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'.)Ui: i:his one h os hr.:d ri.lmost univers::,l ,Jl :J,':J:::,rov,il 

struc:::ure. 

in belov: cwere ge in::;ome years. 

i.nother factor or '.::1e inequii>Jble ta:i~ burden is ,h0 lnodere.1:c 

fluctuation in tax re Les. Han ir1J.ividucll b:.., s low ~~<-1rnings Juring a 

period. of high um rf: tes , !).d high incrnne ,::\urin~)' n oer:iod ?f lm1i rn::>{ 

·~ t u1r:. tion. 

' ) 
'-, . ~ .. 
.L~.9. 



i nr.:~o m<~ :::ire also ;:1 f ,.,ctor i r: the 1neq uit.able wx L urdcm . H 2 t C1}!:pi':'.yer is 

,::a rryover. 3 

'i.'h e :3 i rn.p.le av erngo combine~; inc,x,1e for a S'.)ecHi e-:l peri od o f: 

v(-3crs and d ivi dGs iJy ::J.w.t number . ;.'he t<:n :payer t :. :ien recomput:0s hi p. t~x 

o.Z yer,;r~~ used for chis purpose is f.i ve . 

y -,yer a v era ges his income;: ov:Jr _c\ r,.)eriod o f y0ar s , <lropt)ing ·,.he first a;1d 

:::-dding t he current y ea r . The big problem -,,1th t hi s me thod i s t !1at in 

3 
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i.·,dvoc: te using the :moving wver.:\gG on.ly to 3 et t i1f.C; n i i:Ei , tlv .. rn taxing the 

entire in come for the yoar on the· t r2 cs. n 1is, 1. hey s0; , •01ould e l.i. t:ii n~ ~e 

1 
. 4\ 

t 1e tax pr1yment lag proble m. • 

follmvs: 

Tn.e LlRsic :-n·~chod us1=:J is ·w : I.) .:::or_-;pu"i:e '.ht-:. cu -:-i1~ l3iJ.ve inco,ne 
since averaging si: i~rte~ ; 2) t-:1se d on (he :.igure i n. 1,10 . l .=:,nd 

the. number '.Jf ye2rs one h?is .oec n n v ,3r ~g.lng , ~ln,") ::lK:: ·coU..d. t .::1:x: 
due i f c u;au lative income h fl d be e::n 2.ve.:--:-:-:ged over a. m.1mb1;"lr o f: 

o ., } ... ~ . ., r.. , , ,.::, I- .! ·1 ,. • • y-...., ars; 5 (~0E1P~ °Lc l ilEi 9r 13:S ...:.::t1E ~Ja J.t l c, O .: =i.i..c. ?£."~S \, .u1cr:)r£lf~ L<1):es 

;)2 i d ; t:!) subtrncr No. 3 from !'-:fo . 2 0:nd ~hat .i. 2 t h8 taY. ch.10 . ~ 

able . ; ~..i :,ad t ,".) J rop it c!uring i.h·8 1930' s e<:)CF.tuse .:).i: ,:he tD x ·J,:ryment 

(; 
lag . J 

tho tm~ due on pe st inc ome, not on ,,n 1.m:Je i:0rmimsble inco,nG t o be 

e · rned some time in the fo ~uro . i\ taxp2yc-:)r may look :.:.-.ack uver ,:::, '.)Grioj 

of yean:;, average, reco;~1pute hi s tax , c:1nd d 10n <1 _:.)ply (or a re fond or 

t.!n.obc : . /. VVade, Jr . , "Nev1 Si mple-!v'.!;:"J·ving f:.\V(;lT,ge of Income 

Und~r th0 I 1.~, rnt:il Rcvenu€, Code , '' 1:.-:nrns 1 Vol. XLII (lvieiy, 106 1.l), 

!J . 310 . 

_; .. ' i J.d .. ~. 
r: 
(J ,. .... ,:r: ,. r 

(',,HJ.,. H l<L! 1 

"it' f ... 
: \ I J!. 4 I >'t c, 
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.l"1'1<~ 1954 'c)Wvision rJoes not flt into a n y of tne ~,candord a verf ,g i ng 

methods. Ic is a combina tion of ;:he sir1,ple .:mr. ,:he ,·noving avernges . In 

(heory it i s a moving avern.ge because a taxpayer may usG it any y,2ar tha :: 

he meets t he requin) mGn-~s. In praccice , hovrnver, L'. is c.: cL!a.Hy ,0; s;j_rn:).lG) 

average since t:hE:re i s :::i practica l l imi t to t h8 numbE:r of ti mes the tux·· 

7 
;,ayer .. ~1 ill i-wve enough increa. se to q m1 Hf y .' 

