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THE PAY AS YOU GO INCOME TAX PLAN
BEAADSLEY RUML

OCTOBER 15, 1942

The necessity of getting owr personal income texes on to a current bhasis
and of starting 1943 with our income-tax payers, then to be 27,000,000 of then,
substantially free of income-tex debt is now zenernally conceded. The long
standing Jdefect in owr income tax practice of =uying a tax con last year's
income out of this yesx's receipts has, with higher rates and lower exemptions,
becomz a poersonal and national dangor. It is a persoral denger to each of us
because loss of income {row whatever cause would fuce us with unbearabls
income-tax debt. It is s national danger, because any period of depression
and unemployment would throw a burden of income-tax 8cbt on 1o the shoulders of
citizens of reduced income or of no income al 2ll, a bwrden that could not
possibly be met and that would compovnd with 2ifficulties an already difficult
national situation.

In order to accoumplish this desirable objective of gotting our income
taxes on a cwvrent basis, T suggested to the Serate Finance Comeittee a plun
which T called the Pay As You Go income tax plan This plan wes to Le applied
to individuals, not to corporations. Sincc then there has heen a great deal
of discussion, many suggestions and = 1ittle criticisnm.

Todey, I should like to make a statement wbout the plan which will bring
it up to date, adding to and modifying the original plan in the light of the
suggestions and criticisms which T have received.

I shall present the plan under five headings.

First, skipping & year to begin 1943 on a pay-as-you-go basis;

Secoud, making our income tax roturns on a4 tentative basis with a year-
end adjustment;

Third, giving rolief provisions for thosec whose income vorices from year
to year;
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Fourth, muking ' provision for minimizing objectionable "windfall" ceses;

Fifth, giving equal treatment to all taxpayers under the plun, starting
the new year on & current basis for everyone.

Following this presentation I shall tuke up the three objections which
have been raised by the Treasury.

And finally T shall tell you why I think thit a Fay As You Go plan will
be adopted and just where the plan stands today.

The first question is how to get our - -pzrsonal income taxes on to a current
basis without paying two years' taxcs in one year. The answer is as simple as
daylignt saving. Let us turn our tax clocks abicad one year.

The taxes we have been paying this year out of our 1942 incomes are taxes
on our incom:s received in 1941. %e can soiva the problea in either of two
ways.

First, w¢ can re-define owr taxes and simply say that the tuxcs we are
paying in 1942 are taxes on 1942 inconme, and thereby let 1241 drop oul of the
tax calendar forever, or

Sccond, we can go on letting our present income tuxcs be taxes on 1941,
but begin 1943 by poying on 1942, theveby dropping out 1942, instead of 1941.

In ay origincl testimony, T suvgrested dropping out 1941, but the Treaswy
preferred that if any yoar was to be dropped, it should be 1942. As the year
grows later, it becomes increasingly likely that the Treasury is right and that
1942 would be a better year to skip. Bub only on one condition, that the
income-tax payers who arc serving thc~peoplc of' the United States in the armed
foreces or in the federal eivil service should be allowed to choose whether they
prefer to skip 1942 or 1941. Since there is an alternative, they should be
allowed to choose the one that sorves them best.

If it is finally decided to skip 1941, then, because of the lateness of
tho year, we shall have to skip 1942 for thosc who have never paid an income
tax, This m2y not be strictly logical, but it is thc only way of giving

practical justice to these new taxpeycrs.
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The question at once in everyone's mind arises, how can we drop an incomc-tax
year out of the calendar in this woy without having the Treaswy lose a lot of
money that is badly needed for the war elffort? The answeor is that we shall all
go along paying our income taxes as we have hefore, only they will be on a
current basis, The Treasury will also go along getting its revenucs. The only
difference is that when o taxpayer dies or ceases to rcceive income, he docs not
owe a tax as ho docs under the prescnt system. Reduction of tax peyment by the
tex payer as a rosult of sctiting the tex clock ehead occurs only at some future
dote, when und as the tax »oyer's income ceases or deelines. The reduction is
therefore spread over the whole lit'etime of the present inconc tax paying
gencration, and occurg beneficially for cach tax pryer at the time when his
income fails. As for the Treasuxry, the Treasury has never considercéd itaxes
receivable as nn asset, and accordingly they eun be written off the balence sheet
of the government without the change of = single penny.

