,652,000,000 56,700,000 1,974,000,000
1927 1,482,000,000 48,100,000 2,220,000,000
1928 1,521,000,000 57,500,000 2,175,000,000
1929 1,436,000,000 59,900,000 2,331,000,000
1930 1,443,000,000 69,200,000 2,410,000,000
1931 1,583,000,1000 71,100,000 1,860,000,000
1932 1,782,000,000 61,300,000 1,057,000,000
1933 1,528,000,000 62,000,000 747,000,000

While these figures demonstrate the instability of receipts

from income taxes as compared with England and Canada, it must be

(1) Preliminary report of the Subcommittee on Ways and Means, en
titled: ’’Prevention of Tax Avoidance" relative to methods of 
preventing the avoidance and evasion of the Internal Revenue 
laws, together with suggestions for the simnlification thereof. 
(1933).

(2) Table used in a bulletin entitled "The Income Tax in Canada" 
by Andre" Bernard, 1934, p. XII.
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noted that in England the maximum return in the year of 1923 

showed only a 35 percent variation. In Canada the maximum 

returns in the year of 1923 as compared with the minimum re

turns in the year of 1927 showed a 51 percent variation. However, 

the situation in the United States shows that the maximum returns 

in the year of 1924, as compared with the minimum returns in the 

year of 1933, show a 280 percent variation. The income for the 

years 1923 to 1933 show, with the exception of 1932, that we 

collected at least twice as much in those years while in 1924 

it amounted to nearly four times as much as it did in 1933 and in 

1929 and 1930 it amounted to about three times as much as it did 

in 1933. In England the maximum annual revenue during the period 

1923-1933- was 19 percent above the average annual income while 

the minimum average revenue was 11 percent below the average annual 

income. In Canada the maximum annual revenue during the same 

period was 18 percent below the average annual income while the 

minimum average income was 61 rercent below the average annual in

come. The returns from income taxes for the fiscal year 19 34 Tvas 

$817,025,339.72 (1) but this amount is only a little over 44 per

cent of our average revenue from income taxes for the past twelve

(1) Beport of the Commissioner of Internal Revenue for the year 
ending June 30, 1934, page 2. This figure does not include 
$52,859,738.53 collected from dividends and excess profits. 
Using this sum the receipts for 1934 would only constitute 
a little less than 48 percent of the average return from in
come taxes for the past twelve years. 
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years. It is not contended, that the apparent instability of 

our income tax system is entirely due to the method of taxing 

capital gains. However, when one views the greater stability of 

the English and Canadian returns who ignore capital gains and 

capital losses, it would seem that the inclusion in the base of 

profits and losses which have resulted from transactions in cap

ital assets has been a contributing factor if not one of the 

major causes of our instability. Force is lent to this argument by 

the fact that in 1958 when the total tax from individual returns 

was $1,164,000,000 and of which $534,000,000, or 46 percent, 

represented net caoital gains and that in 1931 the revenue from indi

vidual returns was $241,000,000 while the net loss in revenue re

sulting from allowing deductions of capital losses was $86,000,000, 

or a reduction of 26 percent (1). The argument which if, advanced 

in this connection is that the tax upon capital gains has been 

an effective means of raising revenue and, therefore, should be 

retained notwithstanding the apparent instability. It is true 

that the statistics show a returh which merits attention for in 

1924 the first year in which the 12§- percent rate was applicable 

to both gains and losses the returns from capital gains increased 

while generally at least during the previous prosperous years 

the returns had decreased. A compilation (2) shows that the

(1) Note 1, page 54, supra.
(2) Note 1, page 54, supra.
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gains realised from the sale of assets during the period 1917 

to 1931 was $26,000,000,000 while the losses for the same period 

totalled $14,000,000,000. But conclusions from these figures 

should not he hastily drawn. Until 1928 the official statistics 

did not make a tabulation for the returns which showed no net 

income; further, there is no doubt that many returns would have 

showed net income were it not for capital losses. It seems 

reasonable that a number of people had incomes which would other

wise have been taxable had there not been capital losses. The 

instability has been attempted to be remedied in the 1934 Act 

(1) by a provision that losses may be deducted only to the ex

tent of $2,000, plus the gains from such sales or exchanges.

This limitation will no doubt correct, to some degree, the con

dition of instability. The aim of the 1934 Act seems to be an 

effort to increase revenue and prevent tax avoidance. It does 

not seem exactly fair that losses from the sales of securities 

should be permitted to reduce or eliminate the tax upon inter

est, dividends and wages. It might also be true that a net 

gain from the sales of securities should not be added to income 

from more stable sources and cause the taxpayer to pay higher normal 

and surtax rates that would not ordinarily apply upon his income. 

It would also seem that a capital loss should not cause a lower 

(1) Sec. 117(d). 
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normal and. surtax rate to "be paid, upon ordinary income. The 

inequitable result produced "by limiting losses was apparently 

recognized in the Hearing "before the Committee on Ways and Means

(1) in the following language:

(ir. Crowther (2): May I ask this question? Did you give 

any consideration to the fact—I have "been absent for a little 

while and I do not know what your conclusions are as to the allow

ance of losses * * *.

Mr. Magill (3): We agree with you on that.

Mr. Crowther: That if we were not going to allow the losses 

we ought to be fairly liberal regarding this percentage.

Mr. Magill: I quite agree with you. That is, I think you 

have got to handle the gain and losses consistently.

Mr. Crowther: It is a hard thing to say, as a matter of 

equity, that we are going to take the winnings but we are not go

ing to allow any losses.

