STRICTLY CONFTM™™™7 "

Comeate o8 the hunl pay-as-yon-go plan
tor 4he individual fnoene tax

he plan presentsd Wy Henrdeley Reml Defors the Semnte Fiamance
Sumnitins )/ contempiates Shat ench yesy the individual wuld yay
(a) & Sentative Sax computed on the Basis of the prenediag ysar's
inoene, plus or minus (b) the 4iffersase dedwesn his actusl iin-
Blity for he preceding year and the teatative fax paid in shat
yoar. I%ém (a) wuld be payable in instalsents as abt pressat; item
(), 4 pesitive, L.¢., if a deficiensy, wuld de payaile in one lunp
oun on Narch 15. In oxder Vo get the system started, liabilities en
1941 imsones wuld Ds esneslled, and the retura filed in Narch, 1942,
weuld be gonsidered a computation of & Seatstive tax on 1942 faceme.

¥r. Bonl prepeses a special relief provisien for persens vhese
ingone ] , flvotusten, ’mm sheos insonse
fyon m'l'nli servises detrenses wuld Yo pernistad, upen proper
sediifieation, tu seapule Shely tantaSive Sax on She basin of the
lewey Axvvons wnther fhan the incens of the preseding year., Mimilarly,

syers whess lusone fren parscnal snrvises rises wuld b permitted
So-compute Shelr Sextalive Sax on She higher inceme., This spesial
Sreakumnt is Mt %0 Be accorded insome fyem property altheugh, erdi.
sarily, insons from propeyty is prebubly more warisdle thas incene
Zren pereonal sarvices,

1. ™ Sredustion of collestion at into She

The Rl plan oeuld be Llinked with sellection at seurse from wages
and exdaries, Dent iskerest, and dividenis a¥ » mate of 19 perumt, the
onndined normal tax and fired dyackes suvtax ynte wnier X.X. 7378,
Sines She tantative Sax as semputed in (eay) Marsh, 1543, wanid de
Antendoed as a Sax on 1943 dnssme, the Saxpayer eould be glven a eredis
for sslloatisn at source agaiast the amound payable in quarderly in-
stalnsmte servesponding S0 $he encunt to be esllectied at senres. This
sould Yo doae in sithey of two wyst

{n) In compnting hie tenSadive 1953 tax on the Sasle of Mas 1942
inasme, the Saxpayer senld be given a eredis squal te 15 pareent of
She exgess of hie 1942 wages and ealaries, bead intarset, asd dividends
over his parecnal ezmption and dspendeat ereiit, ZThat is, he ecnld
make a 8 $ive satismate of She smsunt te be withhald o the besie
of his s during 1942 frem warsss subjest $o vithhelding, ia
the sane way as ke maken & teatative estimate of hls 19%3 Sax.

¥hls piak 18 SGheVaAtially VEe GaRe &e Uhe Plan previensly presented
ff T a‘:’mmw R:Q‘M. ;no saly .wﬁu;.lm.mo t:‘“

greater amphacis ea ‘apesisl relief previsisn 5 Suxpeysvs

Nustuating insens, Thie provistion ie deserided Below,
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{b) %Thes taxpayer sould aredit against each marterly instalmsnt
poyable in 1943 the samcunt sstunlly collested at source in the preceding
three months (or for She first aguarterly instalment, She preceiing tw
monthe). That is, agsinst his Harch isstalment, he would effsat the
apount colleooted at souras in Januayy and Februsryi sgailnat his June in.
stainent, the smount colliscted at svures in March, April, snd Hayy ete,

Alternative {an) seems distinotly the Bettar. Aldernative (b) woumld
invelvs greater aininletrative complexity 1/; would deny as effeet te
fndividunls whe wished to pay the tax iz one lump suni snd wnald effeed
amouuts vithheld from 1913 income against & Sentative Sax computed en
the basis of 19UZ income. Conssunently, in vhas follows, we shall
assuxe Shat alternative (a) would he adopted.