The gross loss of ruvenue in any casc would he partially offsct by better tax
collections and collection metheds znd also recovories through inhoeritance tax
of part of what othurwise havs been payable as income tax.

The question is somctimes raised as to the efiect of the clan on inflation.
The only persons that would have more cash on hund wnder the plan are the few
who have accerued their irncowme taxes. These are few indeed and Lhey are not
spendthrifts. As a aatter of fact, since Pay As You Go will make withholding
tuxes poosible at o high lovel, the total offzet will be anti-inflstionery
rother than otherwise.

The Treasury feels that a withholding tex is highly important in keeping
tax peycrs current. I, too, faveor & withholding tax, because it mokes it easier
for pecple to keep cn & pay-as-you-go basis. But if we want a withholding tax
the Pey As You Go plan is the only way to solve the problem of having a with-
holding without having some amount of double taxation —-— that is, of paying two

years! taoxes in one. If a withholding tax provision turns out to be either un-
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desirable or impractical, the Pay As You Go plan siands on its own fect as a
sound method of getting the country free of incone-tax debt.

The second noint in the Pay As IZou Go income tax plen is designed to solve
the problom of how we can pay owr income texes on o current basis, when we do
net know at the begirming of a yoor what owr income is going to be in that year.
The way of solving this probleu is not too difficult. We will go ahend as we do
today, filing an income tax schedule avout the {ifteenth of March declaring our
previous yecrt!s incsiuc. Bub this will be a tentative return for the year then
beginning end we would pay our curreat taxoens on the basis of this tentotive
return. After the year hod onded therc vould have to be an adjustment up or
down depending on whether owr actuwl income for the yezr was grester or lesa than
that on our tentative return., Bub this adjustuent would be made on the same blank
and at the sam2 tinz as cur roetucn for the fellewing year. This return would
be at _one time tho fin-l retuwn for the old your und the tentative retuvrn for
the new. There wovid be no doubling of returns invelved and only 2 few extre
lines for the adjustment computations.

The third feetirs off the plun is the provision for relief in cnge a tax
payer kncws his income in the ewrrent yenr is zoing to be loss or grewtor than

that of the your of h

[N

s tentetive daclaration. The plan provides that he may
declare his truz knowledzd of lewer ov hislicr income, as a result of salary
chenges, and se yYorth, which have ootuilly scewurred, ard maic his current
payﬁentﬂ accordingly . Tuis provision clirdnates the awkwardness of avéidable
year-cod adjustaents oand xeeps- the olen eloser te a truie pey-as-you-go basis
than. it would oth rwize be.

The fourth point about the plan are the spoelsl provisicns for minimizing
objectionable Windfall" cuses. Tuese provisicns were net included in the

original plan and hove been added to ncet a widespread fueling that, even

though the numbor of casas be few, it is desireable to pwrd a:ainst thom.
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&ny plan that gives squal treainent te 211 taxpuyers would produce a
certain mmbor of "windfall" easos, cases of individuils who will benefit unduly
becauwse of the fact thut for them 1941 or whatever yesr is skipped, happened
to be o yeer of wnusurlly large income, lurger than that of the year that
proecaded sr that followed.  Censequently, whatcver yenar is selected, sone persons
would receive unintended benefits.

