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averaging, ncome averaging is an atiempt to revael out income which

P b 2 B 2 e ot st o o SSO0R e 3
Oas oeen earmned ar an SVan fate and a8 1t 11 were earned at

a constant level,
visiong and, unlike iis predecesszors, applies one simple formula to all
taxpayers and generaelly to all iypes of ordinary income. The new pro-

vision for averaging defines the lerms relating to averaging, expl

its limitations, determines eligibility, aad provides the procedure for

compuiation of the tax,

While this provision hag recelived much praise rom many pers
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es of the old provisions because it
reserves the eleciion of averaging o the (axvayer with the lsrge increase
in income, and because it orovides no relief to rhe taxpayer who aas haa
several high income years followed by several low income years

I feel that this provision should provide relief only to those tax-
nayers who hiave fluctuations of income in excess of normal and that the

limitacion to those with a large increase is justified., Ai ihe same tip/

[ feel thet if the taxpayer with the large increase is going to rece l/

,/

speciel reatment, then equity requires similar treatment o the

with a large decrease in income.
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This means i ;:or aut mm,
athletes , as well as farmers, ranchers, fis!
architects znd others, !

Under the oid law, which granted relief to only & limited number

of taxpayers, an individual whos: ted greatly over the
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*Toel Keufiman, "Bunching of Income=-~-2 New Approach to

blem ," Texes, Vol. XLII (November, 1964), p. 761,




years paild a higher tax then individuals whose income remeined con~
stant. & aumber of the sections of the code are consldered inequiiable,
but this one has had almost universal disagproval of tax experis.” This

inequitable tax burden resulted irom the lnteraciion of {actors in our tax

struciure
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One factor of the lneguiiable tax burden e the nrogressive tax
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rate which increasges e percent Of tax payable as income riges., ne
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tax during ¢

given number of years then the taxpayer who has had ihe same average
income, but whose income was samed af 8 constant rate. This inequity

exisis because camings above (ne sverage are axed on increasing
marginal rates which are not offsei by decreasing marginal rates that
determine the tax on income bhelow the gverage, [Iue result iz an extra
vk ondd in above average years which is greater than the tax reduction
in below average income years,

fnother facior of the inequiisble tax burden is the moderate
fluctuation in tax rawes. If an indivicual hes low earnings during a
period of high iex rates and high in’cmne during & ‘z')e:;'.i od of low rax‘

rates, he will pay less tax than the individual who is in the opposiie

gituation.

2
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Unused exemntions and deductions resulting from periods of low
income are also a factor in the ineguitable tax burden, Ife taxpaver is

unable (0 use

all of hig deductions and exemptions in one vear, thev are
lost forever. HHe cannot pick them up in o later year desnite the fact

at a margingl rate
above the rate at which he would be taxed in a year of average earnings.
he last {actor in this inequitable tex burden {s the Inability of
the taxpavyer to camvy over losses. The importance of this factor has

1

been greatly diminished, however, because of the net ooérating loss

carryover, S
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o eliminate this Inequity caused by fluctuations in income there
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are several methods of averaging income whiclh can be
average , moving average, or cumulstive average,

The simple average combines income ior a specified perlod of
vears and divides by that number. (he taxpaver then recomputes hic tax
as if his income for each yéar were average, he most common number
of veares used for this purpose is five,

The moving average differs from the simnle sverage in that the tox-
noyer averages his income over a pcrio‘l of years, dropping the first and
adding the current year. Ihe big problem with this method is that in

‘ S

vearg of declining income (he taxpe ver cen have a tax bill that is larger

3

ibid., p. 762.



than his income for that particular vear. There are some persons who
advocate using the moving average only to set the rate, ithen taxing the
entire income for the year on that rate. Thisg,
the tax paymeni lag problem,”

One author feels that although the cumulstive average is the most

difficult 1o explain, it is the simplest in operation. He exnlains it as

follows:

Tne baslc meihod used is to: 1) compute the cumulative income
since averaging staried; 2) based on the _Lk_,dxu in No. 1 and
the number of years one has been averaging, find the nom? tax

due If cumulative income u“"i brsc-.r averaged over a number of
years; 3) compute the present value of all sast income taxes
paid; 4) subtract No, 3 from No. 2 and that is the tax due,?
England, the Siate of Wisconsin, and Ausiralia have all at one
time adopted a moving average method of determining income (ax pay=~

=2

able, 2il had to drop it during ihe 1330's because of the tax payment

The simple average has recélved the most favor, for il determines
the tax due on past income, not on an undeierminable income o be
earned some time in the future, A taxpayer may look back over a veriod

of years, average, recompuie his tax, and then anply for a refund or

Yrobec 7. Wade, Jr., "New Simple~Moving Average of Income
Under the In.crnal Revenue Code," Taxes, Vol. XLIT (May, 1964},
310,
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credit if he has been overtaxed.