7,,vade , Tctxes , Vol. }~LIL p. 31 J.. 
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THE NEV\J INC O :tVTE i',VER.l\.Gi i'JG PROVISION . 

Di s .s c.1dsfac'don vvHh :: he 193 ') a nd 19 54 ?rovi sions 

I'he Ir.t e m a l Reve rn.tf; C :y ] e :)f 1S39 c onta ine d i: hc fi!"st o± .J sGrU:: :3 

of inc ome-averaging provi sions ·.rvhich have been 2dde d over tI1e y ecw s . 

The 193 9 provision ,_.-..,a s l.imited t o c ornpensc1tion recei vecl ::or ~er :, .. :n 1al 

services that ·2x1.<::nded ove r a pc;)riod of time in ,sxcess o f five calenciur 

years. Ninety ·-fi ve !)etcent o f suc h c ompensation must have be e n 

received durir1g ·~he present cale ndar year and uftor t he compietior. of 

the services. 

In El42 the 95% requirernent ~,,,as reduc<~d to' 80% and ·Lhe five-

year period of performa nee · v<1a s reduced to 3 6 months. In that year, t ht, 

requirement concerning completion prior t o receipt ·1,va s removed. 

Sections 1301-1307 of the 1954 Code were substantia lly !.he S,''1-me 

ns Section 107 of .. the 1939 C·)de. In addition to the old ()rov1sion th,=i 

19 .S4 provision extended relief to income -::rirned from an invention or 

crU.sdc ·vvork, iacome from back pay, and damages received v.s a r esult 

of. i.l pate nt infri:")g,:;ment , · breach. of contract or cntitrust suit. 8 

3Kaufi:man, f,01:x:es, Vol. XLII, P. 7G3. --· . 

(i 



' ! 

7 

very Zew ·1:axpr~ yzrs v ... ho were c::mtided to relic: f could qualify. E ,.ren ·.vhen 

·':i t)0rticula r individuul vvcJs express ly ment.toned in ,he Cede , be 1r1a s nol: 

sure he v"a s covernd. ·.~'he c omplexity of i:i1e lav.; mad8 th::; determin2.tion 

of ,..vho v:as covered c1nd , ·ho was no·i: extre!nely c onfusing. Thi s c on-

fusion ._,.;as res :Jonsihle for a good deal of .Litigation to determine ·,;1hen 

the tox.:=,ayer' s incom2 'Nos earned, when he had stu.rt2d i:o ivork, c: !1d 

ho,·,; much of the income was emned in t he present i:ax year. fhe 1939 

and 1.954 provisions also required the recomputation of prior yea,.-'s ta.;f 

. {' 

based on redetermination of prior year's income . ~-

The 19 64 Provision 

[he ·I 964 amendment to the Internal Revenue Code of. 195 .:1 pre

sents the new rules for income cveraging in Sections 1301-1305. 10 

The rules are relatively straig:1tfor-NarJ, operating over a five-year 

period. Ti1e taxpayer VJho has income in the present year which is 

133 1/3% greater than his average income for ~he preceding four years 

ts eligible for averaging, provtded that amount exce0ds $3,000. Tllere 

are s ::)ecial rules for ta}cpayers with special income and in special 

9Bcrnard T. Long, Jr., "Fluctuai:ing Income and the R<cwenue i'- ct 
oi: 1964," Virginia La·w ·Revie"'y .. Vol. L (June, 1964), pp. 747-748. 

··o '- Charles !~ . We mer, 11 l ~ G'4 Act: Incom0 Averaging--Vv ~at Every 
Practitione r Should Know, 11 1'h0 Journa l of f'a:>{ation , Vol. }(X (May, 196-1), 
p . 272. 
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situations. These vvi ll be discussed belov,. 'fhE'; average Iaxpayer , 

however, may a.9 ply this f or,nula w calculate o. subs'd·i.uLe i:ax on incorno 

from a ny source. The :)revision is des igned tc operate solely in t he 

current year , thus avoi clb.g r2computaoi:ion of prlor yeer's i:ax . l 1 

E:;q)lanation o:f Sections 1301-1 305 

SecUon 130 l provides for the substitut e method of compui:in(; tcix 

pa yable , if the t i'..\Xpcyer has everage2ble income in E:;ccess o:f $ 3 , 0GO . 