I have made the following three sugpostions for minimizing the problem of
these "windfzll" cases:

(1) DPo not cancel the 1941 income tax on capitsl goins. 4 large part of
the true "windfall" problem comes frem capital psins bocause the yesr in which
the grin is taxed iz the year in which the transactions hapipens to be closed.
Ceapital guins are not like ordin.ry rocurring income, and can be properly
separated out in the plan,

(2) . Provide u specinl death tax to recover whot may be considered "wind-
fall® arising because of death in 19/2, or during soma appropriate transition
period. This tux should he steeply srodtunted and should toke wost of the higher
bracket income tux that wonld be otherwise cancelled, but it sliould leave some
balance of the gancelled tux in the estite subjoct to ordinury estate taxcs only.

(3) Tzke an average of 1940, 1941, wnd 1942 in all cases vhere claim for
eredit cxceeds $10,000, or some othor suitable amcunt. The averare of the three
yeers will be a practical way of deternining a fair nereal inceme for 1941,
instead of "windfall" income. The cancellation of 1941 tox would apply to this
average income only, and the balance of tax on actusl 1941 inesme to the cxtent
that it excecded 10,000 would aot be credited or ruiunded.

These three provisinns will eateh all of the most objectionzble "windfall®
cages. DBubl even so, there may still be 2 fev reanining, - what then?

There are soae things thet are worse thun a fow "windfall" cases. One
would he not to adept any Pay As You Go plan at ail. Another would be to adopt a

plan so complicated or so tncertain in its effect that the great good of Pay As
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tou Go would net be uchieved. Ancther would be not to give equal treatment
te w1l taxpayers under the plan lest the "windfall" casss reccive wndue
benoefits

¥uch as T dislike "windfulle!, cven if they connot be entirely eliminated,
T em stilld for the plun. T cannot biring myscl? to the point of rofusing to
o pood for millions sinply beecase T wild be deing too much good for o fow that
dontl deserve it

The fifth point about the Pay As You Go income b plan is that it

Lpayers wder the plan.  This ncans

-

crevases to nive cqual irectment te a2l
to oskio u tex year for 211l elike in every bracket and stroxt the whole country
incone-tax-deht freo.

The Treasury hag preposed = modificd plewn wiich would spply to the fuld

tax debt of some taxnayers and to enly a part of ihe tax do2bt of the roest.
Ceorevately, the Treasmury proposced thot the tux year of 1942 rather than 1941
be stipped, xad then oo oonly the lovost two brackets —— thet is 10 per cont —-
and ﬁhat the belurce of tiue tao debh resaining stiowld e pald over the next
Wio o bhree yeurs, thin, in oddidlon to cwrent ineorw fiuxus that will he
‘guy&ble in thoss yesrs  The Treasucy eoncodes thet this woulll leave betiicen
20 and 20 per cent of owr texnogers stiil ouing the government for taxes. on
their last yoar's incowe. This group of 10 t9 20 per cont includes practically
411 of adainistrative, echnieal and professicrel asen and vomen who need
crecden from dncone-taw debt danger s mueh as anyone elge.  The Treuswry!s
arspesa) b change tlie yeor Trom 1941 ta 1942 would eliminats Croi, buncfits

£ the plan the niliisng of men vwhe hove sene inlo the armed scrvices and into
i govarnment this yeor.

Quite apart {rom the gusstioh ag to whe ig included or zitcluded, or for
how much, I personally favor as .a mstior of principle the ovee-ell applicetion
of the Fay As You Ga plan for eliminating tax debt, #iving all taxpayers cquel
treatnent under tho plan.

Digitized for FRASER

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



8.

Kow ability to pay vesides in two conditions. The first is property and
savings now held and the second is income presently to be received. Past
income ig rea liétlccllj abiiity to pay only to the extent that it is still bl
by the recipient as current wealth

(Uur policy has been to tax rrogressively. For the living, income is taxed
cirzetly and weslth is taxed indirectly through tuxing the income arising from
e woalth.  When the taxpayer dics, the wealith is teaxed directly thrown in-
heri wnee tuxes, alco progressively.