Hearing before the Committee on Finance (4) recognized the 

feeling about losses:

(1) House of Representatives, p. 49 (1934).
(2) Representative from New York.
(3) Mr. Magill of the Treasury Department.
(4) United States Senate, p. 178 (1934).
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Mr. Wood (1): * * * You have assured, that the Government 

can lose nothing by this capital gains tax. It must gain. * * *

Senator Gore (2): This adopts the rule of "heads, the gov

ernment wins; tails, the taxpayer loses."* * *

Thus, in order to insure a more stable revenue we have a 

situation where assuming (3) that the gain taken into account is 

¿4,400 and the losses taken into account are $7,600, this loss is 

allowable only to the extent of $6,400 ($2,000 plus the gains of 

$4,400), This begins to look like an income tax upon a portion of 

the gross income rather than net income. While the Supreme Court 

has not directly passed upon the question of a tax upon gross in

come it would seem that the decisions, as well as the language of 

the Sixteenth .Amendment in allowing Congress to tax income from 

whatever source derived, might be broad enough to permit the tax

ation of gross income. The income tax law has been held not to 

be unconstitutional as a violation of the due process clause 

since the taxing power of Congress is restricted only by the ex

press limitations of the Constitution unless the Act complained 

of is so arbitrary as to amount to a taking of property (4). Even 

if the provision relating to losses was held constitutional its

(1) Herbert S. Wood, appearing on behalf of Senator Murply (Iowa) 
to explain amendment.

(2) Senator from Oklahoma.
(3) This is the example used in the Regulations 86, Article 117-2, 

page 217 (1935).
(4) Billings v. U. S., 232, U.S. 261.
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ihherent inequality betrays a weakness or defect of a part of a 

system of income taxation the soundness of which is questioned. 

It would seem that the Government is not in a position to lose 

through the allowance of actual losses. If in a given year or 

period losses are greater than gains, the condition conceivably 

is but temporary for business would not ordinarily continue if 

losses continually exceeded gains. The idea of gain more often 

motivates transfers than the fear of loss.
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II. It Leads to Tax Avoidance and 
Distorts Business Transactions..

The report of the Subcommittee on Ways and Means (1)

lists as the fifth reason that normal business transactions are 

still prevented because of the capital gains tax while the third 

reason was that under the 1932 and prior acts taxpayers take their 

losses within the two-year period. As reasons that the capital 

gains tax is not a desirable tax, the proposition is advanced 

that it leads to tax avoidance and that it distorts business 

transactions. While these two reasons may and often do exist 

separately the distorted business transaction is more often the 

result of tax avoidance.

At the outset, tax avoidance must be distinguished from tax 

evasion. Tax avoidance is the prevention of tax liability by 

means within the law whereas tax evasion is the effort to escape 

from tax liability by means that a,re without the law. The late 

Mr. Justice Holmes (2) distinguished the two as follows:

”'.ve do not speak of evasion because 
when the law draws a line, a case is 
on one side of it or the other, and 
if on the same side is none the worse 
legally that a party has availed him
self to the full of what the law per
mits. When an act is condemned as an 
evasion what is meant is that it is 
on the wrong side of the line indicated 
by the policy if not by the mere letter 
of the law.11 1 2

(1) Note 1, page 54, supra.
(2) Bullen v. Wisconsin, 240 U.S, 625,630 (1915).
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An objection of serious import is th«t the tax on capital

gains nets to restrain people from selling capital assets in

Tillich, they have a profit. Simply, even though the capital asset 

has appreciated, in value, the realization is not completed, until 

the sale is consummated, and hence the postponed sale avoids the 

tax for the present. The special rate of 12^- percent inaugurated 

in the 1921 Act was to alleviate the condition that sales were 

withheld because of the high, surtax brackets in which such profits 

found themselves taxed. This condition and the reaction to the 

change is best described in the report (1) of 1927:

11 Several years ago the Congress recog
nized that many normal business trans
actions were prevented by the high tax 
on capital gains and accordingly, be
ginning with the taxable year 1922, a 
maximum tax of 12g percent was provided 
on such gains as were realized on the 
sale of assets held for over two years. 
Since 1924, tax reduction on account of 
capital net losses has been limited to 
12*f percent * * *. The flat 12?; percent 
tax, while not operating, perhaps, in 
accordance with the principle of ability 
to pay, has nevertheless justified its 
place in the revenue acts, for it 
appears to have resulted in more tax (2^

(1) Report of the Joint Committee on Internal Revenue Taxation (1927) 
p. 10.

(2) The influence of the high receipts in 1924 and 1925 possibly in
fluenced the report at this point but it was recognized as such 
at p. 43: "While some allowance must be made for the great pros
perity enjoyed in 1924 and 1925, the statistics support the con
clusion that the capital gains tax has removed the restraint ex
ercised by the surtax rate on profit taking." 
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at least- during the high-surtax 
years, than would have been collected 
if the regular rates had been applicable. 
This comes about through encouragement 
given to profit taking."

The reasons which existed prior to the 1921 Act seems to 

exist with equal force today if not with greater force under the 

1934 Act. While formerly the hope of the taxpayer was a change in 

the law to relieve him from the high surtax rates today the tax

payer has at least the assurance of the present law that the longer 

he holds the asset up to over 10 years the less tax he will have 

to pay. The result that the tax is somewhat in direct proportion 

to the time the asset is held in effect outlines a plan for tax 

avoidance on the face of the statute. From a theoretical stand

point there might exist adequate arguments that the rate upon 

capital gains and losses should proceed downward in the same pro

portion to the time which ?an asset is held and by which method 

there is hoped to reach a fair tax that the taxpayer would have 

ordinarily paid had the gain been realized each year. But the 

statute does not even carry out the theoretical plan to the fullest 

extent as no distinction is made between assets held for two years 

and a day and assets held for four years and eleven months, nor is 

any distinction made between assets held for five years and a day 

and assets held for nine years and 11 months. In all fairness 

it is recognized that where time limits are employed the classifi



-64—

cation at certain points must have an arbitrary application.