Av<~ragea.ble income-:; , or i.he excess s1.1bj2ct t o averaging, i s c1c~iln·3d i n 

section. 1302 a s -che amount '.)f ta.xabie income for the computa tion year , 

subject to certain adjustments, ,,-;hich exce::"; d s 133 1/3% of the 0.v erag0 

base 9eriod income plu s i.:hc average base period capital gain ne"i: in

come. the computation year is the year that ihe ta}q:myer has elected 

to average his income . Average bsse ;>eriod inc ome is one-fourth of i:he 

sum of the taxable income for the four years immediately prcced1.ng foe 

c omputation year • .!\verage base ~Jeriod capital gain net income is one-

fourth of the sum of the capital g a in net income for the four years immedi

ately preceding t he computation year. 

It is important to note in section 1301 that , although a ve raging ir. 

not a llowed unl(iss the averageable income exceeds $3, 000, the $3,000 

figure is merely a tost for eligibility, a nd the e ntire excess i s avei-age

c1 ble . Tl1e $3 , 000 figure was de te rmined because it is fe lt -~ha~ undt:r the 



',i 

~;.ver;;;ging i:i ic: s sor.fl;110Lmt . 

should be i.Lnited. Second , the ~Jrn2tost nc c~ ci for ci verc-Jging e xis1:t, in 

c,::.pital gc, ln n<=t income , the 0.veragcab lc.>. income must be r0dt.Jcsd by 

tl1at iJn10UY'l t. 

Adjus1.8d taxai-11e inc ome or com\)Utc1tion yc.:r:tr income is the t-:1.x-

,? .., 

(1) I'· ny net income attributa.blc t o property received by the tax-

9ayer as a gi:H, ·devise, etc. , .:luring the com:Jlitfftion year or uny of the 

four years immediately preceding the com~nm:>.tion is excludej. N et 

income of chls type is the gross income ac::ribut t~ble to 'die; 9ro9erty less 

GX(Jenses allocated to the pro()erty with no cc;pital gain or loss taken .tnto 

&ccount. aov,ever, v1here the total not income from such sour~es is l (:>~ s 

i:h2n S3, 000, ao adjustment is necessc:ry. No adjustmcnc is re quire.;/ ·:1 .• h0n 
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mnce in· some cu ses :tt ls dEficulVto de~ermi n,~ the ex.::1ct amount of 

incorn0 from t! particule.r ,;-rift or devise , i:he s ts:: t u"i:e a..s sum es eu nings 

cc:ua l to 6% of the fo ir market vaiue of the pi·orJe rty unless i:he t~x-p,)yer. 

can prove a le sser c mount . 

{2 ) Capi'~r.11 ga in net income is exciuo.ed beccmse of its iJreferrn d 

trea::;nGnL i> ny further relief for this type of inco.:ne seems . unneces-

; ') 

sary. J.<-

li.n y net gain from w2gering must be e:;~cl uded fro::.n adJuslod 

tax'able income . 'fhe nature o f '1.-his type of inco me is unders tandably 

the reason for rhis limitation. 

{4) [-\.ny penalty incon:Je of o-Nnors-employee s in the c,3Se of self-

insured pen s ion 1Jlans is excluded . 5.'.i1is t y?e of incorile i s dei"'l it v:ith 

in ssci:ion 72 (m) (5). 

Hie base period is the four yea.rs immedia tely preceding tile compu~ 

tation year. l\ base .period yenr is uny yefir that £a lls in ~he ba se period . 

Bc1se period income is the sum of ·foe taxable income for the base period , 

a d; , .. aned {but not below zero} by the following items: 

(1) h:ld income excluded under section 

from sources outside the United States. 

(2) Add income e:xch~ded under section 931, because it ,-vas earne d 

from a source ··Nithin a possession of the United Scates. 

12 ,.,. ~f . .. ,' -v,.,,,, i, l Y .,, II 7 c 5 1~a u1 .fi1Ll 1l , .,,!.,..,,...,, vO .• . 1, Ii;>. {) ~ --
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Deduct ca pital gain net income . 

Deduc~ .income from gif'i: ::; or devises . 

Deduct 1na gering income. 

(3) 

(4) 

(S) 

(6) Deduct o. c naltv incom2 from sel f- e1nr,lovr,,,i oen r.· 1·0 ..., r u,"'d<· 13 .- .... '" L.. ~ - .. A t .,. ~ t l .... ,. , a)• 

The average ba se peri-~d income .is the total ba s e period income 

for all the bas .:~ period years div idGd by lour . Capita l gains net incom2 

for a veraging purposes is 50% of I.he excess o[ net long-term c upita l 

gains over short--cerm ca9it2.l .losses . 

