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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
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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



DIGEST OF SUGGESTIONS FOR INTERNAL REVENUE REVISION 9

£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.
5. The 3-percent annuity rule (sec. 22 (b) (2))

Annuities and pensions to which the taxpayer himself has contrib-
uted are taxed under the so-called 3 percent annuity rule. Such
annuity payments and contributory pensions are considered to be
partly income and partly a return of capital. The present rule pro-
vides that at the time the annuitant first becomes eligible for annuity
payments, a determination is to be made of the total amount which the
annuitant himself has previously contributed toward the annuity.
To the extent that the annuity payments represent the return to the
individual of this amount which he himself has contributed, they rep-
resent amounts which have been previously taxable to him. This is
becaunse individuals receive no deduction for the purchase cost of an
annuity or for contributions to a pension plan. The present law
utilizes an arbitrary method of dividing annuity payments into the
taxable-income portion and the portion representing nontaxable re-
turn of capital. Under the rule, pension and annuity payments re-
ceived during a taxable year are taxable as ordinary income to the
extent of 3 percent of the individual’s total contribution, and the bal-
ance of each payment is tax-free until such time as the entire cost has
been recovered. After that cost has been recovered through the tax-
tree portion under the 3-percent rule, the annuity payments are tax-
able i full. The 3-percent figure was adopted as a method of taking
into account the income presumed to have been earned upon the
individual’s contributions, imncluding interest earned.

One of the most common complaints concerning the operation of the
present annuity rule 1s that many annuitants die before they have
recovered their cost tax-free. As a result, it is frequently snggested
that the proceeds from annuities should be entirely exempt until the
entire cost of the annuity has been recovered. Subsequent to that
recovery, the entire annuity payments would be subject to tax. Tnder
this suggestion, for example, if an individual has paid $10,000 for an
annuity of $50 a month. hie would not be taxable on such annuity pay-
ments until they have aggregated his tetal cost of $10,000. Proponents
of this suggestion point to the greater simplicity of the computations
required. ‘

As pointed out above, the portion of an annuity which is subject
to tax is equal to 3 percent of the total cost of the ammuity. For the

31490—53—2
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purpose of applying the 3 percent, the total original cost continues to
be used each year irrespective of the fact that as annuities are paid out
the reserve decreases and, accordingly, the interest on that reserve
likewise decreases. The suggestion has been made, therefore, that the
3 percent be not applied to the total original cost but be applied to that
cost, less the amounts already distributed to the annnitant and received
by him free of income tax.

It has also been suggested that the present 3 percent be reduced to
214 percent, or even 2 percent, in order to more accurately represent
present interest rates.

Another suggestion intended to avoid the arbitrary operation of the
resent rule is to utilize the actual life expectancy of the annuitant.
uch suggestions take the form, for example, of excluding from tax-

able income each year that portion of the annuity which is equal to an
amount computed by dividing the total cost of the annuity by the
number of years of life expectancy of the annuitant. The excess over
the amount so computed would be fully taxable. The proponents of
this suggestion believe that it represents a more accurate method of
permitting an annuitant to recover his cost tax free than does the
present 3-percent rule.

It has also been suggested that where an annuitant dies without
having recovered the cost of his annuity, the estate of the annuitant
in its final return may take an income-tax deduction equal to the
capital cost of the annuity not theretofore recovered tax-free. In such
a case, if the deduction is in excess of the net income of the annuitant
for the year, it has been further suggested that the difference may
be carried back to the preceding taxable years of the annuitant which
at the time of his death were not closed for income-tax purposes.

One correspondent has raised a question concerning the application
of the present rule in a case where one individual has a number of
annuities. The cost of one annuity may have been recovered tax-free
and the full return from that annuity will thereafter be subject to
tax, even though the annuitant may possess other annuities on his
life the cost of which has not yet been recovered tax-free. Therefore,
the suggestion was made that all annuities on one life be treated as
a group for the purpose of applying the 3-percent rule.

6. Employee disability benefits (sec. 22 (b) (5))

Under section 22 (b) (5) amounts received as compensation for
injuries or sickness, through accident and health insurance or under
worknien’s compensation acts, are excludible from gross income unless
attributable to insurance in which case premiums previously allowed
as medical deductions are not excluded.

Several States now have compulsory health insurance plans for
employees generally. An employer may, however, adopt his own in-
surance plan provided it meets the standards set by the State.

It is not clear whether the self-insured plans of employers that
meet the State requirements fall within the exclusion provisions of
section 22 (b) (5). The present Treasury position appears to be that
employees must include in gross income any sickness or disability
benefits received under an employer’s self-insured plan.

It 1s snggested that section 22 (b) (5) should be amended to make
clear that it is applicable to receipts under any plan established by an
employer to compensate his employees for personal injury or sickness.
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7. Cancellation of indebtedness (sec. 22 (b) (9))

Tt is established by judicial decisions that a solvent debtor may real-
ize taxable income from the cancellation of his indebtedness by his
creditor.

Such income from the discharge of indebtedness may be excluded
from gross income by corporate taxpayers under present law provided
the indebtedness is evidenced by a security and provided further that
the taxpayer files a consent to an equivalent reduction in the basis of
his properties (generally properties which are security for such
indebtedness).

It is stated that the present law is deficient in two respects:

(1) Itdoesnotapply to noncorporate taxpayers; and

(2) The requirement that the indebtedness be evidenced by a security
1s unnecessarily restrictive.

It is recommended that the requirement that the indebtedness be
evidenced by a security be eliminated and that the canceliation of
indebtedness section be extended to noncorporate taxpayers.

8. Improvements by lessee on lessor’s property (sec. 22 (b) (11))

Under section 22 (b) (11) improvements by a lessee on the lessor’s
property do not constitute taxable income to the lessor upon the term-
nation of the lease. A statutory exception to this rule exists when the
improvements are intended as rent.

Where the parties intend the improvements to constitute rent, the
Bureau of Internal Revenue has held that the lessor is taxable upon the
annual value of improvements made (I. T. 4009).

It is contended that the Bureau’s position makes taxable in a single
year income which should properly be prorated over a period of years.

It is therefore suggested that section 22 (b) (11) should be amended
to provide that improvements intended as rent should be taxable to the
lessor over the remaining term of the lease.

5. Bad-debt recoveries (sec. 22 (b) (12))

Under section 22 (b) (12), recovery of a bad debt may be excluded
from gross income if no tax benefit resulted when the bad debt was
charged off. However, the Treasury regulations provide that section
22 (b) (12) does not apply to taxpayers using the reserve method for
treating bad debts, on the theory that since the bad debt was charged
against the reserve “it was not deducted.” '

It is urged that section 22 (b) (12) should be applicable to tax-
payers on the reserve method. When charged against the reserve
for bad debts, the bad debt written off affects the amount of the de-
ductible addition to the reserve. Similarly, recoveries of debts pre-
viously charged fo the reserve increase the amount of the reserve if
they are credited to the reserve and thus may reduce the deductible an-
nual addition to the reserve.

1t has also been suggested that the tax-benefit rule on the recovery of
bad debts and similar items should be extended to include transferees.
A specific example given of an inequitable situation under the present
law deals with the case of an estate that pays an assessment on bank
stock held by it followed by a subsequient recovery ot a portion of the
assessment by a legatee. Although the courts have not limited the tax-
benefit 1uie to the specific situaticns covered in section 22 (b) (12),
thev have not extended its application to transferees in situations
similar to the above.
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10. LIFO inventory method (sec. 22 (d))

In general, the Internal Revenue Code does not prescribe specific
rules of accounting for inventories but authorizes rules to be pre-
seribed by regulations that conform to the best accounting practice
in the trade or business and that most clearly reflect income.

The regulations authorize several alternative methods of accounting
for inventory. The two common bases of inventory valuation are
(@) cost or (b) cost or market, whichever is lower. The taxpayer
may elect either of these bases (or other specialized methods, such as
the retail method or the unit-livestock-price method) but may not
thereafter change except by obtaining permission of the Commis-
sioner.

In valuing the inventory, identification of items with specific in-
voices is frequently impossible because of intermingling. In this sit-
uation the regulations provide that the items in the inventory will be
deemed to be the items most recently purchased. This is commonly
known as the FIFQO (first in, first out) method of identification—the
goods first purchased being deemed the first goods sold.

Section 22 (d), however, provides that the taxpayer may elect an
alternative method of identification, popularly known as LIFO (last
in, first out). The LIFO method treats the goods last purchased as
being the first goods sold. Under the LIFO method goods are inven-
toried at cost. The taxpayer may use LIFO for all his inventory or for
such class or classes thereof as he elects. The use of LIFO during a
period of rising price levels tends to eliminate taxation of inventory
profits since the inventory if not decreased in quantity will retain the
original cost valuation applicable when LIFO was elected.

A number of taxpayers have proposed that the LIFO provisions in
cection 22 (d) should be amended to permit taxpayers using the LIFO
method to value their inventories at the lower of cost or market. This
proposal, it 1s indicated, would eliminate the taxation of inventory
profits when the price level falls below LIFO cost. Others have rec-
ommended that the above proposal be adopted only for the period
during which the excess-profits tax of 1950 is in force and for 5 years
thereafter. This period, it is stated, would be of sufficient duration to
eliminate any temporary aberrations in the price level due to emer-
gency conditions. In support of this proposal it is contended that
many taxpayers who desire to adopt the LIFO inventory method at
this time and thus mitigate the eflect of any inflationary trend during
the emergency period are deterred from doing so because they would
be compelled to value their inventories at present high-price levels
even though prices may sharply decline in future years. If such tax-
payers were permitted to adopt LIFQO with the assurance that they
could veduce the LIFO cost basis of their inventories to the lowest
market price prevailing during the excess-profits-tax period and 5
vears thereafter, they would be encouraged to take advantage of the
have already adopted the LIFO method.

Special relief provisions are provided in section 22 (d) for taxpayers
who, having elected the LIFO method, subsequently are involuntarily
compelled to liquidate any part of their LIFO Inventories. Such
taxpayers may elect to replace the depleted LIFO inventory within
a limited period. Upon replacement the taxpayer’s net income for the
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year of liquidation is adjusted for any increase or decrease in cost of
the replacement in relation to the converted mventmy For involun-
tary liquidations occurring between 1941 and 1947, replacements must
be made prior to January 1, 1953. Ior invo]untary liquidations be-
tween 1950 and 1953, replacement must be made prior to Jannary 1,
1956. Replacements are required to be attributed to the most recent
liquidations not already replaced except that replacements made
prior to 1953 are deemed to be replacements of 194147 liquidations
prior to being treated as replacements of 1950—53 llquldatlons

Tt is contended that present law does not provide an adequate period
for replacement of LIFO inventories which were involuntarily con-
verted during the period 1941—47. Tt has been proposed that the
replacement period for these World War IT period liquidations should
be extended from January 1, 1953, to January 1, 1956. It is argued
that this extension 1is necessar\ because the prcsent emergency " has
made certain lines of goods nonavailable and thus prevented the re-
placement of World War IT inventory liquidations.