In this respect it must be noted that no utopian principles 

have been devised and possibly a, step backward has been taken 

in attempting to circumvent the apparent attendant difficulties. 

The Kational Association of Real Estate Boards submitted a brief 

(1) urging the entire elimination of the tax upon capital gains. 

The argument is that the tax interferes with the consummation 

of real estate sales which would otherwise have been made. It 

contains some good reasons and is as follows:

“Taxation of gains from the sale of 
capital assets, particularly real 
property, interferes with the eminent
ly desirable fluidity of real estate as 
a commercial commodity. The hesitancy 
of the owner to sell his real property 
holdings when he faces a material profit, 
with the resulting tax, unquestionably 
has handicapped the natural and easy 
development of the growing communities, 
particularly urban, of this country. 
In addition, instead of direct sales, 
long term leasing has been resorted to and 
many attempts have been made to execute 
leases which are in effect sales on the 
installment plan. We believe that at 
present many sales of real property are 
not consummated because of the uncertainty 
of the owners as to the resulting income 
tax which he will have to pay.11

The American Banker's Association adopted the following 

resolution: (2)

“The United States of America is the

(1) To the Senate finance Committee, 1924.
(2) At the annual meeting, October, 1928.
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only country in the world, that levies 
a capital gains tax. We "believe such 
a tax in peace times to be uneconomic 
and unsound in principle and in practice 
and tending to check the wheels of prog- 
ress. The imposition of such a tax is 
doubtless one of the factors in the 
speculative situation in the stock market 
as many persons who have large paper profits 
hesitate to liquidate- now in view of the 
large tax they would have to pay; and this 
situation alone appears to be a good argu
ment in favor of the repeal of such a 
tax. Great Britain treats capital gains 
as an increment to capital, and it is recom
mended that the United States pursue the 
same policy.1 11

(1) Section 112K of the 1932 Act and Section 112(i) of the 1934 
Act provide that it must not be a plan having as one of -its
principal purposes the avoidance of the tax.

While the postponement of profit in cases where assets

have appreciated in value will constitute a tax avoidance method 

there have been and no doubt will be instances where the desire to 

take the profit predominates "but there is not discarded the intent 

to avoid the tax. The manifestation of this intent gives rise to 

what is known as the 11 incorporated pocketbook11, a wife or children 

becoming unwitting purchasers and other business arrangements 

that have, in many instances as the motivating purpose, tax avoid

ance. The Canadian corporation has been the means of tax avoidance 

projects and while much of the advantage to be gained has been 

stopped (1) the advantage of appreciation in value of assets 

transferred to the Canadian corporation still exist to a limited 
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extent (1). With reference to stock that has become worthless 

the cost of the stock becomes deductible (2). It seems that 

if a stock lias depreciated it may be better to hold it until 

its value is gone. Trusts as means of tax avoidance are a pop

ular device and the multitudinous corporate structures with the 

accompanying intercompany transactions have become monuments to 

tax avoidance. Tax legislation attempts to plug the leak of 

revenue as a result of tax avoidance and new plans are accord

ingly devised to avoid the tax. One writer (3) sums it up vhen 

he says that "if Congress makes of form a taxpayer’s trap it is 

no cause for indignation if by means of form the taxpayer should 

escape." It becomes a game at which two can aptly play. Tire pos

sibility of tax avoidance in capital gains has possibly furnished 

inspiration to invoke similar schemes for other taxes all of which 

tends toward a decreasing respect for a tax which starts out 

on the theory of being self-imposed. Whether the capital as

set is sold by means of some avoidance device or is retained the 

effect is distortion of business transactions and possibly an 

obstacle of recovery from an economic crisis.

Relief in this respect certainly ought to be obtained 

through legislative means although we are possibly witnessing a

(1) Isolated transactions are usually exempted but the recurring 
transaction might subject it to the tax.

(2) DeLoss v. Commissioner, 28 ]?(2nd) 863, 1928.
(3) George T. Altman, "Recent Developments in Income Tax Avoidance", 

29 Ill. L.R. 154 (1934).
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dimunition of judicial sanction to such methods. It has seemed 

that atone time a bona fide transaction is none the less such 

because the primary or even sole motive was tax avoidance (1). 

Cases within the last few years demonstrate an awareness of the 

practical needs of effective income taxation. Thus, a tax to the 

donee was sustained on the subject matter of a gift while it was in 

the occupation of the donor (2) and the Court was willing to 

block evasions if income tax liability upon its own initiative 

in the absence of an explicit statutory provision (3). The con

stitutionality of taxing to the grantor the income of a revocable 

trust was sustained (4) as was the tax when it was in conjunction 

with the trustee (5). The question whether Congress could consti

tutionally tax the from an irrevocable trust which was

created to pay insurance policy premiums on the life of the 

settlor was held to sustain the tax (6). Therein Iir. Justice 

Cardozo pointed out that practical considerations of the federal 

revenues are to be considered by the Court. The Court recently 

had occasion (7) to upset a plan admittedly designed to avoid

(1) U.S. v. Isham, 17 Wall. 496 (1873).
(2) Taft v. Bowers, 278 U.S. 470 (1929).
(3) Lucas v. Earl, 281 U.S. Ill (1930).
(4) Corliss v. Bowers, 281 U.S. 376 (1930).
(E) Reinecke v. Smith, 289 U.S. 172 (1933).
(6) Burnet v. Wells, 289 U.S. 670 (1933).
(7) Gregory v. Helvering, 55 S. Ct. 266 (1935). 
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tax liability and even though the statutory requirements had. 

been apparently followed.. While the change of attitude on the 

part of the Court if it has changed might make for less tax 

avoidance it may also cause the formulation of further ideas to 

more effectively avoid taxes. The elimination of the capital 

gain and loss provisions will eliminate much prevalent tax avoid

ance which in turn will effectuate an absence of distorted bus

iness arrangements and which in turn will contribute toward a 

more complete economic recovery.
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III. The Tax Upon Capital Gains is

The second, reason advanced, by the Report of the Subcom

mittee on Wages and Means (1) was that in many instances the 

capital gains tax is imposed on the mere increase in monetary 

value resulting from the depreciation of the dollar instead of 

on a real increase in value. As applied to the taxation of cap

ital gains and the allowance of capital losses even to the lim

ited extent in the 1934 Act, it is submitted that this constitutes 

a valid and possibly an argument that can not be successfully met.

