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PRELIMINARY DIGEST OF SUGGESTIONS FOR
INTERNAL REVENUE REVISION

Submitted to the Joint Committee on Internal Revenue Taxation

InTRODUCTION

The staff of the Joint Committee on Internal Revenue Taxation has
been conducting a survey eliciting suggestions and comments from the
general public relating to improvements in the internal revenue laws
and their administration. This survey has been made pursuant to
instructions from the committee to undertake a revision of the Internal
Revenue Code. To assist in developing the type of improvements
desired, the stafl distributed a questionnaire, a copy of which is in-
cluded in this report as appendix A. The response to this questionnaire
was immediate and widespread from all parts of the country. Thou-
sands of replies were received from individual taxpayers, businesses,
tax practitioners, various professional groups, and trade associations.

For months the staff has been engaged in studying the many sug-
gestions received. The very magnitude of the response as well as the
diversity of the problems raised have precluded the staff from complet-
ing its analyses of the various suggestions submitted. The task of
evaluating the various suggestions must, of necessity, be a continuing
cne. However, it has been deemed desirable at this time to publish a
preliminary summary of the suggestions for the information of the
members of the tax committees.

It would be impractical as well as confusing to attempt to include
in detail every one of the suggestions received and this has not been
done. A number of suggestions have been combined where they are
either identical in nature or bear on the same general problem. On
the other hand, the overlapping nature of many of the proposals has
resulted in somie unavoidable duplication in this digest. Some have
been omitted as being of too specialized a nature to warrant general
publication and a few may have been omitted by inadvertence due
to the volume of the response. Moreover, because replies are still
being received, a number could not be processed prior to publication of
this report. However, the fact that a particular suggestion has been
omitted should not be taken as any indication that 1t will not receive
full consideration by the staff.

A number of suggestions have been received for improvement in the
excess-profits tax and social-security taxes, but these have been omitted
from the scope of the present report.

The staff expresses no opinion in this report on the merits of

particular suggestions.
1



2 DIGEST OF SUGGESTIONS FOR INTERNAL REVENUE REVISION

I. Inceme Tax
A. RATES AND SPLITTING OF INCOME

1. Individual income tax rates (secs. 11 and 12)

Under present law the starting rate on the first dollar of taxable
individual income is 22.2 percent. This graduates up to 92 percent
on incomes over $200,000 in the case of a single person, on incomes over
$300,000 in the case of a head of household, and over $400,000 in the case
of a married couple filing a joint return; such a gradnation represents
a range of 69.8 percentage points. The overall limitation at present
1s 88 percent.

A number of the replies to the questionnaire suggested a maximum
tax rate of 25 percent. Others suggested that the rate should not
exceed 40 percent and a number recommended a top rate of 50 percent.
The argument advanced in support of these limitations has been that

g I
the present tax rates stifle initiative and free enterprise.

Taxpayers in general complained strongly about the steeply pro-
gressive individual tax rates and stated that there was no formula,
scientific or otherwise, which was nsed as a guide in the successive
legislative actions introducing the present excessive progression into
the tax law. It was indicated that there is sentiment for narrowing
the range of progression, as evidenced by the demand for a consti-
tutional amendment to limit income taxes to a top rate of 25 percent.

One correspendent proposed that a substantial change in the
rates of individual income tax and the progression therein be made
by the following steps:

First, reduce the bracket rates of the 1951 act (effective presently for the
year 1953) by either of the two methods proposed below, whichever would
produce the lower rate in each bracket:

(1) Reduce the rates to those that become effective December 31, 1953 ; or
(2) Reduce the progressive element of each bracket rate by 25 percent.

The second of these methods may require some explanation. The tax rate
appliicable to tlie several taxable income brackets consists of two parts: These
are the basic rate, which is actnally the rate of the first taxable income bracket;
and the true surtax or progressive element. For example, in the 1951 tax rate
scale, the first bracket rate is 22.2 percent. This is the basic rate. The rate for
the second bracket, applicable to taxable income $2,000-$4,000, is 24.6 percent, of
which 22.2 percent is the basic element and 2.4 percent is the surtax or progres-
sive element. At the third bracket the total rate is 28 percent, of which 6.8 per-
cent is the progressive element. At the top of the scale the total rate is 92
percent, of which the surtax or progressive element is 69.8 percent. It should
be noted that the rates that become effective December 31, 1953, involve a greater
reduction, for the taxable income brackets up to $10.,000, than would be attained
by a 25 percent cut in the progressive elements of the rates to this point. Beyond
the $10,000 level of taxable income, the 25 percent reduction of the progressive
element of the rate produces a total lower rate. This method of reduction would
narrow the range of progression from 69.8 percentage points to 54.5 percentage
points, with a first bracket rate of 20 percent and a top bracket rate of 74.5
percent.