Some correspondents have been concerned with the rule that any
inventory replacements must be attributed first to the most recent
hqmdatlons (with the exception noted above for replacements made
prior to 1953).  Where substantial liquidations of LIFO inventories
ocenrred during the years 1948 and 1949 any present replacements of
inventory must e attrlbuted first to those years instead of to involun-
tary liquidations occurring either during the World War IT or present
emergency period. It is “contended that 1948 and 1949 hquidations
should not be permitted to absorb replacements so long as liquidations
occurring during the wartime or emergency periods remain unre-
placed. Several proposals have been advanced in this connection.
One would treat all liquidations occurring after 1947 as having oc-
curred, for replacement purposes, nnmedntelv prior to the first tax-
able vear during World War IT for which the taxpayer made an
election with respect to involuntary liguidations. In effect, this pro-
posal would reverse the present general rule and would malke replace-
ments attributable to the most remote, instead of the most recent,
liquidations. A somewhat different proposal but designed to accom-
plish the same purpose is the suggestion that 1e])]‘uements shoould be
applied first to World War IT involuntar v liquidations, then to liqui-
dations occurring during the emergency period, and then, following
the general rule, to the most recent involuntary hqmdatlops

A belief has been expressed by some correspondents that the defini-
tion of involuntary liquidations is too narrow. Present law limits
involuntary liquidations to those cases in which the taxpayer is un-
able to replace his LIFO inventory because of enemy capture or con-
trol of supplies, shipping or transportation shortages, material short-
age resulting from priorities or allocations, labor %h(ntfmes, and other
pr evmlnm wartime conditions beyond the t(l\payel s control. Tt has
been sug;:ested that this definition should be expanded to include any
hqmdalmn for causes beyond the taxpayer’s control, such as strikes,
droughts, fires, or other casualties. Others have ploposed that re-
placmnent of LIFO inventories should be permitted without regard to
whether the liquidation was voluntary or involuntary in nature and
without reference to any war conditions. This proposal would per-
mit replacement within a limited period, say 5 years, and would not
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require any reporting of income from the inventory liquidation until
the expiration of the 5-year period. At the end of the 5-year period,
the taxpayer would be required to report income resulting from the
inventory liquidation to the extent the inventory was not replaced dur-
ing the 5-year period, but no interest would be charged.

Another problem under the LIFO method relates to the use of the
dollar-value method of inventory in conjunction with LIFO. This
method was originally developed for large department stores which
found it impracticable to physically match the goods on hand at the
end of the year with the goods on hand at the beginning of the year.
It has been suggested that the dollar-value method of LIFO inven-
tory should be enlarged and clarified so that it could be adopted by
manufacturers with varied inventories which include no single large
item or items.

Several more general recommendations in regard to inventory
methods include one suggestion that a taxpayer should be permitted
to change from LIFO to FIFO at his option without the necessity of
obtaining the consent of the Bureaus and another suggestion that the
FIFO and LIFC methods should be eliminated entirely.

11. Alimony, separate maintenance, and support payments (secs. 22
(£),23 (w),and 171)

As a general rule periodic amounts paid as alimony or for the sepa-
rate maintenance of the wife are, under section 22 (k), taxable as
income to the wife and deductible, under section 23 (u), by the
husband.

However, in order to qualify for such treatment, the payments must
be made pursuant to a decree of divorce or of separation. Where no
decree is involved and the husband and wife merely enter into a writ-
ten separation agreement, the treatment outlined above is not appli-
cable and the husband cannot deduct the payments. This situation has
been described as a hardship inasmuch as many couples have scruples
against divorce or wish to avoid possible publicity involved in a court
action. The suggestion has been made, therefore, that the husband be
permitted a deduction and the wife be required to include payments
in her taxable income where the payments are made pursuant to a
written separation agreement.

Under present law, if a separation agreement 1s followed by a di-
vorce but the requirement for periodic payments is not incorporated in
the decree, no deduction is allowed even though the payments are con-
tinued pursuant to the original agreement. It has been recommended
that, where there has been a decree of divorce or of separate mainte-
nance and periodic payments are made in accordance with a prior
separation agreement, the payments should be deductible by the hus-
band and includible by the wife.

Under section 22 (k), where the periodic payments are attributable
to property transferred in trust or otherwise, the amounts are ex-
cluded from the husband’s gross income rather than being treated as
deductions. Where the husband must deduct rather than exclude, he
is denied the use of the optional standard deduction. Inability to
exclude the payments from gross income also is disadvantageous with
respect to the husband’s medical deduction, although, conversely, it is
advantageous with respect to his deduction of charitable contribu-
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tions. It has been suggested, therefore, that all alimony or separate
maintenance payments be treated as exclusions rather than as deduc-
tions.

Payments made for the support of children are neither excludible
nor deductible by the husband. even though made pursuant to court
order. It has been pointed out that where the children live with the
divorced mother, the husband is not entitled to head-of-household
treatment because in order to qualify for such treatment the children
must live in the home of the parent claiming to be a head of household.
Thus, the husband receives no deduction for the support payments
and is denied head-of-household treatment even though he may bear
substantially all of the expense of the children’s support. This situa-
tion has been described as particularly inequitable because the wife
who may bear practically none of such expense is entitled to head-
of-household treatment merely because the children live in her home.

It has been suggested that payments for the support of minor chil-
dren be deductible by the husband and taxable to the wife, although
it has been pointed out by others that the wife might contend success-
fully that such payments do not constitute gross income to her.

One of the difficulties frequently referred to as arising under the
present situation relates to the credit for dependents. While the
husband cannot deduct his payments for the support of minor chil-
dren, he is entitled under present law to dependency credits if he
contributes more than half their support. However, the determina-
" tion of which parent meets this test appears to be productive of con-
siderable controversy, particularly where the situation between the
divorced individuals is not amicable. As a partial solution, it has
been suggested that a proporticnate allocation of the credit be per-
mitted. It has also been suggested that the allowance of a deduc-
tion for payments for the support of minor children would remove
the difficulty. In such a case the wite would presamably include
the payments in her income and would then be entitled to the full
dependency credits. It has also been suggested that such a solution
would remove the existing inequity of denying head-of-household
treatment to the father.

12. Income taxes of lessor railroads

Where operating lessee railroads are required under terms of the
lease to pay the income taxes of the lessor railroad company, the
lessor company is deemed to derive additional income from the pay-
ment by the lessee of its taxes. Such additional income is also subject
to tax which the lessee, in turn, must pay. The ultimate result is
to carry the tax computation to practical infinity (less than 1-cent
G . .

It is indicated that in loss years the deficit of the lessee may be
increased by the lessor’s taxes on its leased properties even though these
properties, in reality, counstitute a part of the entire business
enterprise which is operating at a loss.

A suggested solution to the problem is to exclude such taxes from
the lessor railroad’s income and deny the lessee the right to deduct as
rental any taxes it pays for the lessor railroad. This would be simi-
lar to present treatment under the excess profits tax.
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13. Relief for mew or expanding businesses and small corporations

(@) In general

To encourage small, new, or expanding businesses, special tax treat-
ment has been recommended. Reduced rates, special deductions for
capital expenditures exceeding current depreciation charges, and tax
exemption for profits reinvested in plant and equipment have been
suggested.

Oue specific proposal is advanced to alleviate the problem of obtain-
ing adequate working capital: Wherever business increases by 10
percent above the volume done in the base year (1951), a percentage of
the additional tax resulting should be eliminated by a relief credit,
the percentage credit corresponding to the increase in sales volume
over the base year. This relief would be limited to 25 percent of the
additional tax, and be available only to businesses in existence 5 years
or more, and be restricted to firms under a certain size as measured
by sales volume or net income.

() New businesses

With respect to new businesses, most proposals fall into two general
categories : Outright exemption or a special low rate.

Under one proposal, all new businesses would be tax-exempt for
a period of 2 years. Another similar suggestion would limit such
an exemption to new corporations of small size. It has also been
pointed out that Canada grants a 3-year exemption to new mining ven-
tures, and it has been recommended that similar treatment be granted
under United States laws. A limited type of exemption would permit
corporations for the first 5 years of their existence to enjoy tax ex-
emption in an amount not exceeding the outstanding indebtedness
with a provision that the accumulated tax-free profits be included in
taxable income in later years.

Recommendations as to rates involve, in general, special lower rates
in the early years of a corporation’s existence. One such plan would
apply one rate schedule during the first 5 years, a somewhat higher
schedule for the next 5 years, and finally, the regular corporate rates
after that period. Another proposal would involve either a tax at
the regular rate on the following percentages of net income—

Percent
1st year - — —— — 20
2d year—__ — 35
3d year A 50
4th year - SRR 6
Sthyear 80

or on the difference, net income minus additions to working capital,
whichever provides the larger tax base.

Finally, with respect to new businesses, it was recommended that
stockholders of new corporations be allowed a tax exemption on divi-
dends received from such corporations, provided these dividends are
not more than 50 percent of the individual’s unearned income.

(¢) Small corporations

Partnership option—The general proposal that small corporations
be given the option of being taxed as partnerships was approved by
many respondents, but some opposed it. Of those in favor, some rec-
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ommend that the option, once exercised, be binding; others that the
option be available each year.

There were various suggestions for limiting the general proposal to
corporations of the following types:

(1) Those having a limited number of stockholders (the proposed
limit ranging from 1 to 25).

(2) Those having income not in excess of some fixed amount ($25,-
000, $50,000, or $100,000).

(3) Those whose capital is not in excess of some fixed amount (for
example, $300,000 or $1,000,000).

(4) Corporations, all or at least 90 percent of the stock of which
is held by members of one family and the gross income of which is
less than $100,000 or $500,000 per year.

(5) Corporations all of whose stockholders work for the corpora-
tion and whose profit is less than $1,000 per employee.

(6) Corporations 50 percent of whose stock 1s owned directly or
indirectly during the last half of the taxable year by not more than
5 individuals.

One suggestion in this general area would allow an annual election
and require income for years in which the partnership method is nsed
to be transferred to capital surplus, and income for years in which the
business is taxed as a corporation to be transterred to earned surplus.
Distributions from capital surplus would be considered under the
suggestion as a return of capital and nontaxable, those from other
accounts taxable as dividends.

(d) Graduated tax for small, new, or expanding business

Various proposals were made regarding special surtax exemptions
for such businesses, such as $50,000 or $75,000. Furthermore, com-
plete tax exemption for the first $1,000 or $25,000 of income was also
suggested.

There have been & number of suggestions for the use of graduated
rates with respect to the first $100,000 of income of such businesses.
The rates suggested range from 5 to 50 percent in various income
brackets. Such special treatment would be limited to a specified
number of years, such as 5 or 10.

It was also recommended that corporations with gross business
not in excess of $250,000 per year be allowed 5 percent of gross income
as an exemption, present rates being applicable to any additional
income.

(e) Provision for reserves, reinvestment, ete.