While economists may seek to define and refine the term 

"income11 the average man, for all practical purposes, regards in

come as his net earnings or his gains over the cost of acquisition, 

and he thinks of it in terms of money. What concerns him still 

more are the necessaries and enjoyments that, his money income 

will procure. Suppose a truck-driver in a small town, by the 

practice of economy over a period of 25 years, manages to become 

the owner of a house that cost him $4,000. Due to circumstances 

beyond his control he is compelled to move to another town and 

has an opportunity and does sell his house for $7,000. The 

price he has obtained is due to a rise in prices and it will 1 

(1) Uote 1, page 54, supra,
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cost him $7,000 to duplicate the house which he has sold and 

actually purchase another house with the $7,000 he has received. 

He has a house now which, is almost identical to the one he sold, 

and is no richer and no poorer. Yet the law says you have a tax

able gain of $3,000 and upon which you must pay a tax. You might 

make him pay a tax but it is doubtful that you can convince him 

that his Government has treated him fairly. It would also take 

considerable argument to convince a struggling artist, painter 

or inventor who has been poverty stricken all his life and in the 

declining years of his life is the recipient of a large sum of 

money that represents a lifetime of effort that it is fair to 

tax such sum at high surtax rates.

Figures compiled (1) show that during the period from 1913 

to 1920 the purchasing power of the dollar contracted to the 

extent that it would take $2.21 in 1920 to buy what one dollar 

would buy in 1913. It shows that in 1918 the price level was 

100 percent above the 1915 level so that in 1918 it would take 

$2.00 to buy what one dollar would in 1915. During the first year 

of the World War prices in England rose from thirty to fifty 

percent in France and seventy-five percent in Germany. Germany’s 

experiment with the currency in that country caused to make the

(1) Statistics released by Bureau of Labor Statistics, Department 
of Commerce (1932).
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purchase price of an article in 1923 one trillion marks, as 

compared with the purchase price in 1913 of one mark. If our 

system of capital gains prevailed in Germany in 1923 the ab

surd result of taxing fictitious gains derived by the decreased 

value of the walk would be apparent. Yet in principle we do 

precisely the same thing. A critic might say that if the prin

ciple is sound the same fallacy exists in ordinary income that 

is realized within the year. It is believed that the fluctua

tion in the subjective value of the monetary unit should not be 

a serious consideration in the computation of the usual income 

tax. Such a tax is levied upon income accrued in one year only 

and the variance between the exchange values of money within the 

period of a single year will ordinarily not affect the tax to 

any great extent. But it is different in the computation of a 

capital gain. In the course of a number of years an asset may 

be sold for a larger number of monetary units than the number of 

monetary units which were paid at the time of its acquisition. 

However, if during these years the value of money has declined 

in the same proportion that the assets have increased in the 

amount of monetary units there is no real capital gain. The 

larger amount of money received will not purchase any more than 

the amount of money-expended at the time of acquisition of the 
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original asset. At present the tax is not upon the real gain 

hut is upon the increase in the number of monetary units which 

were received.. The unfairness of such a position should, be ap

parent upon reflection. If gains are to be taxed, the only just 

manner would, be upon the basis of the increased, purchasing power 

or real income, rather than upon a monetary unit income. The 

change in price levels has been recognized, by the Courts in pub

lic utility cases. Mr. Justice Brandeis (1) sums up price 

changes as follows:

’’The course of prices for the last one 
hundred, and twelve years indicates, on the 
contrary, that there may be a practically 
continuous decline for nearly a generation; 
that of 1914 within a decade; and that, 
later, it may fall much lower. Prices rose 
steadily (with but slight and short reces
sions) for the twenty years before the 
United States entered the World War. Prom 
the low level of 1897 they rose 21 percent 
to 1900; then rose further (with minor 
fluctuations, representing times of good 
business or bad) and reached in 1914 a point 
50 percent above the 1897 level. Then the 
great rise incident to the war set in. 
'Wholesale prices, 1890 to 1921', U. S. Depart
ment of Labor, Bureau of Labor Statistics, 
Bulletin No. 320, pp. 9-26. These are aver
age of the wholesale prices of all commodities. 
In the Bureau chart the 1913 prices are taken 
as the datum line (100). As compared with 
them the 1897 level was 67, the 1900 level 81. 
The chart on page 10 of the pamphlet entitled 
’Price Changes and Business Prospects’, pub
lished by the Cleveland Trust Company, gives

(1) Missouri e* rel, S. W. Bell Tel. Co. v. Public Service Company, 
262 U. S. 276 (1922).
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price fluctuations for the one hundred, 
and ten years prior to 1921. It shows 
three abrupt rises in the price level, 
by reason of war; and some less abrupt 
falls, by reason of financial panic. 
These may be called abnormal. But the 
normal has never been a plateau. The 
chart shows that the peak price levels 
were practically the same during the 
War of 1812, the Civil War and the World

• War; and it shows that practically continuous
declines, for about thirty years, followed 
the first two wars. The experience after 
the third may be similar."