In addition, it was suggested that the next step should be to make
another 25 percent reduction of the progressive elements of the rate
scale effective for the year 1955, providing the budget prospects wounld
permit the second reduction. This second reduction wonld narrow
the range of progression from the 71 percentage points that would
otherwise be effective for 1954 to 41 percentage points. The final sug-
gested stage would be that which is contained in one resolution for a
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constitutional amendment; namely, a restriction of the range of pro-
gression to 15 percentage points whenever it should be necessary to
levy a maximum top rate in excess of 25 percent.

Furthermore, should the range of tax rate progression be narrowed
or restricted, the stronger the case becomes, it is argued, for reducing
the number of taxable income brackets. It is maintained that no
sound case has ever been made for the present large nummber of taxable
income brackets, 24 in all, of which 11 include no more than $2.000 of
taxable income each, and it is argued that there can be no pre-
tense of measuring with any accuracy by such a rate scale the varia-
tions of tax obligation in relation to income, assuming that some
degree of progression is necessary for this measnrement. It was sug-
gested that the simplest step would be to reduce materially the number
of taxable income brackets to no more than 3 or 4, or at most 6.
Furthermore, it is argned that the problem of how or at what income
levels the taxable income bracket divisions are to be sef, is as much a
matter of gnesswork when there are only 3 or 4 such divisions as when
there are 24. However, it is stated that a -small number of fairly
broad income brackets would at least have the support of common-
sense and ordinary experience, while there is no basis of support for
the elaborate bracket system and erratic tax rate arrangement of
existing law.

Another suggestion would impose a special flat-rate tax on all wages
and salaries not in excess of $3,000 or $10,000. This flat rate of tax
would be the withholding rate in such cases. Under the sug-
gestion, withholding would continue to make an allowance for the
standard deduction and exemptions in an amount proportionate to
the particular pay period. For example, if the pay period were 1
month. withholding wonld make allowance for one-twelfth of the
exemptions and standard deduction. This is the procedure today,
but it at the end of the year the taxpayer’s final liability is in excess
of his withholding he is assessed a deficiency. This plan would
eliminate such deficiency or refund as the case may be because the
withholding in' each pay period would be the hability. In ad-
dition, if it were found desirable to provide an earned-income
credit, such a credit could be incorporated in the standard deduction.
By adoption of this plan, it is contended, the Government and 30 to 40
million taxpayers would greatly benefit by elimination of final returns.

One taxpayer suggested that the individual rates should be de-
creased and that the revenue loss could be made up by an individual
franchise tax of $60 to $100 a year on citizens aged 22 to 65.

It was suggested that since the large taxpayer is protected by the
88 percent, ceiling, the small taxpayer should be protected by a taxable
income ceiling such as a surtax exemption of $1,000 in the case of a
single person and $2,000 in the case of a married couple. This would
be in addition to the present personal exemptions.

It was suggested that in lien of the present tax system there be
imposed a gross income tax allowing personal exemptions and credits
for dependents. Another suggestion would, in the interest of simplic-
ity, impose a flat gross income tax with no deductions or exemptions,
and still another correspondent recommended a graduated gross
income tax.
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The suggestion has been made that every individual be required
to pay a minimum tax of $12 regardless of the number of exemptions
or the amount of deductions. A further suggestion would be to com-
bine the normal and surtax rates into one rate schedule with a tax
credit for any partially tax-exempt interest. One reply suggested
that as an incentive device a diminishing tax rate be provided which
would apply to the income in excess of the average income for the
preceding 5 years. In other words, if a taxpayer’s average income
for the preceding 5 years was $12,000 and in the tax year his income
is $15,000, or $3,000 over his average, he would pay the regular tax
rates on the first $12,000 but on the excess over $12,000 he would pay
a lower rate than the top bracket rate applicable to his $12,000 income.

One taxpayer indicated that a tax credit over the working life of the
taxpayer should be provided which would represent an allowance for
physical depreciation.