Among some of the more specialized suggestions with respect to
small, new businesses are the following:

(1) Small corporations should be allowed a special tax exemption
to enable them to build up reserves to meet losses, ete.

(2) Small corporations should be allowed a deduction for earnings
which are reinvested, subject to some limitation.

(3) Tax-free accumulation of income not declared as dividends up
to one-half of net worth should be allowed with a limit upon the
amount of net worth which wounld be considered for this purpose.

It has also been recommended that expanding businesses be allowed
to retain up to half of the income tax, not exceeding $10,000 per year
for not over 3 years within a 5-year expansion period, for purposes
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of expansion. In such a case, the tax liability would be subject to 6
percent interest per year, but no penalties for such deficiencies would
apply and the Government _woul% have a lien on all property until
such tax deficiencies are paid in full. To prevent draining off of
earnings under the proposal, there would be a limitation on dividends
of such corporations and on amounts withdrawn in case of unincor-
porated businesses to which the proposal is applicable.

It has also been proposed that a flexible-payment schedule of cor-
poration taxes be provided whereby payment could be made over an
extended period by corporations investing additional funds in
expansion of operations.

(f) Financing—stocks, bonds, etc.

Although not necessarily limited to small, new, or expanding busi-
nesses, the following suggestions have been made with respect to
corporate financing :

(1) Allow as an expense all or part of the dividend cost of any new
issue of preferred stock having a fixed dividend rate and subject to
retirement within a given time.

(2) Allow corporations an exemption up to $250,000 on their pre-
ferred stock, in connection with which they could charge as an operat-
ing expense dividends paid up to 6 percent, provided one-tenth of the
issue was retired each year through a sinking fund.

(3) For corporations which have no bonded indebtedness, provide
for the deduction of a nominal rate of interest on actual investment
in physical property. .

(4) Allow a substantial credit to small business, based on average
daily borrowed capital in the early years of operation.

(5) Allow a tax credit where it can be shown that debts were re-
duced, with a provision that the amount of indebtedness could not
be incurred again for 90 or 120 days.

(g9) Expensing, depreciation, and deductions

The following suggestions have been received in this area:

(1) Allow small corporations to treat as an expense item purchases
of machinery up to $100,000.

(2) Allow small or medium-sized corporations to treat as expense
items amounts spent for moderate repairs and changes in buildings.

(3) Allow a 20 percent annual rate of depreciation for all corpora-
tions whose net income is less than $25,000, with the limitation that
the 20 percent rate must be consecutively applied for at least 5 years.

(4) Allow small corporations to treat research and development
costs as current, expense.

(5) For a corporation which has a deficiency of working capital,
allow the deduction of accrued officer salaries even though payment
is deferred, with the limitation that the accrued salaries must be paid
within 5 years.

14. Treasury stock

Treasury Regulations (sec. 29.22 (a)-15) presently provide that
the taxability of the acquisition and disposition by a corporation of the
shares of its own capital stock depends upon whether the corporation
deals in its own stock as it might in the shares of stock of another
corporation. A correspondent hss indicated that the present rule



DIGEST OF SUGGESTIONS FOR INTERNAL REVENUE REVISION 19

leads to uncertainty and that the effect generally has been to impose
capital gains tax when treasury stock is reissued at more than the price
for which the corporation acquired it but to deny any deductible loss
when the treasury stock is reissued for less than its purchase price. It
has therefore been proposed that treasury stock should not be con-
sidered an asset and that its sale should not give rise to gain or loss.

15. Miscellaneous items of income .

The following suggestions were received with respect to miscella-
neous items of income:

() Interest on all future issues of State and municipal bonds
should be subject to tax. '

() Embezzled funds should be taxable to the embezzler and de-
ductible in full to the taxpayer from whom embezzled.

(¢) Compensation received by United Nations employees should
not be tax-free.

(d) A gift by a farmer of crops to a charitable organization should
not be deemed to result in taxable income to the farmer as has been
held in a Bureau ruling.

(e) A life insurance salesman should not be held taxable on com-
missions earned from selling policies on his own life since doctors
are not required to report as income medical treatment they administer
to their own families nor are attorneys required to report as income
the legal advice they give their own families.

(f) Newly married couples should receive a complete exemption
from tax in the year of marriage.

(¢) Cash and merchandise gifts to employees at Christmas time in
an amount not to exceed $25 annually should be exempt from tax.

(%) Servicemen should be exempt from income tax.

C. ADJUSTED GROSS INCOME (SEC. 22 (n))

The coneept of adjusted gross income was added to the code by the
Revenue Act of 1944 in conjunction with the adoption of the simpli-
fied tax table and the optional standard deduction, both of which
are based on adjusted gross income. This concept also determines the
base nupon which the limitations for charitable contributions and medi-
cal expenses are determined. In general, the deductions allowed by
section 23 of the code which are subtracted from gross income to arrive
at “adjusted gross income™ are either (1) business expenses and losses
or (2) losses from the sale or exchange of property. Provision is also
made for dednections attributable to rents and royalties and for depre-
clation and depletion deductions allowed life tenants or income bene-
ficiaries of trust property.

For purposes of using the tax table or the standard deduction, an
employee may deduct in arriving at adjusted gross income expenses
incurred in connection with his employment only if they are (1) reim-
bursed expenses or (2) expenses for travel, meals and lodging
incurred while away from home. Therefore adjusted gross income
is, in general, gross income less business expenses.

1. Traveling ewpenses (sec. 22 (n) (2))

As indicated above, present law allows an employee who travels
and pays for his transportation, meals and lodging while “away from
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home” on his employer’s business to deduct such expenses in arriving
at adjusted gross income and, in addition, he is allowed to take the
standard deduction. The Bureau has ruled that a taxpayer is “away
from home” only if he stays away overnight. This compares with an
employee who incurs similar expenses but who does not stay away
from home overnight and therefore under present rulings cannot de-
duct such expenses in arriving at adjusted gross income. As a result,
he may deduct the transportation expenses (the expense for meals is
not allowed to anyone who is not away from home overnight) only if
he itemizes his deductions, thus losing the benefit of the standard
deduction.

Numerous letters have been received on this subject and as a gen-
eral rule they indicated that if the expense was incurred in earning
income then it should be allowed as a deduction in arriving at adjusted
gross income, whether or not the employee taxpayer was away from
home overnight.

2. Business expenses

Employees frequently incur a number of other nonreimbursed busi-
ness expenses which are not presently permitted as deductions in com-
puting adjusted gross income though similar expenses are deductible
by individual proprietors. Such expenses include entertainment of
customers, commissions to other salesmen, union dues, cost of work
clothes, and similar expenses for which the employee is not reimbursed.
It is argued that deduction of such expenses should not preclude the
employee from taking the optional standard deduction.

A specific illustration of the above is the case of postmasters in the
smaller post offices who are apparently required to furnish operating
items such as brooms, shovels for removal of ashes, cleaning soap
powder, etc. They are not allowed to deduct these as business ex-
penses in arriving at adjusted gross income becanse they are employees.
It is suggested that they be allowed to deduct these expenses and still
take the standard deduction.

3. Other expenses (sec. 22 (n) (4), (5),and (6))

Interest on loans to carry stocks is not an allowable deduction in
computing adjusted gross icome (unless attributable to a trade or
business carried on by the taxpayer). On the other hand, interest on
mortgages on real property held for the production of income is de-
ductible. It has been contended that there is no logical reason for
this differentiation and that all expenses attributable to property held
for the production of income should be deductible in computing ad-
justed gross income. Similarly, it has been recommended that invest-
ment expenses, such as advisory service, should also be deductible
from gross income in the computation of adjusted gross income. Un-
der present law these expenses are allowed as deductions only where
the taxpayer itemizes his deductions and does not elect the optional
standard deduction. Some taxpayers have proposed that casualty
losses and possibly alimony should be deductible in arriving at ad-
justed gross income.
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D. DEDUCTIONS FROM GROSS INCOME (SEC. 23)

1. Trade and business expenses (sec. 23 (@) (1))

Present law provides that all ordinary and necessary expenses in-
enrred in carrying on a trade or business, “incinding a reasonable al-
lowance for salaries or other compensation for personal services
actually rendered,” are dednctible.

It is urged that the requirement of reasonableness gives too broad
a discretion to administrative anthorities to deny deductibility of
legitimate salary payments, and, therefore, it has been recommended
that all bona fide salaries and wages that are not gifts or dividends
should be deductible. Under this proposal, the specific reqnirement of
reasonableness wonld be removed from the statute, and the deducti-
bility of any given salary payment would be determined, as in the
case with respect to other bnsiness expenses, simply on the basis of
whether or not they are “ordinary and necessary.” It has also been
suggested that consideration be given to whether the employee should
not be entitled to return to the corporation any portion of his com-
pensation deemed excessive (and therefore nondeductible by the cor-
poration), and recover the amount of income tax paid thereon, thus
putting the parties in status quo without expensive litigation.

Under present law. the deduction of graft payments has been denied
on the ground that snch payments are contrary to public policy. It has
been snggested that such expenses be permitted to qnality as business
dednetions to the extent that they are ordinary and necessary in the
taxpayer’s business.

Other expenditures whose dednctibility is frequently denied under
present law on the grounds ot public policy are those inenrred in cer-
tain legal settlements. In general, fines and penalties paid for viola-
tions of antitrust laws and similar regulatory laws have been held not
decuctible as ordinary and necessary bnsiness expenses on the ground
that sharply defined public policy proscribes these acts. However,
legal expenses incurred in connection with antitrust and similar liti-
gation have been generally held deductible as business expenses.

Following the same rationale, amounts paid in settlement of anti-
trust snits are usnally held nondeduetible, but legal expenses incurred
in reaching the settlement are dednetible. It has been urged that these
limitations of present law impose nnnecessary restrictions on the de-
ductibility of settlement payments. The proposal has therefore been
made that settlement payments and related expenses in civil snits for
violation of regulatory statutes shonld be expressly made deductible.

The suggestion has been made that much stricter requirements
should be made for the deduction of expenses relating to yachts, farms,
and recreation media. It has also been recommended that traveling
and entertainment expenses should be substantiated with affidavits to
be deduetible and should be limited to 10 percent of gross incoimne.

Under present law, charitable contributions by corporations cannot
exceed 5 percent of the taxpayers’ net income 1n order to qualify as
dednctions. If a payment would qualify as a deductible charitable
contribution except for the 5 percent limitation, the expenditure can-
not be deducted as a general business expense nnder section 23 (a).
It has been snggested that the law be amended to provide that such
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contributions may be charged as advertising and, thus, deducted as
business expenses. In effect, such an amendment would remove the
present 5-percent limitation.