It is not suggested that price trends as used in the field 

of public utility should be introduced into the Revenue Law, but 

it is suggested that they would constitute a fairer method in deal 

ing with the computation of capital gains. It is contended, how

ever, that the present, system which ignores the changing value of 

the dollar is palpably unfair. It results in the taxation of a 

fictitious gain or the allowance of a fictitious loss. In the 

case of some capital gains it causes the imposition of a high 

surtax rate which is out of uroportion to the real income which 

has been received. It might also result in the taxation of a 

fictitious gain and the disallowance of a real'loss.

What would the consequences be if we adopted the British 

system of dealing with capital gains and capital losses? It 

might be argued that such taxation would not be in accord with 

the accepted theory of taxation that it is to be predicated upon 
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the ability to pay. There car; be no doubt that a realized ac

cretion to a taxpayer's capital increases his ability to pay 

taxes. If such an accretion or a gain is in the nature of a 

windfall it may well be that the taxpayer's ability is greater 

even than that of another individual with an equal amount of 

earned income in the same year. But to attempt to discriminate 

between capital gains that are windfalls and those which are 

earned in the sense that they have resulted from sound judgment 

and good management would involve extremely difficult administra

tive problems. The test of ability to pay has been approved by 

the Supreme Court (1) and it is submitted that the taxation of 

real gain rather than fictitious gain is more consistent with 

the test of ability to pay taxes.

Whether the abolition of the tax upon capital gains will 

encourage speculation does not seem to be a material objection. 

It is not suggested that there go tax free the gains which are 

received by those who deal in stocks or securities as a business. 

They should be taxed at proper rates. But to use a taxing sys

tem as a means to cure objectionable practices is attempting to 

use a revenue system for purposes of social ends. Part of our

(1) Shaffer v. Carter, 252 U. S. 37 (1919); Union Refrigeration 
Transit Co. v. Kentucky, 199 (U. S. 194 (1905). 
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present difficulties is accounted for “by the fact that we have 

a Mixture of things which are classified under the heading of 

“Capital Gains". While abolition and not modification is herein 

advanced a classification of the several varieties of capital 

gains and a different treatment for each one would constitute a 

more equitable approach to the problem.

It might be contended that the distribution of dividends by 

corporations in tax exempt stock dividends instead of cash and the 

subsequent sale by the stockholder gives rise to a capital gain. 

This is true usually in corporations which accumulate a surplus 

beyond their needs. There is a remedy that already exists for 

this situation (1).

If we changed to the British System would we have to in

troduce into our law a new set of complexities and would the 

¿range indefinitely expand the number and importance of the dif

ficult cases? It is not believed so. The administration of the 

English system, as viewed by a report (3), seems to indicate 

that the elimination of the tax upon capital gains and losses 

would also eliminate a fair share of our present .administrative 

difficulties. The elimination of a tax upon capital gains should 

also eliminate all expenses incurred in connection with capital

(1) Section 102 of the Act of 1934 provides for a surtax of 25 
percent in net incomes up to $100,000 and a surtax of 35 
percent over net income of $100,000.

(2) A summary of the British Tax System. Note 1, page 47, supra. 
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assets, an item of considerable importance. While no doubt

there would be manifest an effort to include doubtful gains as

capital gains, well drawn lines of distinction would diminish

such cases considerably.

Profesr.or Seligman has advocated (1) a capital-increment

tax as a separate tax and the elimination of capital gains and

losses from our revenue system. While this would no doubt be

an advance over our present position it seems that such a plan 

would still be attendant with present similar difficulties, ^any 

plans and suggestions were placed before the Ways and Means Com

mittee and the Senate Finance Committee in 1934. The solution 

seems to be the adoption of the English System.

A report (2) ably sums up the requirement of a revenue act

as follows:

"The essential nurpose of a revenue act 
is to produce revenue. Its outstanding 
characteristic should be one of endeavor
ing to raise the reouired amount of 
revenues through taxes imposed as fairly 
and equitably as circumstances permit. 
There should be no evidence of a penaliz
ing spirit or of discrimination based 
simply on the size of business income or 
the volume of business operations. There 
should be no indication that the Govern
ment, through the use of its great power, 
is taking advantage of the taxpayer— 
no evidence of a ’heads I win, tails you 
lose' attitude.

"Furthermore, it is of utmost importance

(1) In the North American Review, pp. 441, 442.
(2) Report of the Committee on Federal Taxation Chamber of Com. of U.§.
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that the income tax be conf ined, to a 
tax upon real income, in the ordinary 
and. business conception of the word. 
Efforts to increase the revenue by dis
torting the definition of income or by 
arbitrary denials of proper deductions 
must be opposed. Artificial definitions 
of income, quite apart from constitution
al considerations, necessarily result in 
inequities and discriminations and in
variably will be met with opposition and 
resistance on the part of taxpayers, other
wise ready and willing to pay their fair 
portion measured by their true income.

•’The outstanding example of the departure 
in the bill from these principles is the 
taxing of all net gains which may accrue 
to the taxpayer, while at the same time 
denying him an equal right to deduct 
losses. This unequal treatment of gains 
and losses appears most prominently in the 
provisions of the bill affecting gains and 
iosses arising from transactions in capital 
assets.11

(1) Report of Secretary of the Treasury Mellon (1934) p. 9.

A report by a former Secretary of the Treasury (1) sums up the 

case of capital gains:

"It is impossible to balance off the argu
ments for and against the taxation of cap
ital gains without a complete knowledge of 
the productivity of the tax. It would need 
to be extremely productive to make it worth 
while. It results in some of the most com
plicated provisions contained in any statute 
and is exceedingly difficult to administer. 
It is not only a source of irritation, un
certainty and annoyance to taxpayers; it 
is also costly at times to establish values. 
It hampers business by making capital less 1
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liquid. It holds up and prevents 
transactions necessary to the welfare 
of the business community. It "bears un
equally on taxpayers with similar trans
actions and it discriminates in favor of 
the wealthy. "
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IV. Conclusions.