The 1964 provision does not fit into any of the standard averaging
methods, [t is a combination of the simple and the moving averages. In
theory it is a moving average becauge a taxpayer may use it any vear tha:
he meeis the requiremenis. In practice, however, it is aciually s zimple
average since there is a practical limit 10 the numher of times the tax-

2
payer will nave enough ingrease to gqualiiy.’

‘Wade, Taxes, Vol. XLII, p. 311,
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THE NEW INCOME AVERAGING PROVISION

Dissatlsiaction with the 1939 and 1954 Provisionsg

I'he Internal Reven:,xe-»c ode of 1939 contained the firgt of a series
of income-averaging nrovisions which have been added over the years.
The 1839 provision was limited io comnensation received lor nersonal
services that axianded over a period f;f time in excess of five calendar
years. Ninety-{five percent of such compensation must have been
received during the oresent celendar vear and afler the completion of
the services.,

In 1942 the 95% requirement was reduced to 80% and the five-
year period of performance was reduced to 36 months. In that year, the
reguirement conceérning completion vrior o receipt was removed,

Sections 1301-1307 of the 1954 Code were substantially the same
as Section 107 of the 1939 Code. In addition o the old provision the
19534 provigion extended relief to income ecarned from an invention or
artistic work, income from back pay, and damages réceived as a result

of a patent infringement, breach of contract or antiirust sult.g

8Kafmffrm:ﬂn, faxes, Vol. XLII, p. 763.
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e 1954 orovigion with its extensions was go limited that just a

-

very few taxpayers who were entitled to relief could qualify, Even when

@

ricular individual was expressliy mentioned in the Code, he was not
sure he was covered., The complexity of the law made the determination
of who was covered and who was not extremely confusing. This con-
fusion was regponsible for a good deal of litigation te determine when
the taxpayer's income was earned, when he had started Lo work, and
how much of the income was earnad in the pregent iax vear, ??151930

nd 1354 provisions also reguired the recomputation of orior vear's tax

#7]

Q

o

ased on redetermination of prior year's income,

The 1964 Provision
e 1964 amendment to ihe Internal Revenue Code of 18954 pre-
sents the new rules for income averaging in Sections 1301-1305,10
The rules are relatively straightforward, operating over a five-yesr
veriod. 7The taxpayer who has income in the present year which is
133 1/3% greater than his average income for the preceding four years
is eligible for averaging, provided that amount exceeds $3,000, There

are special rules for taxpayers with special income and in special

IBernard 7. Long, Jr., “Fluctuating Income and the Revenue Act
of 1964," Virginia Law Review, Vol. L (June, 1964), pp. 747-748.

‘OCnarlcs A, Wemer, "1964 Act: Tncome Averaging~-What Every
Practitioner Should Know," The Journal of fazation, Vol. XX {May, 1964),
‘1-,0 ﬁ!.{: °




situations. These will be discussed below. The average taxnaver
however, may aoply this formula to calculate a subsiliuie tax on income

from any source. ihe provision is designed tc operaie solely in the

(o

current year, thus avolding recomputation of prior year's tax.+*

Explanation of Sections 1301~1305

o

Section 1301 provides for the substitute method of computiing tax
payable, if the taxpayer has averageable Income in excess of $3,000,
Averageable income, or the excess subject to averaging, is defined in
section 1302 as the amount of taxable income for the computation year,
subject to certain adjustments, which excesds 133 1/3% of the average
base neriod income piué the average base period capital gain net in-

Y

come, [he computation year is the year that the taxpayer has elecie
to average his income, Average base period income is one-iourth of the
sum of the taxable income for the four years immediately preceding the
compuiation year., Average base period capital gain net income is one~
fourth of the sum of the capital gain net income for the four years immedi=-
ately preceding the computation year,