It has been recommended that the 30-percent minimum tax and the
30-percent withholding tax as it relates to nonresident aliens be
increased to 55 percent on the ground that while other tax rates have
increased substantially there has been no such increase with respect to
nonresident aliens.

2. Split income and head of household (sec. 12)

Since the Revenue Act of 1948, married couples are allowed to split
their income in computing their tax liability; that is, to pay a tax
which is twice the tax on half of their combined incomes. This, in most
cases, results in a lower tax than if it were computed on the total.
The Revenue Act of 1951 provided some relief for heads of household
by giving them approximately one-half of the benefit received by
married couples from full income splitting. However, the single
individual who does not qualify as a head of household and who has
the same income as a head of household or a married couple pays con-
siderably more tax than do either of the latter, except in the case where
such taxpayers are only subject to the first bracket rate.

In response to the questionnaire, sunggestions have been received
both for and against a separate rate schedule for married couples
which would provide the same tax result as income splitting. The
opponents of such a plan suggest that another rate schedule would
complicate the tax form. However, others believe that it would be
much simpler than requiring married people to go through the
mechanics of dividing their income, computing the tax on half, and
multiplying the result by two. The majority of the veplies that
considered this problem appear to favor a separate-rate schedule.

A number of individuals who now qualify as heads of household
state that they are being diseriminated against and maintain that
they should receive the full benefit of split income and not just one-
half. Some have suggested that any taxpayer with two or more de-
pendents should have the same split income benefits as a husband and
wife. Other single taxpayers who do not qualify as heads of house-
hold, but who maintain households, point out that they receive no
benefit in any way whatever from income splitting and argue that the
tax law should provide the same tax burden for all taxpayers on the
same income after deductions and exemptions, as was the rule prior



DIGEST OF SUGGESTIONS FOR INTERNAL REVENUE REVISION 3

to 1948 (except in community property States). To emphasize
this, it was pointed out that a single person (not qualifying
as a head of household) with one dependent and earning $25,000
a year pays about $2,800 a year more in tax than a married
couple earning the same income. A more limited suggestion
along these lines is the proposal that head-of-household treatment
should be extended to such individuals who have dependents but elimi-
nate the exemption for one of the dependents. Other letters point out
that married couples and heads of households whose taxable in-
come is in the first surtax bracket do not receive any benefit whatso-
ever from income splitting and suggest that some provision be made
in order to extend to them a benefit comparable to that enjoyed by
those with income above the first surtax bracket. It was suggested
that this might be accomplished by allowing an extra personal exemp-
tion where the taxpayer receives no benefit from either the head-of-
household or split-income provisions. Other suggestions have been
made which would continue the advantage of full income splitting
after the death of one spouse, either for a limited period of years or
permanently. It is pointed out, in this connection, that a widower
who continues to have the burden of supporting his children receives
a substantial increase in tax burden under present law solely because
of the death of his spouse and consequent loss of the split-income
benefit. '

3. Corporate income tax rates (seecs. 13 and 15) .

Under present law, the corporation normal tax rate is 30 percent
and the surtax rate is 22 percent, making a combined corporation
income tax rate of 52 percent (excliisive of the excess profits tax).
There is a $25,000 surtax exemption. The normal tax rate will re-
vert, under present law, to 25 percent on April 1, 1954, Therefore,
at that time the combined rate will become 47 percent.

As an aid to smaller corporations, various suggestions have been
received for increases in the present $25,000 surtax exemption. The
recommended increases range up to $100,000. In lieu of such a flat
increase in the present exemption, some suggestions have been made
for gradnated exemptions on incomes up to $100,000. For example,
one proposal would retain the present $25,000 surtax exemption, tax
the next $25,000 at half the surtax rate, and the remainder at the full
surtax rate. Another type of graduated exemption system would be
achieved under a recommendation that. instead of a flat dollar exemp-
tion, the surtax exemption should be equal to 1 percent of gross sales.

With respect to the corporate tax rates themselves, as distinguished
from the surtax exemption previously discussed, a fairly common sug-
gestion would place a ceiling, such as 25 or 50 percent, on corporate
taxes. Furthermore, some suggestions have been received for a gradu-
ated rate system, such as, for example:

Percent Percent
Up to $100000________________ 35 | $300,000 to $500,000____ _______ 45
$100,000 to $300,000____________ 4030 erE S5 0000 SR 50

A complete departure in principle from the present method of tax-
ing corporate incomes is represented by a suggestion that, instead of
a net income tax. there be a flat rate tax of 5 percent on gross profits.
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_ Under present law, the primary difference between normal tax net
income and surtax net income is that the former does not include par-
tially tax exempt interest. Tt has been suggested that some method
be adopted which would permit the use of a single rate schedule.