In conclusion it. is submitted, that our nractice of tax- 

ing capital gains and our allowance of capital losses should be 

abolished in our revenue system. It is further submitted that 

we should adopt the English and Canadian idea of dealing with* 
what we know as capital gains and capital losses. The follow

ing reasons seem predominant:

(1) Imperfections of Administration. . Due regard for the 

limitations of administration is essential to the successful 

formulation of a, tax statute. The elimination of the tax upon 

capital gains and the allowance of capital losses would tend to 

make the statute more practical and would facilitate its admin

istration.

(2) Unstability of Receipts. As it is a tax upon gains 

revenue is produced only when times are prosperous and the govern 

ment needs the money the least. In times of economic depression 

gains are few and losses great, resulting in a low amount of 

revenue when the government needs the revenue.

(3) It Leads to T ax Avoidance. Taxpayers generally have 

control over capital assets that it is within their discretion 
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when and. how transfers should or should not be consummated. 

The tax avoidance scheme is generally followed by distorted bus

iness transactions.

(4) It is an Unfair Tax. Variations from time to time in 

the price level and in the value of money do not always indicate 

a greater taxpaying capacity. Lack of discrimination in the 

nature of the capital asset tends to tax arbitrarily rather than 

equitably.
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(a) statutes werbed to pertaining to 
CAPITAL GAINS AND LOSSES.

ACT OF AUGUST 5, 1861 (12 STAT. L. 292-313, C. 45). Page 7.

An Act To provide increased revenue from imports, to pay interest on 
public debt, and for other purposes.

Sec. 49, AND BE IT FURTHER ENACTED, That, from and after

the first day of January next, there shall be levied, collected, and 

paid, upon the annual income of every person residing in the United 

States, whether such income is derived from any kind of property, 

or from any profession, trade, employment, or vocation carried on in 

the United States or elsewhere, or from any other source whatever, 

if such annual income exceeds the sum of eight hundred dollars, a 

tax of three per centum on the amount of such excess of such income 

above eight hundred dollars: PROVIDED, That upon such portion of 

said income as shall be derived frcm interest upon treasury notes 

or other securities of the United States, there shall be levied, 

collected, and paid a tax of one and one-half per centum. Upon the 

income, rents, or dividends accruing upon any property, securities, 

or stocks owned in the United States by any citizen of the United 

States residing abroad, there shall be levied, collected and paid 

a tax of five per centum, excepting that portion of said income 

derived from interest on treasuiy notes and other securities of the 

Governmentof the United States, which shall pay one and one-half 

per centum. The tax herein provided shall be assessed upon the 

annual income of the persons hereinafter named for the year next 

preceding the time for assessing said tax, to wit, the year next



-83-

preceding the first of January eighteen hundred and sixty-two; 

and the said taxes, when so assessed and made public, shall "be

come a lien on the property or other sources of said income for 

the amount of the same, with the interest and other expenses of 

collection until paid« PBOVIUJD, That, in estimating said income, 

all national, state, or local taxes assessed upon the property, 

from which the income is derived, shall be first deducted.
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ACT OF JULY 1, 1862 (12 STAT. L. 43.2-489, C. 119). Page 7. 

An Act To provide internal revenue to support the Government and to 
pay interest on the public debt.

Sec. 91. AND BE IT FURTHER ENACTED, That in estimating said 

annual gains, profits, or income, whether subject to a duty, as pro

vided in this act, of three per centum, or five per centum, all 

other national, state and local taxes, lawfully assessed upon the 

property or other sources of income of any person as aforesaid, from 

which said annual gains, profits, or income of such person is or 

should be derived, shall be first deducted from the gains, profits, 

or income of the person or persons who actually pay the same, whether 

owner or tenant, and all gains, profits, or income derived from 

salaries of officers, or payments to persons in the civil, military, 

naval, or other service of the United States, including senators, 

representatives, and delegates in Congress,above six hundred dollars, 

or derived from interest or dividends on stock, capital, or deposits 

in any bank, trust company, or savings institution, insurance, gas, 

bridge, express, telegraph, steamboat, ferry-boat, railroad com

pany, or corporation, or on any bonds or other evidences of indebted

ness of any railroad company or other corporation, which shall have 

been assessed and paid by said banks, trust companies, savings in

stitutions, insurance, gas, bridge, telegraph, steamboat, ferry-boat, 

express, or railroad companies, as aforesaid, or derived from adver

tisements, or on any articles manufactured, upon which specific.
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stamp, or ad valorem duties shall havS been directly assessed or 

paid, shall also be deducted; and the duty herein provided for shall 

be. assessed and collected upon the income for the year ending the 

thirty-first day of December next preceding the time for levying 

and collecting said duty, that is to say, on the first day of May, 

eighteen hundred and sixty-three, and in each year thereafter: PRO

VIDED, That upon such portion of said gains, profits, or income, 

whether subject to a duty as provided in this act of three per centum 

or of five per centum, which shall be derived from interest upon 

notes, bonds, or other securities of the United States, there shall 

be levied, collected, and paid a duty not exceeding one and one-half 

of one per centum, anything in this act to the contrary notwith

standing.