It is impoftant to note in section 1301 that, although averaging is
not allowed unless the averageable income exceeds $3,000, the $3,000
figure is merely a test for eligibility, and the entire excess is average-

able., The $3,000 figure was determined because it is felt that under the

lL.-mg, Virginia law Review, Vol. L, p. 749,




Lo

oresent tax structure the taxpaver would receive litile or no benefit from
averaging & lesseéer amount .,

fhe limitation of 133 1/3% of the average base perlod income was
added for two reasonsg. Pirst, it was felt that because of the administra-

tive nroblems foreseen the number of cases apolicable in the beginning

=

should be limited. Second, the greatest need for averaging exisis in

those cases Involving wide fluctuations in the level of income.
Section 1302 detfines the terms relating to averaging. After
Jdefining averageable income ag above, this seciion further provides
that if capital gain net.income is less than the average base period
capital galn net income, the averageable income must be reduced by
that amount.
Adjusted taxable income or computaiion year Income is the {ax-
able income for the compuiation vear decreased by the following amounts:
{1} Any net income atiributable to properiy received by the tax-
nayer as a gitt, devise, ete., during the computation year or any of the
four years immediately preceding the computation is excluded. Net
income of ihis type is the gross income atiributable to the property less
exnenses allocated to the property with no capital gain or loss taken into
account., However, where the total net income from such gsources is less
then $3,000, no adiustment ig necessary, No adjustment is réguires when
the gift or devise is betweﬁ:ﬁ a husband and wife who file a joint return,

or when a surviving spouse flles as guch during the computation vear,



10
Since in some cases it is difficult to determine the exact amount of
income from & particular giit or devise, the statuie assumes earnings
egual to 6% of the fair market value of the properiy unless the taxpayer
can prove a lesser amount.
(2) Capiial gain net income is excluded because of its oreferre:

treatiment. #ny further relief for this type of income seems unneces-

by

o

sary. = ”

ot

{3) Any net gain from wagering must be excluded from adjustaed
taxable income., T{he nature of this type of income is undersiandably
the reason for thig limiteiion.

{4) Any penalty income of owners-empnloyees in the case of seli-
insured pension plans is excluded. fhaig type of lncome is dealt with
in seciion 72 (m) (5).

The hase period is the four years immediately preceding the compu-
tation year, A base period year is any year ihat falls in the ba sé period.
Base period income is the sum of ine texable income for the base period,
adjusied (but not below zero} by the following items:

(1) Add income excluded under section 211, bacause it was earne:
from sources outside the United Siates.,

{2) Add income excluded under section 931, because it was earned

from o source within a possession of the United States,

12¢auttmen, Jaxes, Vol. ¥LIL, p. 765,



(3) Deduct capital gain nei income,

{4) Deduct income from gifts or devises,

(5) Deduct wagering income,

{6) Deduct penalty income from self-employed pension funds. o
The average base period income is the total base period income

for all the base period years divided by four. CTapital gaing net income

31

for averaging purposes is §0% of the excess of net long-ierm capital

M

gaing over short~-term capital losses.

Section 1303 is included in the law 0 assure that only taxpayers
who have been pari of the Unlied States work force and subject to its
taxXes may benefit from averaging. If the taxpayer was a resident alien
or citizen of the Unilted States for all the base period years as well ag
the computation year, he ig eligibie for income averaging with several
excentions siated below,

If a joint return is filed, both the husband and wife must gualify
for averaging in order for them to be eligible to elect averaging. Also,
there can be no exclusion for foreign income claimed during the compu=-
tation year.

In addition to the above requiremenis an individual must have pro-

vided more than 50% of his own support during the computation and base

neriod years. Likewisge, if a joint return is filed, the individual and his

13

0y
-

Werner, [he Journal of Taxaiion, Vel. XX, p. 272,




spouse musi have provided cver 50% of their support during the computa-
tion and base period years. There are three excentions to the above
rule which may allow the individual to average even though he has not
been self-supporting.

The rule does not apply to any computation year, (1) if the year
ends after the taxpayer has reached the age of 25, and if during at least
four of ithe taxable years after the taxpayer reached the age of 21 and
ending with the computation year, the taxpayer was not a full-time
student, (2) if more than 50% of the taxpavyer's adjusted taxable income
for the computation year was earned 10 a substantlial degree in iwo or
more of the four base period yvears, and (3) if an individual was not
self-suoporting during the computaiion and/or base period 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
the couple's adjusted gross income {or the computaiion year.lﬂ*‘

Section 1304 is entitled "Special Rules" and seems 10 pick up
odds and ends that do not fit into the previous sections. The first
special rule siates that the taxpayer musi elect to average., e can
do so anytime before the Siatuie of Limitations has run out for collect~-
ing the refund,

