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Statenent to House Ways and Means Committes on
Revision of Income Tax Payment Methods

I. Introduction
In response to z reguest of the Comnittes, I am here

to disouss the income tax payment prodlem. The problem

of putting income texes on e pay-ass-you-go basis was
mentioned by President Hoosevelt in his recent Budget
Hessage, in connection with his request to Congress for

en additional $16 billion of additionel collections for

the fiscal year 1944, It is my understanding that the
Committee desires at this time to consider the pay-aseyou-go
question, and my statemen{ftoday will, therefore, be limited
to this gubject. It will not deal with other phases of our
tax problem.

I schould like to say in passing, however, that what
the Congress does in solving the payment problem will have
a direct bearing on the overall revenue program. To
prepare the income tax for its part In deasling with the
crucial problem of war finance, an overhauling of payment
methods 1s essential., Morsover, the method employed to
put the income isx on a pay-as-you~go baslas will directly
affect the dollers-and-cents yleld of the tax and the timing

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

-2

of the flow of revenue into the Treasury. Over-all revenue
needs, therefore, should be kept clearly in mind in drawing
up the speclfic provisions of & new income tax payment plan.

Owing to the great expansion of the individual income
tax now takling place in response to war needs, the
strengthening of our system of income tex collections has
becone & first order of business. The 39 million individual
taxpayers peying income taxes of almost $10 billlon for
1942 under the present law must be afforded a way of meeting
their tax obligetions with a maximum of convenience and a
minimum of hardship. In addition, the Tressury should be
protected from taxpeyer delinquency and resultant loss of
revenue., And, finally, the Government needs a flexible
instrument of fiscal policy under which revenues will react
speedily to changes in tax rates and exemptions and in the
national incone.

The Treasury Uepertment has been acutely aware of
these noeds. Yor more than a year it has urged the conversion
of a subatantiesl part of the income tax to 2 current besls
by means of collection at source. The purrose of ny statement
today is to review the income tax payment problem mnd to
analyge briefly methods which may be helpful in its solution.

11, Defects in Our Present System of Payment
The income tax is the most direct and equitable method
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of reaching taxpaying ability. Since sas such it is, and
must remain, the bacicbone of the Federszl tax system, every
attention should be given to improving 14s structure snd
epnlication. For the great masses of taxpsyers the present
nothod of collecting the income tax payment hes the besic
defect that tax payments are not synchronized with the
raceipt of the income on which the tzx is based. This
defect arises partly because installment paynonts are not
timed to fit the receipt of income =nd partly becsuse the
taxes on a given yeoer's income are not payable until the
following year.

A. Poor Adaptation to Taxvayers'! Dudgets and Flow
of Income.

A system of equsl gquarterly installments ignores the
basic fact that nont people Yspend as they get,! that is,
they budget on 2 weekly, semi-monthly, or monthly basis
according to the interval between pay-checks. Such a system
elso ignores the wide wariastions in income receipts from
one guarter to the next for such pereons as farmers and
seasonal workers. ZXqual quarterly installmonts are,
therafore, ill-adapted both to prevailing budget habita and
to the flow of income,

This defect was not serious when income tax rates were

low snd the tax reached only the minority of our population

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

-l e

with relptively large incomes. But in recent years the

defect has been greatly magnified. The tex has been broadened
to reach many millions of mdditional taxpnyers with small
incomes nnd 1little experience in planning thelr finances to
mest large bills =t infrequent intervals. Horeover, ths
burden of the tax has been greatly increpsed for all $axnayers.
A sultsble pay-ms=-you~go method will be of great asslistance

to milliona of persons who otherwlise will be hard pressed

to moet their tax bills.