Section 1303 is i ncl uded in the l aw i:o assure t ha£ only taxpayer s 

w ho have been part of the United StatE: s \A.rork. force and subject to ii:s 

:axes may benefit from avernging. If t he taxpayer vies a resident ctlien 

or citizen of the United States for a ll the base r)eriocl years as "..-ve ll as 

the computation year, tie is elig.i.bie for income averaging vvith several 

exce:otions stated belm,,, . 

If a joint return is filed, both i:he husband and wife must qua lify 

for averaging in order for them to be e ligible to elect a veraging. Als o , 

there can be no exclusion for foreign income claimed during the co1~pu-

tation year. 

In addition to the above requirements an individual must have pro

vided more than 50% of his m,vn support during t he computation and base 

period years. Likewise, if a joint return is filed, the individual and his 

13\/\/erner, rhc Journa l of Taxcti:ion, Val . 20( , o . Z 7:? . __ ..__ -------------- ' 
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spouse must have provided over SO% of their support during ·i:he compu.ta-

tion and base period yenrs . fhere are three exce!Hions to the above 

ruie v.1hich may allov,.1 the individual i:o average even though he has not 

The rule does not apply to any computation year, (1) if the year 

ends ci.fter the taxpayer has reached t he age of 2 5 , and if. during a t i.ea s t 

four of the taxable years a fter U1e ·~axpayer reached the age of 21 and 

ending with the computation year , the tax payer was nor a full-time 

student, (2) if more than 50% of the taxpayer's adjusted taxable income 

for the computation year ,,,as earned t.o a substantial degree in t wo or 

more of the four base period years, anu (3) if an individuol ·was not 

self-su9porting during the computation and/or base ;Jeriod years but 

filed a joint return 'With an eligible individual, and if during the compu~~ 

tation year the non-self-supporting individual earned less than 25 % of 

1 ,1 
the couple's adjusted ,gross income for i:he computfri:ion year. ~x 

Section 1304 is entitled "Special Rules" and seems w pick up 

odds and ends that do not fit into the previous sections. The first 

special rule states that the taxpayer must elect t o average. He can 

do so anytime before the Statute of Limitations .. l-ias run out .for coilect-

ing the refund • 

This section also provides that if a taxpayer elects to average, 

1 \<u.uffman, Taxes, Vol. )( LII, p. 7 66. 
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cGri:ain sections of the code other -~ h,:m Sections 1301-1305 do not apply . 

T1'1e taxpayer may not use Lhe optional tax tables provided in section 3 

for individuals earning less than $5 ,000. The taxpayer may not take 

advantage of section 72 (n) (2) which relates to a limitadon of tax for 

self-employed persons. Sections 911 and 93 1 vJh.ich reJ.ci.te :o income 

earned outside the United St:ates cmd v.0 1thin United S1.atss possessions 

do not apply, so -~he taxpayer must include all incoms earne d outside 

the Ur:Hed S ta. tes for averaging pur.ooses . 1 S 

If a husband and Nife Ule o. joint return during the computation 

year and have filed joint returns during the base periorl years , no 

special 9roblem$ arise if the couple e lects i:o a verage. Likewise , no 

problems i1rise if t he taxpayer file s separately i n bot h the bc.se period 

years and the computation year. But if -che i.axpayer hDs file d j oint!y 

during one year and individually or "Nith ·a different spouse in another 

year of the base period or in the computation year, the application of 

the law becomes more complicated . 16. L'he taxpayer must 'i:hen make 

certain adjustments so that his gross income properly reflects the com

parison required in Section 1301 • 17 

1 r· 
:. 0 foi d • , p • 7 G 7 • 

16cJ.rnrles i.\ . \- 1 :~mer, "Income ;\ ve raging Reg s i'.do pt·- !: Problems 
in Gift Income and Marital l-\reas," The Jow-nal of Taxation, Vol. )O(V 
(August, 1966), p. 67. 

J. 7Ka uffman , I'axes , Vol. XLII, p . "7 68. 
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If i:he i:axpa ye r is required to compute his individual income for a 

base p2riod y ec1f to muke this comparison, his income is determined to 

be the greatef.;:: of: (1) !l.is ac,:uul income, (2) 30% of the combined in-

c:ome '.)f i:he taxpayer and his spouse for ·c he year , or (3} SO% of he 

coml)ined income of 'i.he taxpa yer and hls spouse for the comput,:.;don 

year o 

If married couples intend ~o file jol.ntly in the compuL1 don yec1r 

but di d not rn.e joint ly during any of the base period yea.rs, their bas,::, 

period year's income is the total of their ncpara :.:e:: incomes for r. ha t 

yc a.r. 