Section 92. AND BE IT FURTHER ENACTED, That the dnties on 

incomes herein imposed shall be due and payable on or before the 

thirtieth day of June, in the year eighteen hundred and sixty-three, 

and in each year thereafter until and including the year eighteen 

hundred and sixty-six and no longer; and to any sum or sums annually 

due and unpaid for thirty days after the thirtieth of June, as 

aforesaid, and for ten days after demand thereof by the collector, 

there shall be levied in addition thereto, the sum of five per centum 

on the amount of duties unpaid as a penalty, except from the estates 

of deceased and insolvent persons; and if any person or persons, or 

party, liable to pay such duty, shall neglect or refuse to pay the 

same, the amount due shall be a lien in favor of the United States 
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from the time it was so due until paid, with the interest, penalties, 

and. costs that may accrue in addition thereto, upon all the property, 

and rights to property, stocks, securities, and debts of every 

description from which the income upon which said duty is assessed or 

levied shall h^ve accrued, or may or should accrue; and in default of 

the payment of said duty for the space of thirty days, after the 

same shall have become due, and be demanded, as aforesaid, said 

lien may be enforced by distraint upon such property, rights to 

property, stocks, securities, and for this purpose the Commissioner 

of Internal Revenue, upon the certificate of the collector or deputy 

collector that said duty is due and unpaid for the space of ten 

days after notice duly given of the levy of such duty, shall issue 

a warrant in form and manner to be prescribed by said Commissioner 

of Internal Revenue, under the directions of the Secretary of the 

Treasury, and by virtue of such warrant there may be levied on 

such property, rights to property, stocks, securities, and evidences 

of debt, a further sum, to be fixed and stated in such warrant, over 

and above the said annual duty interest, and penalty for non-payment, 

sufficient for the fees and expenses of such levy. And in all cases 

of sale, as aforesaid, the certificate of such sale by the collector 

or deputy collector of the sale, shall give title to the purchaser, 

of all right, title, and interest of such delinquent in and to such 

property, whether the property be real or personal; and where the 

subject of sale shall be stocks, the certificate o£ said sale shall 

be lawful authority and notice to the proper corporation, company 
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or association, to record the same on the hooks or records, in 

the same manner as if transferred or assigned hy the person or 

party holding the same, to issue new certificates of stock therefor* 

in lieu of any original or prior certificates, which shall he void 

whether cancelled or not; and said certificate of sale of the col

lector or deputy collector, where the subject of sale shall be 

securities or other evidences of debt, shall be good and valid 

receipts to the person or party holding the same, as agaihst any 

person or persons, or other party holding, or claiming to hold, 

possession of such securities or other evidences of debt.
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ACT OF MARCH 3/ 1863 (12 STAT. L. 713-731, C. 74).

An Act to amend an Act entitled "An Act to provide internal revenue 
to support the Government and pay interest on the public debt," ap
proved July first, eighteen hundred and sixty-two, and for other 
puiposes.

Sec. 8. AND BE IT FURTHER ENACTED, That, on and after the 

passage of this act, any person or persons owning or possessing, or 

having the care or management of any canal company or canal naviga-
f

tion or slack-water corporation, or turnpike companies, being in

debted for any sum or sums of money for which bonds or other evi

dences of indebtedness have been issued, payable in one or more years 

after date, upon which interest is, or shall be, stipulated to be 

paid, or coupons representing the interest, shall be or shall have 

been issued to be paid; and all dividends in script or money, or 

sums of money thereafter declared due or payable to stockholders 

of any canal navigation, or slack-water or turnpike company, as part 

of the earnings, profits, or gains, of said companies, shall be sub

ject to «nd pay a duty of three per centum on the amount of all 

such interest, or coupons, or dividends, whenever the same shall be 

paid; and said canal companies or canal navigation, or slack-water 

corporations, or turnpike companies, or any person or persons owning, 

possessing, or having the jare or management of any canal company, 

or canal navigation or si 1c-water corporation, or turnpike company, 

are hereby authorized and required to deduct and withhold from all 

payments made to any person, persons, or party, after the first day 
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of July, as aforesaid, on account of any interest, or coupons, 

or dividends due and payable, as aforesaid, the said duty or sum 

of three per centum; and the duties deducted, as aforesaid, and 

certified by the President or other proper officer of said company 

or corporation, shall be a receipt and discharge according to the 

amount thereof, of said canal companies or canal navigation, or 

slack-water corporations, or turnpike companies, and the owners, pos

sessors, and agents thereof, on dividends and on bonds or other 

evidences of their indebtedness upon which interest or coupons are 

payable holden by any person or party whatsoever, and a list or 

return shall be made and rendered within thrity days after the 

time fixed when said interest or coupons or dividends become due 

or payable, and as often as every six months, to the commissioner 

of internal revenue, which shall contain a true and faithful ac

count of the duties received and chargeable, as aforesaid, during 

the time when such duties have accrued or should accrue, and re

maining unaccounted for; and there shall be annexed to every 

such list or return a declaration, under oath or affirmation, in 

manner and form as may be prescribed by the commissioner of in

ternal revenue, of the president, treasurer, or some proper 

officer of said canal company or canal or navigation and slack

water coiporation or turnpike companies, that the same contains 

a true and faithful account of the duties so withheld and re

ceived during the time when such duties have accrued or should
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accrue, and not accounted for; and for any default in the making 

or rendering of such list or return, with the declaration annexed, 

as aforesaid, the person or persons owning, possessing, or having 

the care or management of such canal company or canal, navigation, 

or slack-water corporation or turnpike companies, making such de

fault, shall forfeit, as a penalty, the sum of five hundred dollars; 

and in case of any default in making or rendering said list, or 

of any default in the payment of the duty, or any part thereof, ac

cruing or which should accrue, the assessment and collection shall 

be made according to the general provisions of the act to which this 

act is an amendment.



-91-

ACT 01? JUNE 30, 1864 (13 STAT. L. 223, C. 173). Page 8.

An Act To provide internal revenue to support the Government, to pay 
interest on the public debt, and for other purposes.