It was suggested that corporate earnings retained in the business
should be taxed at double the rate of earnings paid out as dividends
to stockholders.

(For recommendations relating to special exemptions and rates for
new or expanding businesses and small corporations, see p. 16.)

B. GROSS INCOME (SEC. 22)

1. Convenience of employer rule

Under present Treasury regulations, income taxation of food, lodg-
ing, and similar items furmshed employees depends upon whether
these nonmenetary items are intended as compensation. Under prior
Treasury regulations, the so-called convenience-of-the-employer rule
exempted such items from gross income if they were furnished pri-
marily for the convenience of the employer. The convenience-of-
employer test has not been abandoned but is no longer necessarily con-
trolling under present regulations. Thus, food or lodging may be
furnished for the convenience of the empleyer but is taxable to the
employee if other circumstances, such as the employment contract,
indicate that it is intended to constitute part of his wages or compen-
sation. Probably the basic complaint about the present tax treatment
of such items is the uncertainty which surrounds the determination of
taxability in the average case.

A return to the original rule has been suggested so that the value of
food or accommodations furnished to the employee for the convenience
of the employer would in no case be inctudible in the employee’s tax-
able income. On the other hand, it is argued that the convenience-of-
the-employer rule does not furnish an appropriate test of taxability,
on the ground that board and lodging are no different than trainfare,
carfare, or auto expense going to and from work and, therefore, are
personal expenses.

It has also been suggested that, in applying the convenience-ot-the-
employer rule, the value of meals should always be included in the
employee’s income. However, the same suggestion recognized that the
treatment of lodging should continue as at present on the ground that
most employees who are furnished lodging by their employer have
their own homes in additicn and that the quarters furnished by the
employer are usually for his convenience.

On the theory that income taxation should be based upon ability
to pay, it has been suggested that all persons who receive additional
compensation in the form of free room or quarters and/or free meals
should have to report the same as income subject to taxation irrespec-
tive of whether or not such facilities are furnished in connection with
employment. The only exception, it is stated, should be where the
taxpayer maintains a separate home of his own and then has to stay
in quarters “of not greater value than his own quarters” due to his
work. Otherwise he would have to pay taxes with respect to two
homes.
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8. Life insurance proceeds and endowment contracts (secs. 22 (b) (1)
and 22 (b) (2))

The proceeds of life insurance ‘paid because of the death of the
insured are generally exempt from income tax. However, the pro-
ceeds of a transferred life-insnrance contract are exempt under pres-
ent law only to the extent of the consideration and any subsequent
premiums paid by the transferee. It is contended that the present
rule discriminates against transferees and discourages the legitimate
transfer of life-insnrance policies, especially with respect to partner-
ships. It is suggested that all of the proceeds of a transferred insur-
ance policy be exempt from tax. A more restricted proposal is
the suggestion that the proceeds of a transferred insurance policy be
exempt from tax if the transferee has an insurable interest in the life
of the insured.

Another problem arising under the tax treatment of life-insurance
proceeds concerns the uncertainty that is said to exist as to whether
amonnts received as death benefits under accident policies or under
workmen’s compensation laws are excludible from gross income. The
exemption for life-insurance proceeds, as indicated above, deals with
amounts received “under a /ife insurance contract, paid by reason of
the death of the insured” (sec. 22 (b) (1), italics supplied). The
exclusionary provisions of section 22 (b) (5), on the other hand, deal
with amounts received “through accident or health insurance or under
workmen’s compensation acts, as compensation for personal injuries
or sickness” (italics supplied. For a discussion of other snggestions
relating to the provisions of sec. 22 (b) (5) see p. 10). The literal
language of these two provisions might thus appear to be not applica-
ble to amounts received as death benefits under accident policies or
under workmen's compensation laws. It i1s contended that such
amounts should be excludible from gross income and that the statute
should be clarified to insure that result.