I.f a taxpayer files jointly in the computc.rtion year v,ith u s pous e 

other ;:han the spouse that he filec: jointly iNi th during one of the base 

period yeurs, he must recompute his income as an individual f.or th·s 

base period year, and then combine H v1ith ~hut of his new spouse a s 

described in the above paragraphs. 

Ca:Jital gains nei: income is adjusted similarly to (he procedures 

<le scribed in che pre ceding paragrapl1s. U a n individual is iil.ing an 

individual return he must tnke the greater amount of his ovm capital 

gains net income or 50% of the combined car)ital gcins net .income of 

him and hi::1 r,pouse for that year or Lhe computation year. 'Chis amount 

is then combined ''Nith Lhe taxpayer's gross income for :hat year • 1 B 

18sheldon !Uohm~n, "Income ,L\veraging - - Ta;~ HGUef [or ·~ho E igh 
Incori"1e Year ," •.'hijournal of .~ccounta ~1cy, Vol. CX \i'H {l .;fzq , 19G~l) , 
;"> . tlO • 
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C E(APTER III 

COMPUTIN lJ TI-IE Tl-1X 

T•.1e followlng exa mpl~; uses t in 9art , an exc:imple provided by 

Harry S . Gross in "Short C,Jt s to Income 1':\ veraging. 11 While the rnw 

of taxat ion has been updated , his example hus b:::: r..: n used so that a 

comparison can l ater be :11ade bGt1;veen the Internal Revenue Code's 

raethod of computing the tax and a-oss' short cut method . 

It should 0.lso be noted, that while we are going to use ah 

individual return in our example, th<:l procedures v.·oul d be the same for 

a married taxpayer filing a Joint return if the ta xab le income ·,,..rere the 

same. If the joint rei:.urn is filed, only the rate of taxa·don would 

differ. 

In computing the tax then, we will make several foctual assum9-

tions. J'he taxpayer is filing an individual return, he is unmarried, his 

1966 income includes $5,000 of income from a gift, and his taxable -

income from 1962 to 1966 is as follO\vs: 

19G2 
1963 
1964 
1965 
.l. 066 

• •• t. 

Ordinary Income Long Term Caoital ~ains 

$ 2,000 
4t000 
3 ,·500 
2,500 

49,000 

$12,500 
7 I 500 
etooo 

12,000 
20,000 

Taxable Income 

$ 8,250 
7,750 
7,500 
8,500 

59,000 
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In order to det ermine v?hether or not ·· he individual may elect to 

averc.ge, we must make the foiJ.ov.Jing c ompu tations: 

(1) Adjusted taxabl e inco me for 1966: 

Taxable income 
Comput2 tion year 
ca pita i gains net .income 
Income from gifts 

Adj us·i:ed tmrnble inc o me 

(2) Average bu so per.iod income (1962 -19 65): 

1962 
1963 
1964 
1965 
Totai base period income 

Le ss: IncomG from gift or devtse 
Total 

lwerage base pe ri.:)d inc ome: 
{$1 2,000 + 4) 

$10, , 000 
S,000 

(3} Avernge base period c .::,.p!tal gains net income: 

1962 
1963 
1964 
196S 

Avernge base period capital gains 
net income ($20 ,000 + 4) 

(:) Averageable income [or 1966 : 

i-\dj uned taxable income 
Less: 13 3 1/~:!% of av erage base 

pGri.od income ($ 3 , l)O O x 4/3) 

[559 , 000 

15 ,000 

$44 , 000 

$ 2 , 000 
4 , 00 0 
3,500 
2,500 

$12 , 000 

none 
$12 ,000 

3,000 

$ 6,250 
3,750 
4 ,000 
6,000 

$20,000 

5,000 

$44 ,000 

__ 4 ,000 

" :\"' ,'11')0 .'51 . 0 ,v ... 



( 1) 4./3 :x average base period income 

{ 2) /,ve r.sge bt;sc perio.J capital gains n8t income 

( 3) 20'1:~ of a verageable income 

( 4) Ne t income aHributable to propert y re ceived 
;::;y gift or Jevise, or \.vagering inc ome 

( 5} c.~ r.,ita l gains net income for the crnr:~)utcii.ion 
year in exc:ess of nverage base period 
:::Bpital ga i.ns net income 

( £;) Income sub;ect i:,:, '3oction 7 2 {r:1) ( ~)) 

1. ?) Ot her spGcic:il i Hm1 s of income. 