2. Effest en the Swxpeyer

There are two related ebjrotives that the title ¥pay-as-you-go*
seenz $o imply:

{8) Xkeeping the tuxpayar out of dedt to the Jovernmens,
{b) syachronising She paymeunt of taves nnd the receipt of income,

The Runl plan i large measurs seoompliches the first of these !
ebjactives; without esllection at sonree and without the special
rolief provision for Ssxpayers with fluctuating incens from pereonal
sorvices, it accomplishes $he second objective hardly st all, In ade
d4ition, it inoreases the Duxden on ths taspayer in filling eut his returm,

a. Kseping the taxpayer out of dabt to the Govarnment

The Buxl plan wonld accomplish this objective entively, at
least in a Dookkesping senve, for all individuals wvhose inconemwere
anchanged oy deolined from one year to the next; and would agcomplish
it very largely for individusle vhose income rose., At the end of
1942, the individusl whose 1942 incose was the smme ms inm 1941, wenld
have all his 2iadid4ities paid up, Trus, he wonld still be edligated
to pay the eame amount in 1943 as at presend, HRut if nis inecsme in
1943 were sxell) or negligidle, he would not be parting completely
from his wonay; rather he would be lending 1% S0 the Government,
engeging, as 1% were, in commuleory saving or in the osapuleory pur-
chuse of a $tax anticipatien note. He would be Bulilding up 21 aseed
on vhich he presumadly esuld Rorrow, an asset that wonld be redeened
in 1944, Trus, aleo, he wrnld be requirsd to engage in compulsery
saviag vhen he aould least afferd {8, i,e., vhan his income had declined
sharplys dud Shis 1s certsinly bDettsr than meking him pay Saxes Shab
he will never ge$ dack,

27 The adninistrative preblems wuld arise becanse of $he nesd te give
exployese receipts or informtion slips swry Swo or Shree menths,
and beocanse of the Sising problen yaised Dy the necesaity of having
recelipts within 1% days after the closs ¢f the month,

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



“3‘

The intividux) vhose income Res risen from 19kl to 1942 will not
be ensirely oul of dedd te the Goverasent, but his dedd will be only
& frootion of what 4% 1o at present, singe 4% wuld e equsl seliely
to ths exeess of 1042 1iabili%iee ovsr the Sentative tax paid 4n 19%2,

b, fyachronising $ax puyments with receipt ef incoms

The Ruml plan sdthent osllestion ut sonrce snd withous the
special relief provicion admittedly fices not involve the collection
of 1iabilities eimultanecusly with the receipt of incone. The tax
payable in 19U5, for example, would depend not at nll on sotual income
1 1955, Yut wolely on income iz IGWU and the changs in income from
1943 to 1SN f.e., sotuel tax payments in any year ualar the Bumd
plan depend on the insome history during the preceding twe years,

Indeedt, for psrecns with flustusting incomes, She plan wuld
make the paynent problem worse mther than belter. This s fine
dlcated Ly the following sxanpla, whiich aesunes unchanged tax rates)

3 7 H ﬁ: s
Tosr 3 vy t FPyasent 1§  Huml

g iadllitles |,  oues 1 nlea

192 $10,000

198 15,000 £10,000

1 10,000 15,000 $20,000
1948 16,000 10,000 5,000
1946 10,000 15,000 20,000

In a year folleving an sinormally good year, the amcunt to be pald is
Eigh Yecause, as at present, the teatative tax ia figured oa the pre-
aeding year's high incone snd, ia sddition, besause there is sudstantial
deficliendy paynent on the preseding year's income, Uoaversely, ina
yoar folleving an adnormally dad year, the smmunt to be psid is lev
bhessnee the tentative tax ie figurel on a low incone avd bBecause a

Sax eredit is dus for the preceding yeur.