B, The One-Year Lag of Collections.

inother difficulty of our existing method of payment,
from the standpoint of the vast mejority of taxpayers, is
that this yesr's tax payments are based on last year's income.
The resultant lrg caused no serious psyment problem as long
as8 the income tax burden was relatively low mnd the persons
principally affected by the tax were accustomed to saving
and budgeting for varlous obligations, including taxes. 3But
with the expansion of the income tax the one-year collection
lag has becoms 2 vital problem. To be sure, the lag does
not cause the taxpayer Aifficulty as long as his inconme
continues at a steady pace. If, however, his income varies
from year to year, his taxes will be poorly geared to his

receipt of 4income. And if his income daclines sharply or
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ceases entirely, as at unemployment, retirement, disabllity

or derth, the overhsnglng tax debt may csuee real hardship,

III, The Pavmeni Problem 4is It Affects
specific Pasnaysyr Grouns

The problem faced by taxpasyers in mecting thelr tax
bille end the nature of the selutions that can be nrovided
devend in large part »n the size and source of their Incomes,
For vresent vurposes the estimated 44 million individuals
obliznted to vay texes on 1SU3 income may be clansified
into three distinct groups: (1) 30 million wage and salary
aarners vhose incomes after exemptions do not go above the
first surtax bracket; (2) 10 nillicn taxpayers whose incomes
also do nct go above the first surtax bracket, but who
retelve more than a2 nominal awmount of incoue {rom sources
other than wazes or salaries; and {3) % million persons
whore incomes from all sources excsed the first surtex
bracket., (Table 1), The problem is different for esch
£roUD.

A. Ypre and Snalery Xarners,

1., The Pavmant Problem

The overvhelning majority of the ll million taxpaysrs
for 1943 will be wege and salary earners whose incomes after

exemstions will not exceed the first surtax bracket of 2,000,
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This gsroup covers single persons with net incomes up teo
$2500, married courles with net incomes up to $320C, and
married couples with two devendents with net income up to
$3900. It is this group which is hit hardest by the
defects in our present payment system.

Toxpayers in this group ere acrustomed to weekly or
nonthly budgeting under wiilch axpendliurss are directly
governed by the vay envelope, They are under considerable
prossurs to use their incomz when it is avalleble, that ie,
to spend as they get, They find 1t extremely difficult to
make adequate rrovision for meeting lump-sum tax bills
which fall due a yesr after the rsceipt of the incone being
taxed, Becauss of uncertainty of emmloyment, they can not
egscape uncertainty sbout future incone, Horeover, if their
income stons hecnnes of unemploynent, entrence into the
armed forces, sickness, or death, the income tax debt for
the last year of income may becone a crushing burden,

2. Pay-ss-you-gzo for Yere and Salnry Zsrners,

Under such c¢-ndltions collection st source nrovides the
only sdequate answar to the tax payment problem, Under such
e system the incoms tox on these wages and salaries wonld be
paid by withdrawing it week by veek and month by month vhen

the ngy envalepe is handed to the employee, The wage and
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salary earner's taxes would be automatically budgeted
beonuse tax payments would coincide with the xreceint of
income, At the same time the problem of income tax debt
would be eliminated for this taxpsyer. If the normal tax
and the first bracket surtax, that is, the Ybasric liability"
were gollected at source in thia mauner, 30 million of the
B4 million taxpeyers estimsbted for 1943, or nearly 77 percent,
would be current. {Table 1) o pay-as-you-go plan is
acceptable unless it viakes substantially current at least
this group of wage ond salary earners.

A collectlon st source gysiem rust be framed with
these criteria in viewt The current collections rust
spproximste as closely as possidle the employes'e liability
for the yearj; the employee must not be recuired to make
quarterly or other unnecagsary returns; the machinery of
collection mupt be made as adrpigble as possible {o the
accounting and business methods of the employer, The
principal elements of ¢ collection at source plan that
would meet these criteris msy be sumwoerized as follows:

¥irst. Vhile any vay-ss-you-go plan should currently
dischargze as much &8 possible of the taxpayer's liebilities,

1t should nrlzo be so adjusted as not to collect more than the
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1iabilities. This objective can be achieved by collecting
at source only on amounts of incoms in excess of sn allowance
for exemptions and deduciions, In other words, the emount
of each vage or salary nayment subjJect to collection at
aource would be detzrmined by subtracting from the gross
vayteat an allowance for nersonal exsmotions sad normal
deductions, These allowances would be prorated according
to the length of the pay veriod, thet is, weekly, semi-monthly,
monthkly, or other perlod, For exsmple, under existing
exeaptions the weekly sllowance might be 11,00 fer a
tingle person, $26.00 for a married couple, and $8.00
aféitionnl for cmch dependent, These prounts are made
sonevhat larger than the prorated annusl exemmtion in order
to incorporete an sllovaence for aversre deductions., The
allowance for personal exemptions would be based on a simple
statement furnished by the smployee to his employer.

