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I. INTRODUCTION AND SUMMARY

You have asked for our views on whether the Department of
the Treasury ("Treasury) would have a solid legal foundation for
promulgating a regulation under the Internal Revenue Code ("IRC")
providing that the determination of taxable gain from the sale or
exchange of a capital asset should be indexed to reflect the
effect of infiation on the taxpayer's investment. In the pages
that follow, we conclude that the legal basis for such a regula-
tion is sound and would amply support its conscientious adoption
by the Treasury. Indeed, we believe that a regulation indexing
capital gains for inflation should and would be upheld judicially
as a valid exercise of the Treasury's interpretative discretion
‘under the IRC. This latter question is admittedly a close and

difficult one, however.

We must stress at the outset that,oﬁr analysis of this ques-
tion depends heavily on the standard of judicial review that
would apply to such a regulation. The question is not whether a
court, were it reviewing the relevant provisions of the IRC de

‘novo, would conclude that indexation of capital gains is required

under the statute. Rather, as discussedlin detail below (infra
at 12-16), the question is whether a court, reviewing a Treasury
regulation indexing capital gains, would conclude that the agen-
cy's regulation was baséd_upon a "permissible” ;eading of the

statute. Obviously, an é&éncy's statutory construction is not



permissible if Congress has directly and unambiguously addressed
the precise question at issue in a manner that forecloses the
agency's interpretation. Apart from Eﬁis obvious constraint on
an administrative agency's interpre;ive discretion, however, a
court must defer to the agency's reading of a statute that it

administers if the reading is "plausible" and "reasonable," even
if the court's own de novo construction of the statute would dif-

fer from the agency's.

At the heart of the inquiry is the statutory meaning of the
word "cost" in the capital gains provisions of the IRC. The
Treasury has consistently interpreted the "cost" of a capital
asset to mean the asset's original purchase price and has mea-
sured the gain on the asset's sale as the difference (with cef-
tain adjustments not relevant here) between its purchase price
and its selling price. The question is whether this definition
of "cost" is required by the IRC. vait is hot, the question
becomes whether an administrative interpretation of "cost" to

account for the effects of inflation is "plausible."

For the reasons discussed at length below, we believe that
ﬁhe Treasury has administrative discretion to reinterpret "cost”
Vto take account of the economic reality that a "gain" attribut-
vable solely to inflation adds nothing to the taxpayer's real
wealth or purchasing pd&gf, The term "cost" is ambiguous and is

readily amenable to a construction that takes account of



inflation. And in neither the language nor tﬁe legislative his-
tory of the IRC has Congress clearly and directly addressed the
"precise issue" of the meaning of "cost" or otherwise evidenced
an intent to limit its meaning to original purchase price. Nor
does the legislative history of the IRC contain persuasive evi-
dence that Congress intended to deny the Treasury any interpreta-
tive discretion to take acéount of economic considerations other
than original purchase price in calculating "cost" for purposes
of determining capital gains. To the contrary, the legislative
and regulatory history of the IRC's capital gains provisions
affirmatively demonstrates that the Treasury has exercised, with-
out objection frbm Congress, regulatory discretion in applying
the concept of cost. The regulations promulgated by the
Tfeasury -- especially under the Revenue Act of 1918, the statute
which first incorporated the term "cost” in the capital gains
provisions -- demonstrate that the Treasury did not view itself
as confined to a definition of cost that was limited to original
purchése price if use of such a definition would not truly and

accurately measure the income of the taxpayer.

Nor does Congress' failure to enact any of the legislative
indexation measures broposed in recent years reflect congres-
sional "acquiescence" in the Treésury's éxisting definition of
"cost." To the contrary, the legislative history of Congress’
consideration of such prégpsals reveals, if anything, that Con-

gress favors the concept of indexing capital gainé. Indeed,



indexation measures have passed at different times in recent ses-

sions of both the Senate and the House.

Finally, the case law relating to the Treasury's interpreta-
;ivé discretion in the capital gains and analogous contexts sup-
ports the conclusion that the concept of "cost" is ambiguous and
that the Treasury has administrative discretion to reinterpret it
in a manner that better accords with economic reality and with
the principles underlying the taxation of income. Such an admin-
istrative reinterpretation, even though it would constitute a
change from the agency's long-standing view, would be entitled to
substantial judicial deference, since it would clearly be both

"reasonable” and supported by a "reasoned analysis.”

Before proceeding to a detailed discussion of each of the
foregoing conclusions, we turn first to a general outline of the

background of the proposal to index capital gains for inflation.
II. BACKGROUND

The Sixteenth Amendment granted Congress "power to lay ‘and

collect taxes on incomes, from whatever source derived . . . .

Uu.S. Const., amend. XVI. In Eisner v. Macomber, 252 U.S. 189,

207 (1919), the Supreme Court defined the term "income" as "'the
gain derived from capital, from labor, or from both combined,'’

provided it be understodd‘to include profit gained through a sale

.

or conversion of capital ‘dssets . . . ." In elaborating further