Jf we ncw look at owr traditional income tax prachice fundanentally, we see
thot what we huve really beeon doing is to cstimate ability to pay in terms of
lust vzar!s income. Now as a mattor of observable fact, iast yoor's income ia
over and gone as incone; it s a crituerion of guility to vay only insofar «s lash
year's inccoe romains as 2 residue in clirrent wealth, or as it portonds income
presently to be received.

The truc signif'icance of the Pay As You Go plan is that it denies the
anplicability of last year's income as & critcricn cither of current wealbh or of
incone presently to bve reeeived; and therefore rejects the wse of last year's
income as a basis of taxation according to ability to puy. The plan involives only
superficially the elimination of I-come-tax :dcbt; basically it involves a change
in the eriterion of ability to pay.

The criterion of ability to pay under the Pay As You Go plon is for thoe
1iving the income mrosently to be received aither from labor or income on
savi. 35, and for the dead the property in the estale, each subject to progressive
taxation.

Unless the Pay As You Go plan is applied in o manner to put all taxpeyers
on a current bosis by eliminating past income feor 211 o a test of ability to

ay, we shall in fact be assessing a tex on savings for all wno will have a corry
over of income-tax debt romaining; and contrary to owr principles, this tax on

savings, beinz based on lust year's income and not on currcnt wealth, will not
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Yo related to ebility-to pay. The point is easily seen if we compare the
siturtion of the person deriving an income of £40,000 from sccurdtics with tin%
of the executive or enginser who carns 840,000 with hond and brein. Any income-
tax « bt ap~licable tn the forer could be liquidated from current wealth, but
for the lutter the payments would have to coue as an adliticnal assessment above
present income taxes on incomo prescatly to be recoived.

The Pay As Yeu Go Zneome iox pian can only be justly ance. eyuitably applied
wd e 2 policy of pragressive taxstion according to ability to pav, by upplring it
to oLl wlike, by skippins on dncoms~tax yenr for all taxpoyers in all brackets and
foir all brackets. By sturting the ncw yoar with a now eriterion of ability to
ney, wa sivdtancously start it wits all citizens income-tax—debt froe.

The statements in coprosition to the plan whkich have hean crenared by the

.

fHuchnicul staff of the Tresswry and which have been presented hy Randolph Paul
aye inimpressive and contribute litdle to the solution of Ll wrablem of income-
tox debb,

The first objcetion is afinistirotive Aifficulty. Bub the Treasury position
on this point iz so wesk thed i1 resorts to & stateisnt such as the follewing:
"In «ffect, the Ruwl pian reguires twe returns and two scts of computations teo

deter ine orn yoar's tax." Yes, in offect that is true, but in foct it is 2ll

one at the same time and on the saue roturn.

jof

The second objecticn is the "wind{zll" mrioblas, bubi the Treaswy has ignored
the three sugmestions that I heve pede end confuses the "windfall" problem with
the high bracket problem, vhere the guestisn oy ocousl treatnent to all taxpayers
is the real woint at issue.

The third objecetion is the fact that widely fluctusting incomes night be on
an cven more widely fluctuating tax basis than at present. Bub here the Treosury
persistently ignores the rcij of provisions thut have been in the plan-aince the

bepinning and assumes that every taxpayer behaves in the most atupid way possible.
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Tone lack of force, and even of sincerity, in the objestions which have been
socle o the nian has bren npparent to aress and sublic alike and has beon Lhs
subject of nztion—wide consent. Muen criticism nus boen honpod orn Yopgross fow
not adopting the plon at onze, bpt in wy opiricn this criticism is wnjust. ho
mtsb remenber that the pinn was oppoued by the Trezsury, thet a modified plan ves
subuitted by the Trensury, totally inadequate to be sure, bub the effect was to
put the Senate Firnnco Coarithee on notice, and nntnwuliy it wented more study
of ti: probiom ard the plon before it made a roeommendatl on to Conpress contrary
to the wishes of the Treasury.