The speeinl relief provision euggesied by Nr, Runl is not an
afequate solution $o the lack of synchronizstion of tax payments with
the regseipt of inecoms., In the first place, it would apply only teo
invone fyen perennal servises. Yor adxiniectrative reassons, 4t conld
not U9 extended Ve income fyom propsriy, and, indesd, might have e
be restriated sven frther S0 wages afd salaries aloas, Yet busiaess
ineeme ani inseme fyem properiy are typleslly fay more wariable than
incone from wages and salaries. In the eecend place, the provision
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wnld be optiemal, not mandatorv. Coasegqueatly, 1% wonld Sead %o be
invoked only vhen incowe desreaned, althoush the nead for syashronisé-
Sion iy a% least as great vhen incost inersases, In the third place,
aven if restiricted te wages pnl salaries, Rhe provision weuld invelve
sericns sinminietyrative diffienlties. Informmtion returns ars now
received fron saployers only for wages and salaries duxing the pro-
eoding yonr, Yo check tndividual declarations of reduced wages end
sulariss would require informaVion refurne for a year ahead, IS 4s
dubious viether the gain from the ralief provision wuld de worth

She adninistrative coot, oxaept vssibly for persona vhe go into
uilitary service. Yor these persons, the sdminietrstive prodlam 4s
lenst, nnd the need for relief greateat,

1inking the Buml plan with collection ad source, on the other
hond, would go & long way towrrd synchronising tax payments with
reoelipnt of incume, socomplishing thie oDjective entirely for the
firet Lracket Tath snd for sources of incoma subject to wishholéiag.
At the rates included im H.R, 7378 and at 1942 levels of business,
& 19 peroent withholding rate weuléd nesn collestiag st source alwmest
£5 billion out of total liabilities of $8 Mllion,

From the point of vievw of an adequnte and flexidle fisesl policy
for wrtine, the lack of synochronisatfion of Sax paymeats with reseipt
9 fncone wonld be a fatal defest, At present, nsither a changs ina
tar rates noyr s change ix netional ixcoms affeets tax collestions
until Harch of She fellowiag yesr. Fayther, preseat methads of
edlleciion =~ selfeassssanent and quarterly iswtalnsat peynents «e
aye corplately insdeguate for an incowe tax vith higher rates
spplieable to some 30 nillion persmsas, Such a tax requirves nethods
of cellsntion adapted te the neels of the masses of the peopla
ascustoned to budgeting $n terms of weeke Oy months rsther than
quarters or ysare. The major problea af imcone Sax rafers ia %e
reovs those defwcts, which prevent the inceme tax from playing s
largs a role as 4% should play in the financing of the war,

¥ithout collestion at sourse, the Runl plan does not remeve
thess dafects. Conseguently, the Rurl plan deserves sarions eon-
sideration ns & vartine refors only if ¢t 1s linked with collestion

2%_sourcs.

e, Jarden on Sromayer ia filling out his retura

Under the Buxl plsn, the Xaxpayer will im Xarch of each yesr
have $o compuie () the tax on the incene of Vhe preasiing year at the
rates, axenmptions, and definition of Saxable income npjslicable te the
surrent yeary (b) the tax en the inmene of the pressding yesor st the
rates, exespiions, and definition of taxable income applioable to the
pressiing year, Itam (a) fe the Sentative tax for the curread yoerg
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1%em (b) ie his actusl 1isbility for the prageding year, This double
computution raiges no prodlen 1f rotes, axemtions, and the dofinition
of taxebis income de nct changse, sines (a) snt (b) would then be the
same, 1t does, however, serioasly comvlieste the somgputation of the
tax if any of these itenms changes, iawnlving in essence the preparvatlon
of two tax returns inntead of one,

If eollenticn at source s linked with the Runl plan, the Saxpsyer
most, in addition, comsute the tentative smount to be withheld en the
basis of the income of the preceding yeny subject to collestion st sourae,

3« Shifts in the tax burden under the Baml plan

The cancellation of 19h1 1iabilities would have no effect on the
taxee paid by persone with stable inconss until incones cessed deenuxe
of death or retirenent, AL that time, one yser's Sax payaents wonld
be eliminated., This shifts purs of the total tax burden from individurle
who are nov taxnayere $a persons who Revly beaoms Soxpaysre. The latter
will pay a tax for all years during vhich Shey reseive insomej the former
for sll but one yearx,