( 8} 4 x item (3) 

{ ·.n r ) tal ;\:i.xable Income 

.. : r1· } i"r- ;· .• 1 t -~-... -:-r() 5 ;:.' '.) ·:i--;-, re- i 1· .c·, r c {,-0·1· , ~,J ·, i'(·, ' ~ 11 \- . J ... d ,t. (..~.f\... ....... ,. - 1 Cl ... .. V _ . .,.. Lil.t . .1_ ,~ J LU I 

(11) ::-,rc!in.ary ,.nx o n ~3.59 , 000 
(~~ !. 3 ,830 + 62~::. o f $7,000 or $s1, J 4i)) 

T2l}: t , l;, .l c 
inc om& 
.i.n t i er 

$ -'LOOD 

~ , 000 

8 , :JO O 

5 ;000 

S , 0 0 0 

32 , 000 

59 I 00(2 

Cumul ative 
t~}<~./:;l e 
inc: oms... 

~; 11, 0 00 

9 , () i) () 

17 , 000 

2 2 , L)() l_) 

:2 7, oon 

C:Jmu.k t ivc 
t ax 

<;, 
y G90 

l , 91 :"J 

'1 ,'/5 0 

'l , 0 3 0 

J , 560 

f i..;;< on 
sepa ra te 

tie rs --.-·---
,. 
,,;, S90 

1, 220 

2 , G4,,) 

') !~:) ... , , ·--· --

2 ,. S30 

J. l l 3(:Q 

20 , 92 Ci 

2 S, J 70 
I,-' 

,t 

' 
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SlncE~ t:1e · v012geable i ncome is greater .: ·wn $:3 , 01 ·:J tl1.e ·;:a.x'.)aycr 

is e ligible to e lect 2 vernging . 19 ·n1e ~~ch2 -:.lu le used [or coi,1putlng che 

tax wa s de s igned w coincicle with the nev1 r.;che ::::u.le G of form 1040 . 

T:10 schedule is set up s o the taxpayer can ei:,sily sec th<:-~ order of com-

puti:n.9 i:he i:t1x on se9ar ,:,.te tiers of i ncome 0 s providE:d for in i.:he CodG . 

capita l gain net income . 'l' \10 a i ternutiv-2 method u ssures the taxpayer 

that hi s cupita l q,1Li~ ,J re r).Ot taxed at ,11ore thun 25% . ZO 

i:h & above illustra i:L:m , l.int ~a :zes -J.dvant,:1ge of i.\/Jr . G oss' short cut t o 

urrive at the same 't,~x payable: 

(1) Tax on non0.verage~1ble income , 1/5 of 
avercig eable incor:10 , c:Erent capital 
gains and gifi: ir:come . 
{$1,'.JOO -:- 8 , 000 + 10 , 000 + 5 , 000 or 27 ,000) 

(2) Plus: 4 times tax on nonaverageable 
income~ avera; e :Oase p£'riod capital 
gel ins a nd 1/5 a vcrugea ble income . 
(S ~! ,00 0 -:- 5 ,100 ..;- 8 , 0()0 or 27, 000) 
(4 X $4,750) 

$ 9 , 550 

19, JOO 

J. 9Harry· S . Gross , 11 Short C :..1ts t o Inco:no /:-veraging, 11 Taxes, 
Vol. XLIII (l\1'a rch, 1965), p. J. 72 . 

20 nerman ·M . f\; h,1oid3 r, 11 Many Problems Under Income Averngin<J 
Unre solved; I'iiew Sche dule G !lhJS!:rn ted ," .1''10 Jcr 1rnal of Taxat ion , 
"J l ''O'II IT 1 .. ,. "") LI ' o • ,: ·. u anuary, -- ~(' ) , P . , ., • 



( 

(3) Less: 4 i:Lnes tax on nor:.overa ; eablc 
lL.C·:)!112 and i)use perioc: c 2 :):\t,;~ J. g ai. 11 s 

($ 4 , 000 -:- 5 , 000 or 9 , 000) 
(tL ~, \ ':.il O, 

19 

_2 0 , 1),2(~ -----
A dHforent s hc,rt cut may ;:;e ueed if. t r:.ern 1s t:.8 inco,ne /ro:~1 9iL or 

Tmm'.::>le income Separat~ 

(3) 

, ,, ) 
"· 

(J. ) 5 x tax on ncm EivoracJeDble i rt8ome , 
l/5 averagcabk: inco;;.2 , r.rnd av crc:i .j c~ 
i:1.:2 sri µeriod cdpli:i:3.J ._rd:1n :3 
($4,000 + 8 ,000 + 5,080 or 17 , 000) 
(5 X $t1 , 750) 