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

M4 s utfman , Taxes, Vol, XLiL, p, 766,




13
ceriain sections of the code other than Sections 1301-1305 do not apply.
The taxpayer may not use the optional tax iables provided in section 3
for individuals earning less than $5,000. The taxpayer mav not take
advantage of section 72 {n) (2) which relates to a limitation of tax for
self-employed persons. Sections 911 and 931 which relate to income
earned outside the United States and within Uniled States possessions
do not apply, so the taxpayer must include all income earned ouiside
the United States for averaging purposes. 15

It a husband and wife file a joint return during the computation
year and have iiled joint returns during the base period vears, no
special problems arise if the couple elects (o average. Likewise, no
problems arise if the taxpayer flles separaiely in both the base veriod
years and the computiation year. But if the taxpayer has filed jointly
during one year and individually or with a differeni spouse in another
year of the base period or in the computation year, the application of
the law becomes more complicated., 18, l'he taxpayer must inen make

certain adjustments so ithat his gross income properly reflects the com-

parison required in Section 1301 .17

15 b
YS1pid., p. 767,
1 ,
Gc_harles A, “werner, "Income Averaging Regs Adopt- It Problems
in Gift Income and Marital Areas, " The Journal of Taxation, Vol, XXV
{(fugust, 1968), o. 67.

]'/Kauffman, faxes, Vol. XLII, p, 7684
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If the taxpoyer is required to compute his individual income for a
base period year to make this comparicon, his income is determined (o
be the greates: of: (1) his actual income, (2) 50% of the combined in-

oom

0]

of the taxpayer and his spouse for the year, or {2) 50% of the
combined income of the taxpayer and his spouse for the computation
vear.

1f married couples intend to file jointly in the comoutation year

e
elr Dase

put did not file jointly during any of the base period years, th

16}
gt
]
o}
e
=
s |
m
Jotn
w

period year the total of their separate incomes for that
If a taxpayer [iles jointly in the computaiion year with a spouse
other than the spouse that he filed jolntly with during one of the base

period years, he must recompuie his income as an individual ior the

3

base period year, and then combine it with that of his new spouse as

[s)

rjc—:scribed in the above paragraphs.

Capital gains net income is adjusted similarly o (he procedures
described in (he preceding paragraphs. If an individual is filing an
individual retum he must take the greater amount of his own capital
gains net income or SO% of the combined capital gains net income of
him and hig s:pousel for that year or ihe computation year. ['his amount

7 i Q
is then combined with the taxpayer's gross income for that year.l"

188£1eld0n Richman, “Income Averaging--Tax Rellef {or the High
income Year," The Journal of Accountancy, Vol. TWVIL (May, 1964),
B, 40,




e tollowing example uses, in part, an example provided by
Harry S. Gross in "S8hort Cuts to Income Averaging."” "“While the rate
of taxation has been updaied, his example has been used so that a
comparison can later be made between the Internal Revenue Code's

o s

method of computing the tax and Gross' short cut method,

It ehould also be noted, that while we are going o use an
indivi_clual return in our example, the procedures wouid be the same for
a married taxpayer filing a joint return if the taxable income were the
same, Ii the joint return is filed, only the rate of taxation would
differ.

in computing the tax then, we will make several factual assump-
tions. ''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 1862 to 1966 is as follows:

Ordinary Income Long Term Capital Zains Taxable Income
1962 ‘ $ 2,000 $12,500 $ 8,250
1963 4,000 7,500 7,750
1964 3,500 8,000 &.7.800
1965 2,500 12,000 8,500
1966 49,000 20,000 58,000

15



16

in order to deitermine wheiher or not the individual may elect (o

average, we must make the following computations:

(1)

—~
o
S

(3)

(4)

Adjusted taxable income for 1366:

Taxable income

Less: Computation year
capital gains net income
Income from gifts

$10,000

5,903
Adjusted taxable income
Average base period income {1962-1965):

1962

1963

1564

1965

Total base period income

Less: Income from gift or devise
{otal

)

hverage base period income:
(312,000 = 4)

Average base period capital gains net income:
1962
1963
1364

1565

Average base neriod capital gains

net income ($20,000 —=— 4)

Averageable income {or 1966:

Adjusied taxable income

less: 133 1/3% of average base
period income (33,000 x 4/3)