2. Nonbusiness expenses (sec. 23 (a) (2))

A specific area of complaint in the deduction of nonbusiness ex-
penses concerns brokerage commissions on the purchase of securities.
Under present law the brokerage commissions are not deductible when
the securities are purchased but only when the securities are sold.
The theory upon which the commissions are disallowed as an expense
when incurred is that they constitute capital expenditure, being part
of the cost of acquiring title to the securities. It is contended that the
present rule operates unfairly since only 50 percent of the commission
expenses are taken into account if the securities are held for more than
6 months. Furthermore, it is said, the purchaser may. never get a
tax deduction for the brokerage expenses if he holds the securities
permanently as an investment. On the other hand, the stockbroker
must include the commissions in income. It is therefore proposed that
brokerage commissions should be deductible as nonbusiness expenses
when incurred.

3. Interest (sec.23 (b))

Under present law, interest payments in general are deductible.
However, interest payments not specifically segregated in installment
purchases are not deductible, although a recent Bureau ruling has
made some liberalization in this regard. The disallowance of such a
dednction is apparently on the theory that what may resemble interest
may, in fact. be simply imseparable from the purchase price. Thus,
under existing rulings and decisions, the mere fact that property is
purchased on time payments does not mean that any part of the con-
sideration paid is interest where the purchase agreement itself makes
no provision for interest. Installment purchases of automobiles are
a common example of this rule, and interest deductions will be allowed
only if the contract provides for the payment of a specific amount of
interest. It has been suggested, therefore, that interest payments not
specifically segregated in installment purchases be allowed as deduc-
tions. It has also been suggested that so-called “carrying charges” be
permitted as interest deductions.

Under present law, interest charged to margin accounts with stock
brokers and not settled in cash or offset by credits for dividends or
interest received is not deductible unless the customer is on the accrual
basis, in which case he may deduct interest as it is charged by the
broker. However, if he is on the cash basis, any deduction must be
based upon actual or constructive payment. A mere charging of
interest to the account is considered to simply have the effect of in-
creasing the customer’s debit balance and does not support a. deduetion.
It has been suggested that such interest charges be made deductible.

A taxpayer on the cash basis may deduect interest only if it is actually
paid during the taxable year. As a result, the addition of interest to
the principal of a life-insurance loan does not constitute payment,
and 1t has been suggested that such an interest charge be permitted as
a deduction.
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4. Taxes (sec. 23 (c))

In general, all taxes paid or accrued during the taxable year are
deductible. However, the statute specifically enumerates several ex-
ceptions, among the most important of which are Federal income and
excise taxes (exeept to the extent to which such excises are deductible
as business expenses).

In order to qualify for deduction as a tax, the particular tax in ques-
tion must in fact have been paid by the taxpayer himself. For ex-
ample, the Federal manutacturers’ excise tax on a truck would not be
deductible as a tax by the purchaser of the truck even though the
amount of the tax was passed on to him by the manufacturer as a part
of the purchase cost of the truck. If the trnck is purchased for a busi-
ness purpose, its cost must be recovered through depreciation deduc-
tions. Thus, in the example given, the expense of the “hidden” tax
cannot be deducted as such in the year incurred but must be amortized
along with the rest of the cost of the truck. As a result, it has been
suggested that taxpayers be permitted to deduct so-called hidden taxes
when the article so taxed is purchased.

As previously pointed out, Federal excises which do not constitute
a business expense to the taxpayer are not deductible. It has been
recommended that all such excises be deductible whether or not in-
curred as a business expense. This was in general the rule prior to
1944. .
Ordinary State and local property taxes are deductible under pres-
ent law. However, where a change of ownership takes place, a ques-
tion of who is entitled to the dednection often arises. The courts have
held that the parties to a real-estate transaction may not change the
incidence of property taxes by agreement. It has been suggested that
real-estate-tax payments made by one taxpayer for or on behalf of
another should be allowed as a deduction to the payor and not con-
sidered as income to the other party. It has also been recommended
that the taxes involved in real-estate transactions should be deductible
by both the seller and the pnrchaser to the extent that the tax in ques-
tion is in fact paid by each. This proposal arises because of the prac-
tice common 1 many localities of prorating the tax between the
parties. even though it is technically a liability of the seller incurred
before the sale, in cases where the sale of the property occurs within
the tax period.

Tt has been argned that Federal income taxes paid for a prior year
should be allowed as a tax deduction in the current year.

Federal stamp taxes on the issuance of stock or securities are not
deductible as taxes under section 23 (¢). Since 1944 their deductibility
has been determined under the general provisions of section 23 (a),
governing business and nonbusiness expenses. Thus, an issuing cor-
poration is required to capitalize Federal stamp taxes on its stock
and bonds. The stamp taxes on the bords may be amortized over the
life of the bonds but the stamp taxes on issuance of stock are deemed
permanent capital expenditures. It is urged that the present treat-
ment of Federal stamp taxes is unduly restrictive, and that the tax-
payer should have an option to deduct currently or to capitalize and
amortize Federal stamp taxes on the issuance of capital stock or bonds.

Several States now require employees to contribute to disability-
benefit funds. The Bureau has ruled that employee contributions to
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such funds are deductible as taxes if paid to the State fund but are
not, deductible if paid to State-approved plans of private employers.
(See the discussion of employee disability benefits at p. 10.) It is
urged that contributions to State-approved plans of private employers
should be deductible by employees as taxes.

State bonus levies based on capital employed by a corporation with-
in the State and subsequent increases in such capital are held to be
capital expenditures and not deductible currently as taxes. It is
argued that such levies are taxes although not so designated by
the local State government, and that they therefore should be de-
ductible as taxes for Federal income-tax purposes.

Under present law, local assessments against property owners for
street and sidewalk improvements are not considered as taxes and are
not deductible. It has been argued that such assessments benefit not
only the taxpayer but also the general public. As a result, it has been
suggested that they be deducted as taxes.

In many States liability insurance on automobiles is compulsory
and, therefore, it has been suggested that premiums on such insurance
should be allowed as a deduction.

5. Casualty losses (sec. 23 (e) (3))

Under present law, losses from fire, storm, shipwreck, accident,
war, or from theft are deductible for income-tax purposes if not
reimbursed by insurance or otherwise.

In the case of nonbusiness property the amount of the deductible
casualty loss is measured by the difference between the fair market
value of the property before and after the casualty, except that the
deduction may not exceed the adjusted basis of the property. The
determination of fair market value is frequently a difficult problem.
As a result, it has been suggested that the deductible casualty loss
should include the cost of appraisal necessary to establish fair market
value at the time of the loss.

It is also indicated that the right to deduct casualty losses should
not depend upon whether the taxpayer is reimbursed by insurance if
the taxpayer has not been allowed to deduct the insurance preminms.
For example, it is proposed that a taxpayer be allowed a casualty loss
on the destruction of his residence by fire even though his loss is
partially or wholly reimbursed by insnrance. As an alternative, it
has been suggested that preminms on fire and windstorm insurance
on the taxpayer’s home and its contents should be allowable as
deductions.

In general, in order to qualify as a deduction a casualty loss must be
due to some sudden, unexpected, or unusual cause and must be sharply
differentiated from depreciation due to ordinary wear and tear. Thus,
while a deduction may be allowed for flood damage, a mere conjectural
loss, based upon an estimated depreciation in land value, due to some
natural element, snch as the action of the sea during a storm, is not
sufficient to support a deductible loss. Complaint has been received
from several correspondents to the effect that the Bureau has been too
strict in its interpretation of what constitutes an allowable loss in snch
cases, particularly where the damage is cansed by unusually high winds
and storm conditions. A velated casualty-loss suggestion has been
that landowners should be allowed as a deduction the expense of pro-



DIGEST OF SUGGESTIONS FOR INTERNAL REVENUE REVISION 25

tecting waterfront property with a pier or retaining wall to minimize
erosion. Complaints have also been received with respect to the pres-
ent disallowance by the Bureau of losses resulting from the action of
termites or from the destruction of trees by the Dutch elm disease.

Workman's compensation awards against individual householders
are not allowed as casualty losses under the present law. An example
of this is where a casnal laborer may fall off a ladder and sustain se-
rious injuries. The State compensation board may direct the house-
holder-employer to give this laborer an award of several thonsand
dollars.  In effect this award is a judgment against the employer and
may be collected by levy upon the employer’s property. It is recom-
mended that such an award shonld be considered a casualty loss.

6. Loss on worthless subsidiary stock (sec. 23 (g) (4))

In general, loss on worthless stock of a subsidiary corporation may

be taken as an ordinary-loss deduction rather than being subject to

capital-loss limitations provided the taxpayer cmpmatlon (1) owns
95 percent of each class of the subsidiary’s stock and (2) is a domestic
corporation, and provided further that more than 90 percent of the
subsidiary’s gross income for all taxable vears has been other than
mvestment-type incomne.

It is contended that the requirement of S).“)Aporcm)t stock ownership
seriously impedes the formation by two or more taxpayer corporations
of subsidiary corporations to carry on research and dnvelopment
projects. Instead such projects must now be conducted as joint
ventures. It 1s recommended that the 95 percent ownership requirve-
ment be reduced to 25 percent.

It is further stated that the requirement that 90 percent of the
subsidiary’s gross income be other than investment income s unduly
restrictive. Where the subsidiary’s operation of an ordinary com-
mercial or industrial business has resulted in gross losses from sales
an insignificant amount of investment income may disqualify it from
affiliated corporation treatment. It is recommended that the phrase
“frross receipts” be substitnted for the phrase “gross income.”

. Gambling losses (see. 23 (L))

The present law allows a deduction for gambling losses only to the
extent of gambling gains.

A taxpayer has suggested that this rule be changed and that either
gambling losses be deductible in full just as the gains, if any, are
taxed in full, or that this provision be repealed.

8. Nonbusiness bad debts (sec. 23 ()

Noncorporate taxpavers may deduct business bad debts in full but
are snbject to capital-loss limitations in the deduction of nonbusiness
bad debts.

Under present Treasury regulations the character of the debt is
determined by the mldtmn\lnp of the loss to the td\pdvel' trade or
business at the time of worthlessness rather than the relationship the
debt bore at its creation or when acquired by the taxpayer. It is
suggested that the determination of the characier of bad debts should
relate to the time the debt arose rather than to the time of worthless-
ness.

Also, under existing decisions, advances by shareholders to corpora-
tions are generally treated as nonbusiness bad debts when they become

H1490—58 ——23
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worthless unless the taxpayer-shareholder is found to have engaged
in the business of making such loans. It is suggested that “debts
which represent loans or advances to businesses in which the taxpayer
has a financial interest as an employee, stockholder, or creditor, should
be treated as business bad debts and should be deductible as such.

More sweeping proposals have been made by some correspondents
who would eliminate entirely the distinction between business and non-
business bad debts. They argue that the capital loss limitations place
arbitrary rvestrictions on the deduction of nonbusiness bad debts and
that these debts should not be forced into the capital loss field. A
related but more restricted proposal is the suggestion that where a debt
is Incurred in a transaction entered into for profit it should be fully
deductible and should not be subject to the restrictions on deductibility
of nonbusiness bad debts.

9. ])oprecz’ation and emergency amortization (sec. 23 (1) and sec.
r./_,(, [J.) )

A reasonable allowance for exhaustion and wear and tear (including
a reasonable allowance for obsolescence) of property used in the trade
or business or held for the production of income is permitted as a
deduction in computing net mcome. Thus, the statutory test is one
of reasonableness.