The canoellation of the 19U1 1isbilities would constitute a winie
221l galn to persons vhoae inoonss werw sbuornally high &n 1541 and a
relative loss $o parsons vhose inoores wera abnoraslly low iam 15%1,

Wis featurs 1s particnlarly undesirable since sbaoymally high incones

in 1941 in meny cases resulted from the war effort. True, in scme cases
the decline in incone from 1541 to 1942 may reflest a shift ints wartime
activities that might well have deserved specicl treatment. Eovever,
the Bunl plan would confer yellef only after the nesd for it had passed
singe euch persons will slready have arranged to pay thelr taxss on 1341
income., Horsaver, many, and probatly moet, of the declines iz incone
wore not msnociated with euch a shift from neacetine to wartine motivity,

Thie defest of the Bun]l plan could be mitianted, thouzh not elimi.
anted, by providing for the cancellation ¢f either 15k1 or 1542 1lobilities,
wvhichever iz swalley, ¥hen the 1pdividual filed his return 4n Bareh 19473,
he would compute the $ax on 1942 income at present lav retes and sxemptioas,
If this $ax were higher than the tax hae comcuted in March, 1942, on the
basie of 194X income, he would be veguired to pay the 4Aifference. But
1¢ the tax on 1542 incone wers lower than tha tax on 1541 income, he would
oet be given a credit or a refuni, Instead, the tax computed on 194}
incone would be treated ns the tax due. Zven with this modifieation,
windfall geins would be realised by persons with sbnoymslly hish incomes
9 both 1941 and 1942, %hie, too, i¢ undesirable sinse many persone
profiting frem the wmy will Yo in this situstion.
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While thias modifieetion would soften the inequity involvsd in
the cenoellation of a yeor's tax 18abilities, and wonld elinminate
any refunds beszure of such cancellatien, it wonld disarininate
agzeingt pearacns vith fluctusting Lncomes.

b, %The revenue offest of the Buxd plen

8, Xithout mollection ak asurae

Agturl collesptione during 1983 under the Huml plan, with
rates an in ¥R, 7378 aud without collectionm at scurce, weuld be

as followes
{Ia villions)
(a) Tontative tax on 1943 income, dased
on 1942 incoms (payable in quarterly
lastalnents) $8
(V) Ueficlengy pawable on 1942 incomes

Lisbilities on 1542 incone
(pres=nt iav rctem snd exemptions) £5

Tentative tax poid on 1942 inoome
{12abilitiae o2 1951 income

undeyr prasent law) s
sggregate deficieney (payable
in March, 1943) 1
Total eolleaticns $9

Total collections of §9 bllilion under the Buul plan would there.
fore be sppreximately &1 billion larger $han under H.R., 7378, if
celleation at source is dlaregarded, sinae 1inbilities under H,B., 7378
would be equal to the tendative tax on 1943 incons under the Rusl plea,

It ehould be noted that the agzregnte feficlency payable in 15u3
inwlves vaying more thun one year's Saxes in one {ear we the Santntive
tax on 1943 incone plus that part of the $ax on 1942 inonnme mot dis-
charged By the tentutive tax computed om the Dasin of 1541 income, %The
afiditional smount »syable ia this way ie gquantitatively almeet ue lnrge
as $he afditionnl amount payable under $he 5§ peraent collestion at
soures plan ia H.B, 7378 - §1 Blilion compared $o approxikately
$11 villion,
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Despite lsrger collections than under H.R. 7378 vithont eollection
at sourve, the Rurml plau would probably he lass affective in witddrawving
parekasing power from the market far conwuncr goods, ¥he resson for
this is that persons who Rad accorued thefr 1G42 tax liebilities during
1942 would be able to pay the tentative tax on 1943 ineons from amounts
acorued during 1942 and would be unter no oompulsion to scorue the 19Uk
tax during 1943, Under H,R. 7377, on She other huud, such persons wonld
discharge thatr 1542 11ad124ty in 1543 with swounts scormad during 1942,
and wuld moorue in 1943 thelr 16473 1tebilities payadle in 1944, In
oxder $o offaet the sxiyr Dillion dollars that would be collacted undeyr
she Runl plan, only 1/8 of the $8 dilllon liabllity under the rates of
H.2. 7378 would have to te asorusi, V¥hils the awonat cctually sserued
is not known, it seems 1ikely that gonsiderably more thaan 1/8 wonld be
acoruel. Conssquently, the Fuml plan vonld be less affsctive in with.
drawing purchaeing powsr from the market for consuer goods than E.R, 7378
sven though 1% yielded nmoye reveme,