Broadly speaking, what will the plan nccorplish?

The Pry As You Go incone tax plen is a three-way plen; us I have said, it

appliecs only to individuals and ncv to corporations  First of all, itis o plan

that wiil relicve Uhimzandg »f citizens from horvdship and distress arising fron
incone~tzz deht, aﬁd that will bring peoace of nind to millions nore who zre in
inemae-tax~-debt denger.

Second, it is « aethod for clonring tho cdecks for en wll-out war-financing
veogram.  Jf we can a2ll bs free »f incomo-tax debt on the first of next year, ue
can eturi on 2 pay-ns-you-go basis end stay trere. If we nced high withholding

axcs we cen have them; if ve nzed o suvp:levont voluntary savings with compulscry
gsavings, we can do that teo. Bul whatover is called for, it would be paid oub

~f the currant yeer's incorme as on assessment cn the same year's income. Ve
vould not be maying for dead horsces while we nre fighting & war.

tre third place, the Pay As You Go incoue tax plan is the best kind of

financial rlarning for tha post-war period. Our nniicios can thon be forward
locking, not bhackuward looxingr. We will not be trying to collecet income taxcs fron
people who arc vnemiloyed; we will not e Qobating whether we should collect tuxes

on 1241 ineomes from men recontly demobilizocd Irom tho aruaed forees. We will

not have o spending spree in the first little boomiut, financed on unpaid taxes,
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end then o tax debt headaciwe if incomes should drop off for a yenr or so.

I fecl thot the Puy as You Go incoume t2x rlzn in o form cecoptabls te
Conmress will certainly be adoapted. becauso incoo-thx poyers wont to he free
of dncone~tax debt wnd they know it caon be dene without hurting tlic Treaswury
end witheut paying two yerres! tsies in one. The taxpayers know that Pay As You
Go solves thne problem siaply and fairly by skipping an ineome-tax yewr. o They
know e whole trousie was caused by a bosis defect in our incose~tax lawr, which
hes wxisted froa the beginning:  that of myring 2 tuxz on losy vear's incume out
of this year's receipts. The defect was not their fuwdt, and ther know it. They
want it corrected this yenr and they wint to be on o piy-cs-youv-ge besis by the
bepinning of 1943.

As 4 nation of individuils we will hie hotier able to meet the present snd te
atbock whatever the DTuvtuwe has in store for us if we arce puid up in our income
tax, and, being oub of income~tax debt, w2 can pay as we g£o oub of what we earn.

The chances of sterting the New Year 1943 on o Pay as You Gn incous tax
hactis with the whole enuatey income-trit-debt fresz Lnprove visibly from weeii t2
waosis,  Todey I should say tiat' the chances are distinetly zood.

The appointment, of Jurbtice By: es as DMHricter of the new OiTice of Ecenomie
Stnbilization gives us reason to hops  that tox matters will be considered in
relation to other wur econondce problems in deciding on the aduninistration's fax
policy. This is good naus for the Fuy As You Go income tex plan. Now ths plan
mey tooe i°8 proper place in the all-over war ting economic progran, and he
consicered fros a broader point of view thon it has hitherto recsived from the
Trezswy .

On the logislative side, the Jinsbe Tinance Conaitice unenimously refcerrod
the plan to the joint committec of Coniress which is to report by Decenber 1.
This ueuns that the plan e he adopbed in tine to start 1943 on a pay-as-you-go

basis for everyone. The plan stunds oun its own feet and the fact thaet it is not
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12,
now purt of the tax bill undor consgideration today by Congress is irrelerant as
far s the oarly adeption of the plan is concerncd.
Of course nothing is decided wntil the votes ave ccunted. Ny optimisn is
based on th: wient need for a solution of the incoac-tax-debLt problem, on the
corntinued abscnce of convineing criticism tn the Pay As You Go plan proposed, and

cn the enthusiastic joir that taxpayers arc doing in making themscelves heard,
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