The Treasury regulations provide that depreciation must be de-
ducted in accordance with a reasonably consistent plan that will
permit the aggregate deductions to equal the cost of the property (less
salvage Value) by the end of its useful life. The straight-line method
or any other method in accordance with recognized tl ade practice is
accept‘xble, but the burden of proof rests upon ‘the taxpayer, who must
maintain complete records of cost depreciation previously allowed,
estimated remaining life, etc., in substantiation of the delnecmtlon
claimed.

A guide to determining useful life of property and depreciation
rates is set forth in the Bureau of Internal Revenue’s bulletin “F.”
This compilation sets out estimated useful lives for various types of
assets in different industry classifications, including an allowance for
normal as distinguished from abnormal obsolescence.

Many taxpayers have complained that the Bureau tends to substi-
tute its judgment for that of the taxpayer in the determination of
proper depl eciation rates. To resolve this conflict it has been sug-
gested that the code should authorize optional depreciation. This
would mean that the taxpayer could write off all or any part of the
cost (or other basis) of depreciable assets in the year of acquisition.
The remaining cost would then be written off by the taxpayer in
subsequent years in whatever consistent manner the taxpayer might
designate. Some proposals would limit the optional depreciation
method to assets acquired after a particular date, say December 31,
1952, Others would limit it to particular kinds of assets, such as
durable productive equipment.

A variation of the optional depreciation proposal is the suggestion
that the writeoff of newly acquired property should be penmtte(l At
any rate selected by the taxpayer, varying or uniform for each year
not to exceed 20 percent in any one year (unless the property Ias a
useful life of less than 5 years). Other suggested maximum rates
have been 25, 30, 40, and 50 percent. :
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Other taxpayers have proposed that the depreciation rate deter-
mined by the taxpayer should be binding upon the Commissioner
provided the taxpayer follows a consistent accounting practice.

Another recommendation has been that the Cominissioner should
establish maximum and minimnm rates of depreciation, and the tax- -
paver should then be permitted to select any rate within this range.

It has also been suggested that deductions which would result in a
complete writeoff at the end of two-thirds of the estimated service lite
of the property should be authorized. A similar proposal for in-
creasing the permissible depreciation allowance in the initial years
is the suggestion that the taxpayer be permitted to select a deprecia-
tion rate that would enable him to write off two-thirds of the cost
in the first one-halt of the useful life of the property. A more techni-
cal recommendation which would accomplish substantially the same
result is the following proposal: The declining balance method of
depreciation with initial writeoffs not to exceed twice the perinissible
straight-line deduction should be anthorized, together with an option
to change to the straight-line method at any time until cost is
recovered.

Some taxpayers have advocated that the hH-vear amortization now
atlowed for defense facilities be allowed permanently, for all depreci-
able property.

Another sonrece of taxpayer complaint is the burden of proof ques-
tion. Prior to 1934 the Treasury regulations provided that deprecia-
tion deductions wonld not be disallowed unless shown by clear and
convincing evidence to be unreasonable. Since 1934 the taxpayer
has had the burden of substantiating the depreciation he claims with
accurate and detailed records. It isstated that the present regulations
give too large a measure of administrative discretion to Bureau agents
and that the present rule has resulted in depreciation being used as a
bargaining lever by revenne agents when other adjustments in the
taxpayer’s return arve under consideration. Many taxpayers have
recommniended that the burden of proof should be placed upon the
Commissioner by statute. Thus, the Bureau would have the burden
of showing that the depreciation claimed by the taxpayer was clearly
unreasonable. Others have suggested that the pre-1934 rule in the
Treasury regulations should be reinstated, preferably by statute.
Still others have suggested that the burden of proof of establishing the
depreciation rate initially should be upon the taxpayer but that if any
su}l)sequent changes in the rate are proposed the burden of proof should
be on the padrty proposing the change. Akin to this latter proposal is
the suggestion that adjustments to the depreciation rate should be
applicable only prospectively to the first return filed after the new
rate is fixed. Adoption of such a proposal, it is said, would eliminate
the vexatious problem of Burean adjustment of the depreciation rate
for all open tax years even though the rate claimed by the taxpayer
had been accepted in prior audits.

The Bureau’s bulletin F, which is supposed to be only a guide to the
determination of useful life, has been the subject of much taxpayer
criticism. It is stated that the Bureau’s emphasis in bnlletin I 1n the
determination of the useful life of an asset is placed upon an engi-
neering coucept of physical life rather than upon an economic concept
of efficient productive lite. The bulletin K hves have also been criti-
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cized as being outmoded and unrealistic. Some taxpayers advocate the
elimination of bulletin F. Others would require the Bureau to revise
the bulletin ¥ lives to base them upon a concept of efficient productive
life.

Another aspect of the depreciation problem is the difficulty of set-
ting aside sufficient funds from the depreciation allowance to make
replacement at the currently inflated price levels. As a solution to
this question, some taxpayers have suggested that a separate deduction
be given in addition to the depreciation allowance. This additional
allowance would be based on the loss of purchasing power of the cur-
rent depreciation dollar as compared to the purchasing power of the
original cost dollar. Others have suggested that the taxpayer be
permitted to set up a reserve for excess replacement cost on assets
acquired prior to January 1, 1950. A related proposal would permit
plants constucted prior to 1948 to be revalued at 1952 new replacement
cost, with the difference between this value and depreciation previ-
ougly allowed being deductible over the remaining useful life. An-
other taxpayer suggests that increased replacement costs could be met
by an additional allowance based on a percentage of the depreciation
deduction and adjusted each year in accordance with the Bureau of
Labor Statistics price index. Still others would meet the replacement
problem in part by permitting either optional depreciation or ac-
celerated writeoffs 1 the methods described above.

Another area in which the present depreciation provisions are said
to be inadequate is in the adjustment of basis of property to the extent
of the depreciation either allowed or allowable. Under present law, it
is claimed, the taxpayver frequently does not receive the full tax benefit
of his depreciation allowance. Iti1strue that the 82d Congress enacted
iegislation to overcome the effect of the Supreme Court’s decision in
the Virginian Hotel case, but this legislation afforded relief only
where the taxpayer received no tax benefit from excessive depreciation
allowed. 1t is suggested that similar relief should be extended where
the taxapayer has received no tax benefit from the depreciation allow-
able. Also, the above legislation provided that the taxpayer had to
elect to recompute the depreciation basis with respect to periods prior
to January 1, 1952, and that snch election had to be made prior to
January 1, 1953. Tt is recommended that this election for pre-1952
periods should be extended for at least 1 year.

A special depreciation problem faced by many regulated industries
is the necessity of computing depreciation and maintaining records
in accordance with two or more different methods in ordeér to satisty
the requirements not only of the Bureau of Internal Revenue but also
those of the regulatory bodies, such as the Interstate Commerce Com-
mission, the Federal Power Commission, the IFederal Communications
Commission, the Securities and Ixchange Commission, the Civil
Aeronautics Commission, and others. The problem is frequently com-
pounded where the business is also subject to the requivements of State
regulatory agencies. It isindicated that the administrative problems
of such industries would be greatly simplified if all the regulatory
agencies could agree on the proper method of computing depreciation.
The problem of the railroad industry in this connection has led to the
proposal that the basis of any railroad property should be cost where
cost can be readily ascertained from existing records, but if cost cannot
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. e
be so determined, the basis should be the cost of reproduction new of
the unit as determined by the Interstate Commerce Commission (nsing
1910-14 prices), suitably adjusted to include overhead costs applicable
to the unit, including both taxes and interest during construction.

Several letters have been received advocating special depreciation
provisions for small businesses. One suggests the following specific
provisions: (1) any taxpayer be allowed at his option to charge to ex-
penses in a year the first $20,000 of depreciable capital expenditures
made within that year, (2) that any taxpayer be allowed at his option
to use a 5-year depreciation period for the next $80,000 of depreciable
capital expenditures made within a year, and (3) any depreciable ex-
peuditure over $£100,000 made within a year to be depreciated at normal
rates. Another propeses generally that small businesses be permitted
aceelerated depreciation for limited amounts.

The question of depreciation of leasehold improvements by lessees
has been suggested as an area of needed legislative clarification with
study of whether it would be most desirable to permit depreciation
either (1) over the life of the improvement or (2) over the life of the
lease or (3) over the life of the lease plus any additional renewal
period.

One taxpayer writes that the most necessary change in depreciation
policy is a basic change in the nuderlying concept of depreciation.
He suggests that instead of looking at the asset from the viewpoint
of obsolescence, the approach should be one of supercession. By
supercession is meant the time at which new and better equipment be-
comes available.

Another taxpayer expresses the belief that the present depreciation
practices are so deep roored and cause so much difficulty, the only
solution would be to base the depreciation allowance on a percentage
of gross profits, similar to the present provisions for percentage
depletion.

To avoid depreciation disputes over relatively smmall items one letter
suggests a statutory provision for expensing currently any capital
expenditures of less than $50. Another would provide by statute that
-apital expenditures of less than $100 could be written off over a maxi-
mum period of 5 years regardless of the useful life of the property.
Another has snggested that during the emergency period taxpayers
should be permitted to amortize all building repairs and remodeling
over a period of 5 to 10 years instead of over the useful life of the
property.

One letter snggests that Congress might find it wise in the period of
defense mobilization to deny or drastically limit the depreciation de-
deduction in the case of buildings or plant additions which compete for
building materials and machinery but add nothing to necessary pro-
ductive facilities. Canada has adopted such a scheme for the emer-
gency period. On the other hand, greater than normal depreciation
rates should be allowed in a time of depressed business activity.

Another writer expresses the belief that capital-gaius treatment
ou the sale of depreciable assets is unjustified and that any gain on
disposition should be treated as ordinary income.

A somewhat limited depreciation problem but one of fairly wide-
spread interest is the question of depreciation of facilities to reduce
stream pollution. Under existing law, facilities which are installed



30 DIGEST OF SUGGESTIONS FOR INTERNAL REVENUE REVISION

for the abatement of water pollution may be depreciated over the
useful lives of the depreciable components of such facilities. It is
urged that these facilities, usually being required by local or State
law, do not contribute to the production of income and therefore the
total cost of such facilities, including land, should be amortized over
any period selected by the taxpayer. A similar proposal has been ad-
ranced in regard to facilities installed to abate air pollution.

Another correspondent points out that off-street parking facilities
have become of growing importance in crowded urlban areas. Such
facilities are frequently provided in connection with another trade or
business of the taxpayer, such as the operation of an office building or
department store. It is argued that such facilities should be per-
mitted an accelerated form of depreciation, particularly in view
of the fact that they contribute more to the welfare of the community
as a whole than to the profits of the particular taxpayer.