( ';.·. ,',. " II ' - :'"> ·, l ~- i.Jess : .... ~ }i ca;~ 0 11 r~.011.:1"f.,,1 Gri.1SJi:.~uD.:.1.:: 

incotne and average ba se puriod 
capital g.::iin.G . 
($4,000 ·:- 5,000 or S,000) 
{ ,:), 'j l ', l () ) ' "' X .. , ., .• 

i.n ti.er ta:;; 

5 , 000 J., ?.1,G 

G, GOU 

-----·- ----·------·-- --·---------"---->----·---·· 
~-!, l.. ··.- ~ , ... ,. ''" --..,r:.- •'"'I 

~.?-' 1 l) ~~ .. ;, I . • !._t'".1,. .., ~;' I 
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CONCLUSION 

Ev a lua ting ~ht2 N<:::w Provision 

'!.'he nevv lncor:1e c:: ve ruging provis io!l incorporatej J.nto i:h,:::: 19 b 1 

tm:: l a w has re.c 2iveJ much ;:irnise:: from i'Jersons of all · .. valks of life . . . ' 

I•,.,fony h2v2 frr·-7ored a ·more liberal l cHV but <.1.gro e tha. ·~ ~r1e 1961 .Provision 

' · ··1 c ·c,;;- .., 22 1s 0 :1 1mportan [ l:· rst ~h·- ~. 
C ongrnss h0.:l ~hree mqin objectiv0s in mind vv.he;-i it initi-.H•~d ths 

income c.verag~r~~J provision. ·; ;rn first objec'i:iv€) '"ms to eliminate Ll1e 

excessive wx burden c aused )Jy ti1e hun::hing . of k ,rge a mounts of income 

in reltitively short periods of dme. Second, Congres s ,v~mt~d a meEhod 

of ,:ver.Jging v.rhich was simple, both for ·~he tax9t.yer and the Treasury 

Department. r;1ird, Congress wanted n provision vvhicb vvould apply 

equally to all persons, regardless of income or employment. In short, 

chey wanted to replace the old lc::tvl which was unsatisfactory ~o .both tmc-

payer and 1:.e,~ sury 'i.Vith a satisfactory iavv. 

;,>;1e 1964 provision does aF)n itse lf <..·.1 ith t hes.:: objectives. It 

does give relief r.o tr1xpayc~rs ~.:i.:- re c e ive lar<Je a mounts of income tn 

---·-----·------·---
22. . 1 , 

1JliJ,,O , ..! a~£!'1, Vo L Y. Ut, n. 3 l S. 
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short pGriods of ·~ime . Its application is simple and, unlike its 

pr e decessor , it d oes not require amendment of prior returns. All the 

computa i:ion is done on schedule G of the current year's return. ·[his 

feature requires fo.r less check.ing on the par'i: of the Jrea sury than does 

the previous method. 1'.\ll ta.xpayers have an equal opportunity to qualify 

for a ver2:ging ·,vithout discrimination to the type of employment or the 

ar.'lOunt of the income. Z3 

l\nother advantage of 'che present provision is that the loss o f 

revenue t o foe United States Ireasury during the first yec1r of operation 

w as estimated to bG only 40 million dollars. The limitations p lacE::J 

upon a pplication of the provision are largely responsible for the srnall 

loss. The .threat of a large loss in revenue has conceivably been the 

. ?~ reason for the delay in eliminating this inequity from our tax lavv. - " 

The law, then, seems completely .equitable on the surface, but 

further investigation reveals the opinion of some tax experts that the 

inequities are increased. 

VVhile the new provision reduces the tax burden for many taxpayers 

who would not .be· entitled to relief under the old law, it only benefits 

those taxpayers whose income rises shar9ly. No relief is provided for 

taxpayers whose income gradually increases or for those who have 

23Long, / i rginia L-O'I.V f<eview , Vol. L, p. 767. 

24v 'ar1'e ·p 0,·"'e" Vol "I II ,.,. 31 1: '• - I .,!~I • J\ -' I t' • V • 
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1 ' ' • ' r 11 , b l l ' ') 5 s evern m1n income years ro o,•\it.:Jd . y severa_ ow mcome years." 