Ayerageable income

$59,000

$44,000

s 2,000
4,00
3,500
2,509

$12,000

none
$12,000

$ 6,250
3,750
4,000

6,000

$20,000

5,000

$44,000

4,000

$40,000

Ve e
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Taxnoble Cumulative
ingome axable Cumulative

in rier income tax

4/3 x average base period income $ 4,000 $ 4,000 $ 690 $ 590

“verage base period capital galns net income 5,000 9,000 L 1,220

frot
~J
<
L )
X
L s
-3
o
-
%
a
&

20% of sverageable income 8,000

Net income atiribuiable to property received
hy gift or devise, or wagering income 5,000 22,004 7,030

Copltel gains net income for the computaiion
year in excess of average base period

capital gains net income 5,000

e

7,000 3,560 2,530
Income subject o Section 72 {m} {5}
Ciher specisal items of income

4 % item {3) 32,000 11,3890

fotal Taxasble Income 59,000
‘otal tax on separate tiers {column total) 20,925

-“miz iary ax on 559,000
{523,830 + 62% of $7,000 or $4,340)



18
Since the averageable income is greater than $3,00.0 the iaxpaye

4

is eligible to elect efv&raging.w T

1

ne schedule used for cowputing the
tax was designed to coincide with the new schedule (& of form 1040.
rhe schedule is set up =0 the taxpayer can easily see the order of com-
wuting the tax on separate tiers of income ag provided for in the Code.

An alternative tax may be computed when the iaxpaver has average

ba

]

e perlod capital gain net income in excess of his computation year
capital gain net income, The alternative method assures the taxpayer

that hiz capita s are not taxed at more than 25¢ 29

~62

/
Qe

The following computation of the iax uses the same example as

the above 1llustration, bui takes advantage of Mr., Gioss' short cut to
arrive at the same lax payable:

(1) Tax on nonaverageable income, 1/5 of

averageable income, current capital
gains and glf ome

(84,000 + 8,000 % O,GOQ + 5,000 or 27,000) $ 9,560

{2) Plus:; 4 times tax on nonaverageable
income, average base period capital
gains and 1/5 averageable income,
($4,000 + 5,000 + 8,000 or 27,000)
{4 x $4,750) 19,200

*JHarry S. Gross, "Short Cuis to Income 2veraging, " Taxes,
Vol. XLIII (March, 1865), p. 172.

20 terman M. fichaeider, "Many Problems Under Income Averaging
Unresolved; New Scheduie & Niustrated,” rhe Journal of Taxation,
/ol, XXI1 (January, 15635), p. 43.




(3} Less: 4 times tax on nonave mgeabie
and base j 1 gainsg

5,000

y el v oemwn X o g ] B e o, | T e R 1" . SRR OF 7
cut may vbe used if there ls no ingome from gift of

v capital geins over average

€58 0L computation

iy o

Jaing. Using the same figures as

1l etent CBs, sclA B SR St £ ¥ e
sllustration, the code would figure the tax as foliows:

2 Oy i S B R A “ oo
{.‘.j a,3 average hase el iod income \,—r‘-;, 000 @ 650

S x : (A 9ar
L cepital geins 5,000 1,220

a,

wort cut method:

{

i
fes
Oy
¢
&
@
Yo

(1} 5 x tax on nonavera

- )
i/5 averageable in
base period capital

R et -
<
(o]
Lo

~
~3
w1
[

(2] Less: 4 % tax on nonaverageable
income ana average nase period

capital gains
(54,000 + 5,000 or u,OOO)
(4 X .[,5’11.0) g I\J'-‘D}

AX PAVADLE 15,6102

oo

N o — L5 YYIgT1E Y i
Gross, Taxes, Vol, XL1lI, p. 1



ONCLUSION

Evalueting the New Provision

i
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e new income averaging provision incorporated
tax law has received much praise from versons of all walks of life.

favored a more liberal law but agree that ihe 1964 provision

Congres s had ihree main objectives in mind when it initiaied the
income averaging orovision. ‘ne first objeciive was 10 eliminate the
excessive tax burden caused by the bunching of large omount.; of income
in relatively short pﬁr o 1s of time., Second, Congresc wanted a method
of averaging which was simple, both for the taxpayer and the Ireagury
Depariment. Third, Congress wanted a provision which would apply
equally to all persons, regardless of income or employment. In short,
they wa.nte.i to repla\,e the old law which wasg unsatisfactory ‘0 both tax=-
payer and rreasury with a satisfactory law.