Sec. 116. AND BE IT iURTHER ENACTED, That there shall be 

levied, collected, and paid annually upon the annual gains, profits, 

or income of eveiy person residing in the United States, or of any 

citizen of the United States residing abroad, whether derived from any 

kind of property, rents, interests, dividends, salaries, or from 

any profession, trade, employment, or vocation, carried on in the 

United States or elsewhere, or from any other source whatever, except 

as hereinafter mentioned, if such annual gains, profits, or income, 

exceed the sum of six hundred dollars, a duty of five per centum on 

the excess over six hundred dollars and not exceeding five thousand 

dollars; and a duty of seven and one-half of one per centum per 

annum on the excess over five thousand dollars and not exceeding ten 

thousand dollars; and a duty of ten per centum on the excess over 

ten thousand dollars. And the duty herein provided for shall be 

assessed, collected, and paid upon the gains, profits, or income 

for the year ending the thirty-first day of December next, preced

ing the time for levying, collecting, and paying such duty; PROVIDED, 

That income derived from interest upon notes, bonds, and other 

securities of the United States, shall be included in estimating 

incomes under this section: PROVIDED, ^ut only one deduction of 

six hundred dollars shall be made from the aggregate incomes of »11 
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the members of any family composed, of parents and minor children, 

or husband and wife, except in cases where such separate income shall 

be derived from the separate and individual estate, gains, or labor, 

of the wife or child: AND PROVIDED FURTHER, that net profits realized 

by sales of real estate purchased within the year for which income 

is estimated, shall be chargeable as income; and losses on sales of 

real estate purchased within the year, for which income is estimated, 

shall be deducted from the income of such year.

Sec. 117. AND BE IT FURTHER ENACTED, That in estimating the 

annual gains, profits, or income of any person, all national, state 

and municipal taxes, other than the national income tax, lawfully 

assessed within the year upon the property or sources of income of 

any person, as aforesaid, from which said annual gains, profits, or 

income is or should be derived, shall be deducted, in addition to 

six hundred dollars, from the gains, profits, or income of the 

person who has actually paid the same, whether owner, tenant, or 

mortgagor; also the salary or pay received for services in the 

civil, military, naval, or other service of the United States, in

cluding senators, representatives, and delegates in Congress, 

above the rate of six hundred dollars per annum; and there shall 

be also deducted the income derived from dividends on shares in 

the capital stock of any bank, trust company, savings institution, 

insurance, railroad, canal, turn-pike, canal navigation, or slack

water company, and the interest on any bonds or other evidences of 



-93-

indebtecLness of any such corporation or company, which shall have 

been assessed and the tax paid, as hereinafter provided; also, the 

amount paid by any person for the rent of the homestead used or oc

cupied by himself or his family, and the rental value of any home

stead used or occupied by any person, or by him family, in his own 

right or in the right of his wife, shall not be included and as

sessed as part of the income of such person. In estimating the an

nual gains, profits, or income of any person, the interest over and 

above the amount of interest paid upon all notes, bonds, and mortgages, 

or other forms of indebtedness, bearing interest, whether due and 

paid or not, if good and collectible, shall be included and assessed 

as part of the income of such person for each yeas; and also all 

income or gains derived from the purchase and sale of stocks or 

other property, real or personal, and the increased value of live

stock, whether sold or on hand, and the amount of sugar, wool, butter, 

cheese, pork, beef, mutton, or other meats, hay, and grain, or other 

vegetable or other productions of the estate of such person sold, not 

including any part thereof unsold or on hand during the year next 

preceding the thirty-first of December, shall be included and assessed 

as part of the income of such person for each year, and the gains and 

profits, of all companies, whether incorporated or partnership, other 

than the companies specified in this section, shall be included in 

estimating the annual gains, profits, or income of any person entitled 

to the same, whether divided or otherwise. In estimating deductions 
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from income, as aforesaid, when any person rents buildings, lands, 

or other property, or hires labor to carry on land, or to conduct any 

other business from which such income is actually derived, or pays 

interest upon any actual incumbrance thereon, the amount actually 

paid for such rent, labor, or interest shall be deducted; and also 

the amount paid out for usual or ordinary repairs, not exceeding the 

average paid out for such purposes for the preceding five years, shall 

be deducted, but no deduction shall be mad»' for any amount paid out 

for new buildings, permanent improvements, or betterments, made to 

increase the value of any property or estate: PROVIDED, That in cases 

where the salary or other compensation paid to any person in the 

employment or service of the United States, shall not exceed the 

rate of six hundred dollars per annum, or shall be by fees, or un

certain or irregular in the amount or in the time during which the 

same shall have accrued or have been earned, such salary or other 

compensation shall be included in estimating the annual gains, profits, 

or income of the person to whom the same shall have been paid, in 

such manner as the commissioner of internal revenue, under the 

direction of the Secretary of the Treasury, may prescribe.
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ACT OF MABCH 3, 1865 (13 STAT. L. 469-487, C. 78). Page 8.

An Act to amend an act entitled "An Act to provide internal revenue 
to support the Government, to pay interest on the public debt, and 
for other purposes, '• approved June thirtieth, eighteen hundred and 
sixty-four.

Section 116. That section one hundred and sixteen be amended 

by striking out all after the enacting clause, and inserting in 

lieu thereof the following: "That there shall be levied, collected, 

and paid annually upon the annual gains, profits, and income, of 

every person residing in the United States, or of any citizen of the 

United States residing abroad, whether derived from any kind of 

property, rents, interest, dividends, or salaries, or from any 

profession, trade, employment, or vocation, carried on in the United 

States or elsehwere, or from any other source ifcatever, a duty of 

five per centum on the excess over six hundred dollars and not 

exceeding five thousand dollars, and a duty of ten per centum on 

the excess over five thousand dollars; and in ascertaining the 

income of any person liable to an income tax, the amount of income 

received from institutions idiose officers, as required by law, 

withhold a per centum of the dividends made by such institutions 

and pay the same to the commissioner of internal revenue, or 

other officer authorized to receive the same, shall be included, 

and the amount so withheld shall be deducted from the tax which 

otherwise would be assessed upon such person. And the duty herein 

provided for shall be assessed, collected, and paid upon the
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