The taxpayer vdth a $1,000 - ~;3 ,000 increase 'Nill not qualify for 

relief because he 'Nill not be ab.le to satisfy the 13 3 1/3% rEJ qu!rement 

of the n0w . iaw. 2 6 The other deficiency could have been corr2cted by a 

;:>lan presente-:! to Congress by th8 raxation C ommittee of t he American 

Institute of Certified Public _Accountants which provided for averaging 

if: the t21xpayer sustained s everal low income years following several 

high income years. 27 Rather than being more equitable, then, the ne v.' 

provision seems to increase t he inequity by· singling out certain tax-

payers and allowing them spec.i.al trea t ment. 

fheoretically, the tmcpayer can average every year. Practical 

application of the provision, however, limits its benefits ~o every five 

years or so because of the requirement that the current year's income 

must increase by 13 3 1/3% over the average base period income. The 

tc,xpayer then must choose vvhich ye t-1rs to elect averaging. If he has 

madf;! ·the wrong decision there is no 9rovision in the law for sympathy.28 

') s 
'· l\rthur L. Goldberg , 11 Income t~ verag.ing Under the Internal 

Revenue Act of 1964 , " Yale Law Journal, Vol. LXXIV (January, 1965), 
p. 148. 

26 
\/\la de , raxes, Vol. XLII , p. 3 l G. 

27" , m ·. · · • . 
Richman, · 1. liE. Journal ot Accounmncy , Vol. C:)-'..VII, p. 37. 

28,u" d· E> 1' ·,...-e., ,, ~ c.~ • ' c,...... ~> ' . - Vol. XL!i , p. 31 6 . 
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Recommendations 

The main disGatisfactions v,rith ~he new lavv are , he large 1ncrea se 

needed ·i:o qualify and the failure of the law to provide relief to persons 

'Nho sustain a lovv income year after several high income years. 

I am not convinced tlmt the limitations placed upon the averngi!1g 

provision are bad. Congress recognized that certain fluctuations of 

income were normal. .ikcordingly, the ne'l.,\1 provision !s designed to 

give relief only when .income fluctuates in exces·s of nonnal. J'he 

normalcy standard i.s determined by the four~·yea.r average be se period 

income immediate ly preceding the current year. 29 

The new :Jl"Ovision allow s for fiuctuatlon s v1hich are in e:;.~cess of 

normal if i:he excess is a result of increused inco1ne, but makes no pro-

vision if the Uuctua tions are caused by decreased income. If our 

averaging provision is ever going to be truly equit2ble, this situation 

must be corrected. C '.)ngress apparent ly rejected t he plan of the 

P.mer!can Institute of Certified Public AccOLmtam:s because it would 

result in a larger number of taxpayers being entitle d. to relief. i.'his 

would mean more returns to check and an added loss in revenue for the 

Treasury. 

Now that everyone has had a chance to become familiar with the 

new provision as it stands, and the Treasury has had ample time to 

'> 9 
t.. Richman, fhe Journal of P.ccountancy, V:)l. CXVII, p . 37. 
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for 1:he five years determined. f'he tax on this average fig·ure would be 

computed c1nd multiplied by five. The tax b<:i sed on the five-year average 

would i.hen be subtracted from the iax payable v,11thout averaging. rf the 

tax based on the five-year average is larger, the ca1<payer v1ill receive 

no benefit from averaging and should not make the election. If the tax 

payable vdthout averaging is larger, then the dHference will be ~he tcix-

!.)a yer' s credit for the computa tiOI). yenr. r lle amount of the tax due, 

however, would never go below zero, bec2.use a ny excess of credit 

over the tax payable for the computation year would be picked up in the 

following year if warranted. 

Total income (1962-1966) 

Pi ve-year average 

Tax on five-year average 

Tax based on ave-year average 

Tax payable \.v ithout averaging 

1966 tax credit 

Tmc on 19 6 6 income 
19 6 6 tax credit 

r11x PAYACL'::. 

$130,000 

26,000 

9,030 
,.: 5 

45,150 

47,230 

2,080 

2,190 
2,080 

110 

T!-io · ~irn,1ycr, u:: inq tho a bove method for com9L1'ting his tax, 

would pay tri;~ on hi r·J l rwomo <1s 1f it were earned equally over a five-

yeor perio-i . No a tt <2L1p t ha s been made to determine wha.t effect special 
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income items suc h a s cu ()ii:i.d ga i ns i;;ould 1-:ave on (hi s rlc:m . I huvC:l v~ry 

i;i .tn)ly r ie d t o sho,v how the l~Hi 4 ;'JrOvision 80u l,J be a rnEmdGd to includ0 

hotn 1ncrCcF ·.ing inc ome 2nd decrc ~sing income . ;~1t the~ ~;ame d ·,ne , I ·1c1ve 

tried w limH its a r ;_).licutio:-1 to p f,r so::1s -,;ho hav::::: income ::luctualions in 

excess of nornw.1, to limit the 2motrnt of ct1ed~in,~ by i: '~e Tre,1:.rnry .. .:.n i 

co limit t he S ::>vc rnrnent ' s loss o f i:\'::vcnue . 
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