Under present law, if the proceeds of an endowment contract are
paid in a lump sum to the insured, they are exempt to the extent that
they represent a recovery of the cost of the policy. To the extent that
the proceeds exceed the cost of the policy, they are taxable in full
as ordinary income in the year received. It has been recommended
that such a lump-sum payment be treated as a capital gain on the
ground that it is unfair to tax as ordinary income in one year money
that the recipient will have to depend on throughout his years of
retirement.

(For discussion of the constructive receipt of income as it relates to
the exercise of options under life insurance and annuity contracts, see
p. 137.)

3. Employee death benefits (sec. 22 (b) (1) (B))

Fmployee death benefits not exceeding a total of $5,000 and paid
under contract by an employer are excludible from gross income under
present law. This exclusion was granted by the 1951 Act. It was in-
tended in limited extent to grant such employee death benefit payments
the same exclusion as is applicable to life insurance proceeds.

It is recommended that the $5,000 limit on exclusions should be
removed. It is argued that the present statutory $5,000 limitation on
death benefit payments treats inconsistently payments under a self-
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insured employer plan and payments under a group life insurance
plan. The cost of such plans in both instances is deductible by the
employer, but the proceeds of the. group life insurance plan are not
subject to the $5,000 limitation.

The present statute provides no exclusion for death benefit
payments by employers which are not paid pursuant to contract. The
Treasury position prior to January 1, 1951, was that contractual ar-
rangements resulted in the taxability of death benefits, on the ground
that they were in the nature of additional compensation, whereas
wholly voluntary payments were gifts and hence excludible. In I.T.
4027 (1950-2 C. B. 9 effective January 1, 1951) the Treasury partially
reversed its stand and held that any payments by an employer to the
widow of an employee in consideration of the previous services ren-
dered by the employee, whether the payments were made under con-
tract or not, constituted taxable income to the widow. Thus, under
the present Treasury position, voluntary death benefit payments are
taxable. As a result, it has been suggested that the benefits of the
exclusion should be extended to voluntary payments by an employer
to the widow or other beneficiary of a deceased employee.

4. Annuities and pensions in general (sec. 22 (b) (2))

Under present law, pensions and annuities to which the recipient has
not himself contributed are taxable in full in the year received. Where
the recipient has borne part or all of the cost of such benefits, the
amounts received are taxable under the so-called 3 percent annuity
rule, which is designed to permit the taxpayer to recover tax-free that
portion of the cost which he himself has borne. (For a discussion of
the 3 percent annuity rule, see p. 9.)

Exceptions to the above general {reatment exist in the case of social-
security and railroad-retirement benefits. Both of these types of bene-
fits are entirely exempt from income tax even though the recipient has
paid only a portion of their total cost.

The existing favorable treatment accorded social-security and
railroad-retirement benefits has given rise to much of the criticism
dirvected to the present treatment.of pensions and annuities. Many
correspondents feel that the present exemption of these particular
retirement benefits represents a discrimination against those indi-
viduals who must depend upon pensions received from other sources.
While some correspondents suggest that this differentiation be cor-
rected by removing the tax exemption of social-security and railroad-
retirement benefits, most suggestions are along the line of extending
either a complete or a partial exemption to other forms of pensions.
Some of these suggestions take the form of an exemption from tax
of all pensions up to some fixed dollar amount. One correspondent
suggests an exemption for pensions and annuities of $10,000 annually.
Another suggests a $3,000 exemption. A more detailed plan would
provide a floor of $1,500 below which retirement income would be
exempt from tax in the case of all taxpayers either (a) age 65 or over
or (b) under 65 but retired with a pension or annuity from the former
emplover (either private employer or governmental unit) with further
provision that the retirement exemption should be reduced to the
extent of earned income in a manner similar to the Old Age and Sur-
vivor's Insurance reduction for the self-employed; however, the first
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£900 of earned income would be permitted without reduction of the
tax-free retirement income. This proposal would be applicable only
to those taxpayers not now receiving exempt retirement income of
$1,500 or more.

Another suggests that the amount of the exemption should be related
to the cost of a “decent” standard of living for a retived individual or a
couple. In general, a number indicate the belief that income from sav-
ings, as distinguished from income from work, is entitled to some sort
of preferential treatment in view of the fact that the retired individual
does not have the same ability to improve his income position as does
the employed worker.

Other suggestions take the form of recommending the additional
exemption of particular types of pensions. It has been suggested that
the pensions of policemen, teachers, and firemen be exempt. Likewise,
it has been suggested that civil-service pensions be exempt up to $1.400.
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