Amnother limited aspect of the depreciation problem is the question
of amortization of purchased goodwill and covenants not to compete.
When a going business is acquired, the taxpayer must frequently pay
a sum in addition to the value of the net assets, such sum being at-
tributable to the established goodvill of the business or, in certain in-
stances, attributable to an agreement by the former proprietor not
to compete with the purchaser. Under present law the amounts so
paid ave deemed capital expenditures, not subject to depreciation. Tt
1s urged that such purchased goodwill and covenants not to compete
have only a limited life and should therefore be amortized by the
purchaser over some arbitrary period, say, 10 years.

The suggestion was made that one-unit enterprises, such as a re-
finery, dependent upon depleting natural resources in the immediate
locality. be provided special tax treatment because when the resources
in the area are depleted such enterprises hecome useless. It wasrecom-
mended that these plants be allowed to recover their cost before the
application of any tax, with the limitation that this treatment should
apply only in cases where raw materials cannot be brought to the plant
from outside the area where it is located. -

EMERGENCY AMORTIZATION (SEC. 124 A)

In lieu of the deduction for depreciation under section 23 (1),
the taxpayer may elect to amortize over a 60-month period facilities
certified as emergency facilities by the Director of Defense Mobili-
zation. The amount of the amortization deduction is determined by
the amount of the adjusted basis of the property which the certifying
authority designates as necessary in the national defense. Only facili-
ties constructed or acquired after December 31, 1949, are eligible for
certification and application therefor must be made within 6 months
after acquisition or beginning of work on a facility.

It is stated that the present amortization provisions are defective
in the following respects: :

(1) No provision is made for a shortened amortization period in
the event the emergency period is terminated or the need for the
emergency facility no longer exists.

(2) There is no provision for a shortened amortization period for
industries that fulfill emergency production needs early in the emer-
geney period.
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(3) Certification of only a percentage of the cost of an emergency
facility based on postemergency utility fails to eive sufficient weight
to the need for the facility in the emergency period.

It has been sugested that the present amortization provisions should
be amended to provide as follows:

(1) Amortization may be taken over the actual period of the emer-
geney or 60 mouths, whichever is shorter. The emergeucy period
should be deemed terminated on a date declared by Presidential proc-
lamation or when the need for the emergency facility is stated to no
longer exist.

(2) The emergency period should be deemed terminated for a par-
ticular industry if such industry is determined to have fulfilled emer-
gency production needs.

(3) Percentage certification should be based only upon the need of
the facility for national defense and should not be based upon any
concept of postemergency utility.

10. Depletion (sec.23 (i) and 11})

In general, mineral and other natural deposits are subject to a
reasonable allowance for depletion under present law. The basis for
determining the allowance for depletion is cost (or other sec. 113
basis). Recovery of cost is achieved by computing the per-unit cost
of the estimated available resources, applying that unit cost to the
number of units annually extracted to arrive at the depletion allow-
ance. For certain extractive assets an alternative method of com-
puting depletion is allowable as percentage depletion. Percentage
depletion permits a depletion deduction based on a percentage
of gross income from the property not to exceed 50 percent of net
income from the property. Where percentage depletion is allowed,
the greater of cost or percentage depletion is required to be taken
as a deduction. (See appendix B for data as to rates of percentage
depletion under present law and their dates of enactment.)

Some taxpayers have advocated that the depletion provisions
should contain a definition of what constitutes a “mineral property”
for purposes of determining the depletion allowance. They recom-
mend that the definition of “mineral property” should include any
separate mineral interest or, at the option of the taxpayer, a com-
bination of separate mineral interests constituting an operating unit
whether or not such mineral interests are included in noncontiguous
parcels or tracts.

Others have suggested that clarification is needed of the phrase
“net income from the property” in the percentage-depletion provisions
of section 114. In general, they would define “net income from the
property” as gross income derived from the extraction of minerals
from the property minus allowable deductions directly attributable to
such property but excluding from deductions all financial overhead
expenses stich as interest, taxes, etc. Other general overhead expenses,
according to the proposed definition, would be allocated to all prop-
erties whether productive or nonproductive.

The special problem of extending the percentage-depletion provi-
sions-to ore recovered from tailings and dumps is of concern to some
taxpayers. They argue that this ore would be subject to percentage
depletion if it were economically feasible to separate it at the time of
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extraction; therefore percentage depletion should not be denied
because the separation process is postponed until the time it becomes
a profitable operation. ~

Some have suggested that the percentage-depletion provisions
should be applicable to all mines and quarries and that the depletion
allowance for various minerals and for coal should be increased.
Others have suggested that the percentage-depletion allowance should
be made available to shareholders of mining corporations. They
would permit the sharelolders to exclude dividend distributions from
gross income in the same ratio that depletion is allowed against the
mecome of the corporation.

The Revenue Act of 1951 extended percentage depletion at a
5-percent rate to brick and tile clay. 1t is nnderstood that, in deter-
mining the gross income from the property to which percentage de-
pletion will be applicable in this case, the Bnrean of Internal Revenue
contemplates only taking into account the value of the raw clay itself.
It has been argued that this proposed interpretation of the law will
result in such an insignificant depletion allowance as to nullify the
intention of Congress. It has been suggested that the proper basis
for depletion in this case is the value of the finished brick or tile on
the ground that this represents the first “commercial marketable min-
eral produet.”

It is argued that the present 5-percent depletion allowance for
sand and gravel does not represent enongh of a return to place the
damaged land in a useful condition again, and that the 5-percent
allowance should therefore be increased to 10 percent.

Similarly, it has been stated that slate must compete with many
other mineral products that enjoy a 15-percent depletion allowance,
and therefore the percentage depletion allowance for slate should be
increased to 15 percent. Gypsum is also said to be as important to the
national economy and defense effort as many minerals in the 15-percent
allowance category and should thus have a percentage depletion allow-
ance of 15 percent.

One taxpayer writes that the percentage depletion allowance for
phesphate ores should inclnde the operation of furnacing since the
furnacing process of such ores yields the first commercially marketable
product—elemental phosphorus.

A number of letters have expressed the belief that percentage
depletion gives an unwarranted tax advantage to those fortunate
enough to have income from the production of oil, gas, coal, and
other minerals. It is argued that this tax favor is extended at
the expense of other taxpayers. Some advocate restricting per-
centage depletion to recovery of all capital costs. They would soften
this restriction by permitting percentage depletion against any capital
costs of the taxpayer and not simply those of the producing property.
They would also permit depletion of mineral-development costs and
similar capital expenditures which produced no current tax benefit
to be carried forward or backward for 5 years. This proposal, it is
said, would permit mineral operators to recover their total capital
expenditures and would encourage exploration but at the same time
wonld remove the subsidy features of percentage depletion. Others
have suggested limiting the total depletion allowance to twice the
capital expenditures on the facility to which the depletion relates.
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The percentage depletion allowance of the petroleum industry has
been singled out for special criticism. One correspondent indicated
that because of the current high tax rates, the petrolewm industry
appears to have a relative advantage not contemplated when the
original 2714 percent allowance was first enacted. Others state
that the percentage depletion allowed landowners on whose property
oil is discovered 15 a bonanza, especially after the initial years when
the inconvenience of the well has been compensated for. It is also
stated that the Government never recovers any tax due in instances
where the landowner takes percentage depletion on advance oil royal-
ties but the well is never drilled or proves dry.

On the other hand, it 1s urged that any attempt to redunce the per-
centage depletion allowance on oil would prove to be a serious mistake
since the allowance is deemed necessary to encourage geological search
and development:.

Another taxpayer suggests that where percentage depletion is not
applicable, the taxpayer’s determination of available deposits should
be accepted, with the burden of proof on the Burean to show that
the rates or amounts so determined are excessive.

11. Charitable and other contributions (secs. 23 (0), 23 (q), and 120)

Under present law, charitable contributions of individuals are de-
ductible to the extent of 20 percent of the taxpayer’s adjusted gross
income. Corporations are limited to 5 percent of their net income.

In order to qualify as a charitable contribution, the gift must be
made to certain types of donees specified by law and such a donee
must be an organization. Thus, a gift to an individual would not be
deductible under present law. It has been pointed out that many tax-
payers assist in the support of needy relatives or friends or other per-
sons but are not entitled to treat such payments as deductible contri-
butions, and it has been suggested that deductions be permitted in this
area.

Where taxpayers have sought to deduct the value of blood donated
to the Red Cross, the deduction has been denied, apparently on the
ground that such a donation is in the nature of the 1ender1nor of a serv-
ice rather than a deductible chavitable contribution. Inasmuch as a
pint of blood today has a readily ascertainable market value, the sngges-
tion has been received that such donations be treated as charitable
contributions.

Another reported difficulty involves gifts in kind to charities.
Under present law where a contribution or gift is made in property,
other than cash, a deduction is allowed to the extent of the fair
market value of the property at the time of the gift. However,
it is stated that the Bureau will not allow a deduction for the expense,
if any, of installing the gift, and it is suggested that this distinction is
unenforceable, 1‘epresent1n(r a loophole because the taxpayer can avoid
the rule by simply attr ll)utnw to the cost of the property an amount
equal to the installation charges.

One suggestion has been received to the effect that where a taxpayer
pays all or part of the cost of educating one or more individuals a
portion of tuition and other education expenses be deductible as a
charitable contribution to the educational institution concerned. (For
a general discussion of educational expenses, see p. 46.)
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The allowable amount of charitable deductions was raised in 1952
from 15 to 20 percent of the taxpayer’s adjusted gross income. How-
ever, a number of suggestions have been made that this limitation be
removed in its entirety because of the importance of enconraging
charitable contributions. Some have indicated the belief that the
standard deduction has operated to reduce the amount of contribu-
tions made and should, therefore, be repealed. One correspondent
suggested that contributions should be allowed as a deduction from
gross income in arriving at adjusted gross income so that the taxpayer
could still take the standard deduction.

As pointed cut above, charitable contributions by corporations can-
not exceed 5 percent of the taxpayers’ net income in order to qualify
as deductions. If a payment would qualify as a deductible charitable
contribution except for the 5 percent limitation, the expenditure can-
not be deducted as a general business expense under section 23 (a).
It has been suggested that the law be amended to provide that such
contributions may be charged as advertising and, thus, deducted as
business expenses. In effect, such an amendment would remove the
present 5 percent limitation.

One corporation has indicated that the present 5 percent limitation
based on net income forces companies to be conservative in determin-
ing the amount of their contributions. This is because it is frequently
important for the taxpayer to accurately compute its true net income
before the close of the year. As a result, many corporations feel com-
pelled to restrict their contributions in order to be sure that they
will fall within the allowable limit of deductibility. Of course, a re-
cent amendment to the law permits an accrual basis corporation to
elect, at the time of filing its return, to deduct the contribution in the
year authorized by the board of directors if payment is made within
214 months after the end of the year.

A number of suggestions relate to some liberalization of the present
5 percent limitation with respect to corporations. One correspondent
suggests the allowance of deductions np to 10 percent of net income
with a ceiling of some fixed dollar amount. Another suggestion would
permit corporations the same 20 percent deduction as is available to
mdividuals, and still another has recommended that the limitation
be either two-tenths of 1 percent of sales or the present, 5 percent of net
income, whichever is higher. Elimination of the percentage limitation
altogether has been proposed in the case of corporations that have more
than 10 stockholders and in which no single stockholder owns more
than 10 percent of the stock.