b, ¥ith collection at somrse

If collmation nt source at a 19 pereent rate is sdded to
the Eum) plan, the revenne estimate given above beconest 1/

§9 billion minus 19 percent of 1942 income subject to withholding
plue 18 percent of 1943 incons subjeet to withholding,

Binilarly, 1f colleation at spurce fa takten into account, the
roveaus during calendar 1943 from H.R, 7378 becomest

£8 blliton plus 8§ peroent of 3943 incoma subjest to vithhelding
The differance Vetvesn the tw Decomes:

$1 %illica minue 13 parcent of 1542 incoms subject to withholding
plus 1 pereent of 1943 income snblest to withholding.

Income in 1943 will doubtlesz be highar than in 1942, However,
the ratio of 10L3 income to 1942 income is unlikely $0 be so high ae
19 te 1k, Ooneequently, with collestion at ecurce usder doth E.R. 73718
and the Rusl plnn, eollections unfer H.R, 7378 are 1ikely %o frll short
of eollections under the Runl plan by consideradly less thaa §) dillion,
and, indeed, may even sxuseed ocelleotions unler the Ruzl plaa,

y This estinate and Yhoase that follew ars on She Dzeis of $hs szOURL

of Saxes withheld from Saxpayers, They are Sherefors larger than
agtanl ecollections, eince the amount withheld Z2uring the last

quarter of ths yeary {Gotober - Dscemder) would not bte turned cver
%o the Bursaa of Internal Reverne uatil January of the follewving
yeoar,
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5. OConalusions

&, %The Fual plan deaerves sorionx considerstion as a wartime
roforz only Af it L linked with collestion at ssurcs at the conbined
noreal and £irst bracket surtax rate.

b. Tvan if linked with collecticn a% sourss, the Run) plan is
lass satisfastery thon the plan contained 4in R.B. 7378, sinae it
would be lensaffentive in withdrawing purchasing powsr fyom the
market for consumer goods zmnd would be less eguitedle,

a. If linked with collegtion at scurce, the Fuml plan might
be preforuble to & asontinmuution of precent sethode oF tax collestion,
$1.8., t0 self-asseasment snd quarterly instalment payments with no
provisicaafor collection at eource.

ds 7The Jum} plan does not aliminate thes parment of sore than
one yesr's baxes in ealendar 29U3. The deficiency psynmsnts on 19L2
tnoome due in March 1943, ars gquantitatively almost as large as the
anount that would e withheld onder the 5 nercent collection at
souree provided for in H.R, 7378. The additionsl payments would,
howvever, be uade Ly 4iffer«al persons,

¢, The canoelladion of 15HL 1isbilitles provided for by the
Busl plan would confer & windfnll gein on persoas with abrormslly
high incomee in 1941, This defsot could be redused dut not eliminated
Yy providing for the cancellation of either 10b) er 1942 liabilities,
whighaver is tha enaller.

f. The cancellation of one yaar'e liubilities wonld shift part
of She tax burden from perscns who ars pov taypayers %o persons whe
nevly hecote texpayers,

g+ The Buml plan without collection at eource in large naneure
accosplishes the odjective ef koening the taxpagar eut ef dedt to
the Goverament.

2. %he Rum) plan without csllection mt source does not
synohronine tax payments with the receipt of incone, Indeed, in
sone cases it way make the psyment probdles worse $han under the
present lav. Actual tax paymente im any year dspend eon the inoome
Ristory during the proceding Swe years,

Pressury Departneat, Divisien ¢f Tax Ressarch August B, 1gh2

Prieduantid
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