"he 1964 provision does aliin itself with these objectives., It

does give relief to taxpayers wio receive large amountg of income in

e %s

&'v'fc—zde, raxes, Vol. XLI, o. 315.
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short periods of time, Its application is simple and, unlike its
predecessor, it doeg not require amendment of prior returns. All the
computacion is done on schedule G of the current year's return. This
feature requires far less checking on the part of the Treasury than does
the previous method. All taxpayers have an equal opportunity to qualify
for averaging without discrimination to the type of employment or the
amount of the income.23

Another advantage of the present provision is that the loss ef
revenue (0 the United States Treasury during the first vear of operation
was estimated to be only 40 million dolla;s, The limitations placed
upon application of the vrovision are largely responsible for the small
loss. The threat of a large loss in revenue has conceivably been the
reason for the delay in eliminating this inequity from our tax law, 4

The law, then, seems completely equitable on the surface, but
further investigation reveals the opinion of some tax experis that the
inegulties are increased.

While thé 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 sharply. No relief is provided for

iaxpayers whose income gradually increases or for those who have

23Long, virginia Law Review, Vol. L, p. 767.

24yiade, Taxes, Vol. XLII, p. 316.
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several high income years followed by several low income years.z‘r’

the taxpayer with a $1,000 - $3,000 increase will not qualify for
relief because he will not be able to satisfy the 133 1/3% requirement
of the new law.2® The other deficiency could have been correcied by a
plan presented (o Congress by the laxation Commitiee of the American
Institute of Certified Public Accountants which provided for averaging
if the taxpayer sustained several low income years following several

e

high income years,” Rather than being more equitable, then, the new
provision seems to increase the inequity ny singling oui ceriain tax-
navers and allowing them special ireatment.

Phecretically, the texpayer can average every year. Praciical
application of the provision, however, limits iis benefits io every five
years or so because of the requirement that the current year's income
must increase by 133 1/3% over the average base period income. The

taxpayer then must choose which years to eleci averaging. If he has

made the wrong decision there is no provision in the law for sym_paw‘.'m,r.‘8

zsﬁx.rthur L. Goldberg, "Income Averaging Under the Internal

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

S‘Wade, laxes, Vol XLII, p. 316.

, e v o =
27 Richman, *The Journal of Accountancy, Vol. CXVII, p. 37.

28y/ade , Taxes, Vol. XLII, p. 316.
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Recommendations

The main dissatisfactions with the new law are the large increase
needed io qualify and the failure of the law to provide relief to nersons
who sustain a low income year after several high income years.

I am not convinced that the limitations placed upon the averaging
provision are bad. Congress recognized that certain fluctuations of
income were normal. Accordingly, the new provision is designed to
give relief only when income fluctuates in excess of normal. The
normalcy standard is determined by the four-year average base period
income immediately preceding the cwrent yea,r..29

The new provision allows for fluctuations which are in excess of
normal if the excess is a resuli of increased income, but makes no pro-
vision if the fluctuations are caused by decreased income., If‘our
averaging provision is ever going to be iruly equitable, this situatlon
musi be corrected. Congress apparently rejected the plan of the
American Institute of Certified Public Accountants because it would
result in a larger number of taxpayers being entitled to relief. fhis
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

zgi{ichman, I'he Journal of Accountancy, Vol. CXVII, p. 37.
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for the five years determined. ['he tax on this average figure would be
computed and multinlied by five. The tax based on the five-year average
would then he subtracted from the tax payable without averaging. If the
tax based on the five~year average is larger, the taxpayer will receive
no benefit from averaging and should not make the election. If the tax
nayable without averaging is larger, then the difference will be the tax-
payer's credit for the computation year, Uhe amount of the tax due,
however, would never go below zero, because any excess of credit

over the {ax pavable for the computation year would be picked up in the

iollowing year if warranted.

Total income (1962~1966) $130,9000
Five~year average 26,000
Tax on five~-year average 9,030

X 5

Tax based on five-year average
Tax payable without averaging
1966 tax credit 2,080

Tax on 1966 income 2,196
1966 tax credit

2,080

IAX PAYARLE 110

The taxpaver, ucing the above method for computing his tax,

would pay tax on his income as if it were earned equally over a five-

TR ey gl AR TRt " 3

year period, No attempt has been made to determine what effect special
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income items such as capital gains would have on this plan. 1 have very
simply tried to show how the 1264 provision could be amended to include

both increasing income and decreasing income, At the same time, I have

[0

tried o limit lts applicaiion to persons who have income fluctuations in
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ormal , to limit the amount of checking by the Treasury, and

to limit the Sowvernmeni's loss of

2venue ,

S
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