Under section 120, an individual taxpayer is allowed an unlimited
deduction for contributions if in the taxable year and in each of the
10 preceding taxable years the amount of the contributions plus the
amount of income taxes paid exceeds 90 percent of the taxpayer’s net
income (computed without regard to any deduction for contributions
or gifts) for each of those years. It has been suggested that this pro-
vision be liberalized by providing that if the taxpayer meets the 90-
percent test, failure to meet the test in 1 or more succeeding years, not
exceeding 3 separate years none of which are consecutive, should not
bar the taxpayer from the benefits of the section in the current year.
Moreover, it has been suggested that the law should be graduated so
that the limitation moves from 20 to 100 percent in gradual steps.
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For example, a taxpayer who met the 90-percent requirement for 5
consecutive taxable years should have a 50-percent limitation, for 8
consecutive years a 80-percent Iimitation, ete.

12. Deferred compensation (employees’ annuities, pension, and profit-
sharing plans) (secs. 23 (p), 165, and 22 (b))

In general, payments by an employer to a pension trust or profit-
sharing plan are deductible if the plan qualifies under section 165 of
the code.

In order for payments to pension trusts or annuity plans to be dedue-
tible, their total must not exceed 5 percent of the aggregate compensa-
tion of all covered employees. (An additional allowance is also made
for the funding of past service costs.) On the ground that this is an
unnecessatily stringent limitation. it has been suggested that deduc-
tions be allowed up to 10 percent of payroll. An integral part of this
suggestion is the further recommendation that any unused portion of
such a limit should be allowed as a carryover to future years as is
allowed with respect to the profit-sharing-plan limitation.

Paynients to profit-sharing and stock-bonus trusts are deductible
under section 23 (p) if they do not exceed 15 percent of the compensa-
tion of all covered emplovees. Various suggestions have been re-
ceived to the effect that this limitation should be entirely removed.
Tt is pointed out that company earnings vary considerably from year
to year and that a fuller participation in the good years would help
to tide over the poor. Furthermore, it is argued that a primary
purpose of a profit-sharing plan is to provide an extra personal in-
centive for each employee to maximize company earnings. Under
present limitations, it is stated that this incentive is reduced or re-
moved once company earnings reach a given level.

Under present law, payments to exempt trusts or profit-sharing
plans are deductible only in the year made (except for certain carry-
over provisions) except that an employer on the accrnal basis may
deduct payments made within 60 days after the close of the taxable
year. It isstated that this period is insuflicient in view of the difficult
actuarial computations involved and because it is frequently difficult
to determine accurately the company’s profit for the period in question.
It was also stated that the 60-day provision bears no relation to any
taxable event and is apt to be overlooked. As a result, it has been
suggested that section 23 (p) (1) (E) of the code be amended to
provide that payments to a pension or profit-sharing trust by an
accrual-basis taxpayer shall be deductible if made prior to the due
date for filing the return, including any extensions thereto.

To qualify as an exempt trust under section 165, the trust must be
part of a pension, profit-sharing. or stock-bonus plan for the exclusive
benefit of employees or their beneficiaries. The plan cannot diserimi-
nate in favor of employees who arve stockholders, officers, or supervi-
sory personnel. There has been a suggestion that this prohibition
against diserimination should be liberalized on the ground that it
prevents appropriate recognition of the managerial group. It is
argued that present tax rates make it increasingly difficult to ade-
quately compensate this group and that such rates impair or destrov
the imcentive value of increased current compensation. An exactly
contrary suggestion has also heen received to the effect that deduction
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should not be allowed with respect to any part of an employer contri-
butions to a pension fund which represent premiums for benefits in
excess of $10,000 per year for any one individual.

If the trust is exempt as part of an approved plan, the employer’s
contributions to the plan are not taxed to the employee until he receives
distributions therefrom. If the plan is a contributory one, the dis-
tributions are taxed as an annuity. If the plan is noncontributory
the distributions are taxed in full to the employee upon receipt.
However, where total distribution is received in a single year on
account of the employee’s separation from service, capital-gains treat-
ment is provided. Where such distribution includes securities of the
employer, taxation of gain on appreciation is deferred until the
employee disposes of the securities. Although section 165 (b) pre-
scribes capital-gain treatment for lump-sum distribution from a quali-
fied trust npon separation from service, there is no similar provision in
the case of distribution from a qualified plan where no trust is involved,
or where the lump-sum distribution is made after retirement of the
employee. It is argued that taxing such Inmp-sum payments as ordi-
nary income in the year received, even though the income has been
accumulated over a period of years, is inequitable. It is pointed out
that where the lump-sum payment is paid to the employee’s widow
or beneficiary, the dissipation of the benefit payment through dis-
proportionate taxation results in a dimunition of the security of the
employee’s dependents, thus defeating an important purpose of the
plan. It is suggested, therefore, that capital-gain treatment should
be extended to lump-sum payments by qualified nontrusteed plans and
to such payments after retirement of the employee. It has also been
contended that the requirement that total distributions be received in
a single taxable year if the distributee is to qualify for capital gains
treatment has proved too inflexible. Tt has therefore been suggested
that the requirement be changed to au alternative one of distribution
within a single taxable year or of total distributions within 1 year after
the employee’s death.

It appears that, under present law, where an employer purchases a
single premium annuity, establishes an irrevocable trust or by some
other means sets aside a lump sum for a present or former employee
not covered by a section 165 pension plan, the employee is taxed on
the total cost of the annuity as income in the year it is irrevocably set
aside for him even though the amount is to be paid in annual
installments. It has been suggested, therefore, that in such cases
the employee should be taxed only on the amount received each year
rather than on the lump sum at the time it is irrevocably set aside
by the employer. ’

The capital-gains treatment under section 165 (b) described pre-
viously, which is applicable when an employee receives total dis-
tributions in one taxable year on account of separation from service,
has been held inapplicable in a case where the distribution was made
because of the liquidation of the employer and the termination of
the plan. The Bureau has taken the position that the distribution was
not made because of separation of the emplovee (which the law
specifically covers) but becanse of termination of the plan (which the
law does not cover). As a result, it has been proposed that section
165 (b) should be amended to provide that an employee shall be
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entitled to capital-gain treatment on total distributions made because
of severance of employment, liquidation of the employer, or termina-
tion of the plan.

Prior to the Revenue Act of 1951, appreciation in value during the
period securities of the employer or other securities were held by
qualified trusts was taxed at the time of distribution regardless of the
source of the funds used to purchase the securities. The Revenue Act
of 1951 provided an exception for distributions of securities of the
employer in instances where the total distributions payable with re-
spect to an employee are made within one taxable year as the result of
the employee’s separation from the employer’s service. In such cases
the appreciation 1s now excluded in determining the distributive value
of securities of the employer purchased with employee and/or em-
ployer contributions. Public Law 589 further extended the exception
to any distribution of employer securities purchased with employee
contributions only, even though the distribution was not the result of
the employee’s separation from service. Section 165 (b), as amended,
defines the terms “securities of the employer corporation” as including
securities of a parent or subsidiary corporation. However, the present,
subsidiary relationship is limited to situations in which a parent
company or subsidiary has more than 50-percent stock ownership in
the employer corporation. It has been pointed cut that there are
many cases in which the stock of the employer corporation is held by
two or more parent corporations and is not available for purchase by
employee trusts. Inmany of such situations, no one of these corpora-
tions owns more than 50 percent of the stock of the employer. As a
result, employees of such corporations cannot exclude the unrealized
appreciation in computing gain or loss upon receipt of distributions
from employee trusts even though the distributions consist of securi-
ties of the parent companies. It has been recommended therefore,
that, when a majority of the voting securities of the employer corpora-
tion are held by corporate shareholders, the term *“securities of the
employer corporation” should include securities of the pavent com-
panies without restriction with respect to the percentage ownership of
the combined voting power of all classes of stock.

In addition to deductions of payments to qualified trusts or plans,
section 23 (p) also allows the deduction of payments under any plan
of deferred compensation if the emplovee’s rights to such payments are
nonforfeitable. However, where the employer contributes to a non-
exempt pension trust or other plan in which the employees’ rights arve
forfeitable, the employer may not deduct its contributions. Asa result.
it has been suggested that section 23 (p) (1) (D) be amended to pro-
vide that such contributions be deductible in the year that the trust
makes payment to the employee even though the employee's rights were
forfeitable in the year the contributions to the trust were made. TIn the
alternative, it has been suggested that the employer’s contributions
should be deductible in the year the employee’s rights become non-
forfeitable. )

Tt has been stated that present law makes insuflicient provision for
pension plans that are contribnted to by more than one corporation,
mcluding such problems as the lability for pensions of employees
shifted between afliliated corporations. As a result it has been sug-
gested that section 23 (p) be amended to provide that where a pension
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plan or trust covers more than one corporation, the taxpayer shall have
the option to treat the plan for purposes of the limitations contained
in section 23 (p) and section 165 either as the plan of a single employer
or on a separate corporation basis.

With respect to so-called union-welfare funds, it is understood that
the Bureau of Internal Revenue has taken the position that contribu-
tions by employers to funds which provide such benefits are not de-
ductible for inconie-tax purposes unless the funds meet the require-
ments of section 23 (p), relating to conventional pension or annuity
plans. The funds in guestion are set up under section 302 (¢) (5) of
the Labor Management Relations Act, which permits payments to
trusts set up by unions for the sole benefit of employees and their
families. No other standards ave prescribed. \s a resuit. it is difficult
in 1aost eases, 1f not impossible, to nieet the requirements of actuarial
soundness applicable to deductions nnder section 23 (p). It has been
proposed, therefore, to correct this sitnation by providing that the
deductibility of contributions to union-welfare trusts should not be
determined under section 23 (p) but under section 23 (a) relating to
ordinary and necessary business expenses.

Section 22 (b) (2) (B) of the code, relating to the treatment of
employee annuities, mecludes the phrase “or if an annuity contract is
purchased for an employee by an employer exempt under section 101
(6),” the effect of which is that such an annuity contract receives the
same treatment as an annuity contract issned under a plan qualified
under section 23 (p), both as to the deductibility of contributions by
the employer and as to taxation of the proceeds. It is stated that the
purpose of the provision was to give equivalent treatment to annuity
plans of employers exempt under section 101 (6) without imposing
on such plans the same restrictions deemed appropriate for ordinary
commercial emplovers. It is suggested, therefore, that, if new tax
consequences are provided with respect to qualified annuity plans,
the same equality of treatment should be maintained. Reference is
made, for example, to proposed amendments which weuld extend to
annuity plans the capital-gain treatment for lump-sum payments by
reason of death cr separation of the employee, which presently ob-
tains under section 165. Another snggested arvea for equivalent treat-
ment involves proposed amendments to exclude from the estate and
gift taxes distributions from annuities purchased under qualified
plans. A related problem exists with respect to annuities purchased by
life insurance companies for their employees. Under section 22 (b)
(2) (B) annuity treatment is provided for employee annuities, and
the amount of the employer’s contribution 1s not regarded as currently
taxable income provided the employer’s contribution is deductible
under section 23 (p) (1) (B) or, as above. if the annuity is purchased
by an employer exempt from taxation under section 101 (6). The
contributions of life insurance compaunies do not fall literally within
either of the two classifications since life insurance companies arve taxed
under the special provisions of section 201 and their contributions are
not dednetible under section 23 (p) (1) (B). The Bureau, however,
has held in a published ruling that these contributions should be sim-
larly treated 1f they are made in accordance with a plan that meets the
reqnirements of section 165. It has been proposed that specific legis-
iative sanction should be given to this Burean ruling and that section
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22 (b) (2) (B) should be applicable to annuity contracts qualifying
under section 165.

One correspondent states that present law puts trusteed plans at a
disadvantage as compared to group annuities. It is explained that
no provision of law or regulations allows an employer to build up a
contingency reserve as plotechon against future adverse experience
with respect to mortality, employee turnover, or other factors which
influence costs. It is pomted out that mmsur mce CommeeS in the op-
eration of group annuities. are able to build up contingency reserves
before decldmw dividends. Therefore, the suggestion has been made
that an emplovel may allow gains from u(’tlldlldl e\pellence to re-
main in the trust fund as a ('ontm"ency reserve against future losses.
It 1s suggested that a limit could be placed on the amount of such a
reserve, perhaps expressed as a percentage of total liabilities or total
funded liabilities. The opposite viewpoint has also been expressed. It
Las been proposed that msurance companies should not be taxed on
investment income attributable to pension plans on the theory that to
do so gives a competitive advantage to tax-exempt trusts.

1t is stated that the taxability of a widow or children under a trust
which meets the requirements of section 165 (a) can be unfair. The
example is given of a retirement-income policy purchased by an em-
ployer for an employee, 30 vears old, providing $100-per-month in-
come upon retirement at age 65 with a minimum death benefit of
$10,000. It is stated that, if ‘the employee dies during the first year of
issue, the entire proceeds of £10,000 are paid to the w idow and are free
of tax as insurance, but that, if ‘the same employee should die 30 years
later, his widow would be subject to tax on the full $10,000 because at
that time the cash value wounld approximately equal the face value of
the policy. It issuggested that,in fairness to the older widow, all such
inconie from a qualified trust should be nontaxable.

The burden of establishing that an employee trust qualifies as a
tax-exempt trust rests upon the trustee. Ior this purpose he is re-
quired to file with the Burean a number of documents both in the first
vear of the trust and, although to a more limited extent, in each of
its succeeding taxable years. It is suggested that the 1oqunemvnt
for annual information be eliminated w ith respect to pension plans
which have been in operation for several years. Another suggestion
along the same line would be to require the filing of information only
every third year rather than annually.

Under present law the amount withlield from an employee’s com-
pensation as his contribution to a pension plan is inelnded in the em-
ployee’s taxable income. Upon retirement his penslon payments
are taxed as an annuity—that is, he is taxed upon 3 percent of the
total he has contributed and the balance of the annuity payment is

tax-free until the total excluded is equal to the aggregate of his con-

{ributions. It is contended that present law in this 1ebpect places an
undue burden on the employee by taxing him at his highest tax rates
on income which is not available to him until future years, and, thus,
tends to discourage contributory plans. 1t is sngge%ed that a more
equitable tr eatment would be provided by exempting contributions and
taxing annuity payments in full, thus spreading the tax burden over
the pellod of actual benefit.
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Tt has also been recommended that the benefits of qualified plans
should be made available to persons, such as independent sales agents,
who do not come within the traditional concept of an “employee” but
who economically are dependent upon and contribute to the success of
the company in much the same way.

13. Retirement plans for the self-employed

Section 165 of the code provides special tax treatment for a qualified
pension plan established by an employer for his employees. This
treatment creates three tax advantages with respect to such a plan:
(1) The immediate deductibility of the employer’s contributions to
the plan; (2) the exemption of the pension trust itself from income
tax; and (3) deferment of the employee’s tax until actual distribution.
(For a discussion of such plans, see the preceding section of this
report.)

By its terms, the above provision is limited to a plan established for
employees. Professional and other self-emploved individuals, includ-
ing members of partnerships, are unable to take advantage of such a
retivement program. The major advantage which the employee has
over the self-employed 1n this regard is the fact that he is not taxable
currently on the amount of his employer’s contribution to the pension
fund. He is able to defer tax until retirement on these amounts which
are, in fact, in the nature of additional compensation.

A number of suggestions have been received which have the purpose
of reducing the present tax barriers which make it relatively difticult
for the self-employed individual to provide for his own retirement.

One suggestion is that for the purposes of section 165 partners or
individual proprietors be deemed to be employees.

A second suggestion, along the lines of pending legislation, would
permit self-employed individuals to exclude from taxable income con-
tributions to a pension fund. Under this type of suggestion, the
maximum amount which could be excluded is usually based on the
average amount which it is believed employers pay into pension
funds on behalf of their employees. As stated by one correspondent,
a self-employed individual sheould be permitted to exclude from
taxable income payments into a pension fund with a bank or insurance
company which represent “the same percentage of his annual gross
income before tax as a corporation might pay, on a basis of no con-
tribution by the employee, into a similar fund for the employee.”

Another suggestion would permit the deduction of earned income
used for the purchase of annuities, up to a limit of 15 percent of such
income or $7,500 a year. Another would simply permit the deduction
of insurance premiums paid toward retirement benefits.

One of the reasons advanced by some correspondents for the adop-
tion of plans such as the above is that many professional persons, such
as doctors and lawyers, arve denied social security protection under
present law.

While most of the suggestions in this area deal with the retirement
problems of the self-employed, several correspondents recognize that
there are many employees whose employers do not maintain a retire-
ment program for their benefit. As a result, it has been suggested
that any individual be permitted to make tax-free payments to a re-
tirement fund up to some statutory maximum, provided that the
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amonunt of the allowable deduction be reduced by the amount of any
payments made to a qualified pension plan on behalf of the individual
by his employer.

Medical, dental, and similar expenses (sec. 29 (&) )

Under the present law medical and dental expenses are deductible
with certain limitations. First, they must exceed 5 percent of the
taxpayer’s adjusted gross income except n the case of taxpayers or
their spouses 65 years of age and over and, secondly, the deduction is
limited to $1.250 in the case of a single indiv idual, \_)7,)0() in the case
of a single individual with 1 or more dependents, or in the case of a
married couple filing a joint return and having no dependents, and
$3.750 in the case of a married couple filing a joint return and having
1 dependent, and $5,000 in the case of a married couple filing a joint
return and having 2 or more dependents.

Many suggestions deal with the present percentage limitation. A
number have suggested that the 5 percent limitation be removed en-
tirely. Another has recommended that the limitation should apply
to net income before the deduction for medical expenses (as was true
prior to 1944) rather than to the taxpayer’s adjusted gross income.
Some have proposed that the limitation be reduced to a lower figure
such as 2 percent. One correspondent has recommended that there
be provided a 2 percent rate for taxpayers with incomes above $5,000
and that for those with incomes below $5,000, all of the medical ex-
penses in excess of $50 be deductible.

A number of other suggestions deal with the maximum amount of
allowable deductions. Ifor example, it has been suggested that the
present limitations be maintained but that a carryover and carryback
be provided for any expenses in excess of the maximum limitation.
A proposal has also been made to the effect that single individuals
having more than one dependent should not be limited to 2 maximum
deduction of $2,500 but shonld be allowed the same amount as married
persons filing joint returns. A number have suggested that the maxi-
mum limitations either be increased gener a]lv or removed entirely.
In this connection, one correspondent awued that illness is a type of

casualty and that, ther efore. the full expense should be dedunctible as is
true with respect. to casnalty loss.

It has been suggested that the extra personal e\emphon for those 65
years of age or over and the exemption for the blind should be taken
mto account 1n arriving at the maximum medical expense allowance.

A suggested plan to facilitate the administration of the medical
deductlon wottld involve the use of stamps of various denominations.
These stamps would carry the doctor's name and address. When
the individual paid his doctor’s bill he would be given stamps by the
doctor showing the amount of the bill and in dannma the medical
expense deduction would attach these stamps to his final return.

It has been pointed out that what constitutes medical care is not
clearly delined in the code, and the suggestion has been made that the
law be rewritten in more precise terms. Illustratively, it has been
stated that such a redefinition should broaden thie scope of the present
deduction. For example, one taxpayer installed an elevator in his
house on doctor’s orders for the use of his wife, a cardiac patient, and
sueli expense was disallowed by the Burean. He believes that such an
expense should be deductible as a medical expense.

81490—53——4
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Another problem involving the question of what should be the
proper scope of the medical deduction concerns the special transporta-
tion expenses of the physically handicapped. Present law does not
permit any deduction for the expense of transportation to and from
work. Such expenses are disallowed on the theory that they are per-
sonal and not business expenses, primarily because the location of the
individual’s place of residence is a matter of personal convenience.
However, physically handicapped persons frequently must incur un-
usual transportation expenses solely by reason of their disability.
For example, it may be necessary for such a person to utilize taxicabs
rather than cheaper forms of public transportation. As a result, it has
been suggested that such transportation costs be deductible as a
medical expense. A variant of this proposal would limit such a deduc-
tion to the excess of the cost actually incurred over what would be the
normal cost of transportation were it not for the existence of the pai-
ticular disability.

One taxpayer suggested that hospital, medical, and surgical in-
surance preminms should be eliminated from the allowable medical .
deductions and that the expenses of such treatment should then be
deductible irrvespective of whether or not reimbursed by insurance.

A problem apparently exists in cases where a taxpayer must place
a mentally deficient child in a special school, sometimes operated by the
State, because the child is unable to take advantage of the normal
public school program. In such cases, it appears that the parent con-
tributes to the extent of his financial ability toward the cost of the
special training. However, these expenses are not allowed as medical
deductions nor are they deductible as a charitable contribution, pre-
sumably on the ground that they are sinply educational expenses.
Moreover, if the payments by the parent do not constitute at least half
of the expense of the special institutional care, the parent is not en-
titled to a dependency credit with respect to the child. No specific
suggestion is made with respect to the problem other than that the tax
law should in some way recognize such expenses as deductible items.

On letter has pointed out that the 5-percent-of-adjusted-gross-
income-not-deductible limitation is intended to cover ordinary medi-
cal expenses—that is, those expenses which the average taxpayer could
be expected to incur during the year as a part of his normal personal
expenses. This correspondent suggested that the 5-percent limitation
be abolished and that the medical deduction provision be rewritten to
spell out the specific medical expenses which would be deductible.
Such deductible expenses would, under this suggestion, only include
those which could be con