It is important to note that any systen of withholding
incone tax wirlch does unot znllov sxemmtlons, or which-zllows
only a uniform exemption for all employees without regsrd
to their marital or dependency status, would not meet the
need, Substential under-collection, with rasulting lerge
deficiency payments or substantlel over-collectlons with

resulting large refunds or both, would result in num=zrous
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cases under 2 withholding system not geared to actual income
tox exemptions,

Second. The rate applied to the wape and salary payments
after these allowances wonld be set a0 as to collect
approximately the basic tax 1liability, that is, the normal
tax of 6 percent plus the minimum surtax rate of 13 percent.
However, the rate wouid dbe slightly lower than the sum of
the normal tax snd the first bracket surtax in order to make
further allowance for deductions and to s£llow for vacations
without pay, occasional perlods of unemployment, and possible
fluctuatione in income above and below the taxable limit,

In this.way, refunds for over-payment at the source wonld be
held to a minimum,

Third. After the close of the ysar, these taxpaydrs
wonld file simple returns showing their aétual income snd
final 1iabil’'ty for the year. Adjustments of actual collecticns
at source to the final liability would be made by means of
additional payment or refunds, For tha vast majority of wage
earners, such adjustments wonld involve a deficiancy or
refund of only a few dellars.

Fourth. Apart from the allowance of exermtions according

to marital gnd denendency status, the essential mechanism

for such a method of collection at source is already

established under the withholding machinery adopted for
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collecting the Victory Tax on wazes and salaries, Collection

8t source of the Victory Tax should be integrated with

collection at source of the regular income tax. However,

the Congress may went t0 congider the possibility of

abeorbing the Viectory tax into the reguler income tax msystem,
The Commnittae mey wish to consider the desirsbility

of collecting 2t source thé basic liability on dividends,

as well as on wages and salaries. In the nanse of dividends

the normal and first braclket surtax could be collected on

the gross anmunt. The administrative problems will,

of course, have to be wyeighed, but since dividend recelpis

renresent a sizeable portion of the income of millions

of taxpayers for 1943, collecting the tax on such income pt

the source wonld be a considerable contribution to a pay-

as-you~-go system of tax collestion.

B, Persons With Income from Other Sourcesg ot in Excess of
Pirst Surtax Bracket,

The incomes of many taxpayers do not recdily fit into
a system of collection at the mource. By far ths largest
group of such taxpayers consists of those who receive income
from gources other then wages or salaries, and whose total
income iz not in excess of the first surtax dracket. Tor

1943 14 1g estimated that 10 million of the b4 million
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taxpeyers will be in thig group. Thelr problem ls different
from that of wage snd selary earners, and the systen of
current collection vhich ie set up for them wmust differ
eccordingly.

1. Payment Problenm

The incomes of several million small taxpayers consist
of business profits, vrofessional fees, rents, and fam
receipts., The flow of income from most of these gonrces
fluctuates widely from year to year, add frequently even
from messon to season. Under our presant system theee
taxvayers often find that their tax payments are badly out
of gtep with income. The resgult in many cases 1s difficulty
and even hardship. Moreover, the tax pavments of such
persons on a quarterly basis may not at sll coincide with
the recelpt of cash income, which may be Zumped in one
quarter or two guarters of the year. And when income drops
off or stops entirely, these taxpayers are faced witk the
same difficulties as small wage and szlary earners, The
need for a vay-as~you-go systen of tax collection is fully
s pressing for them as for wage and salary earners.

Since the incomes of these people come in irregular
ampunts and from many different payors, the need for

current payment cen not be met by collection at the source,

If persons with small incomes from non-wage sources ars to
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be put on s current bansis, one of two alternctive methods
may be emvloyed. One method would base tentative current
payments on prior-year income, The other method would base
tentative current payments on simple guarterly statements

of income recaived in the current year. A further discussion
of these two methods may be helpful,

2. Alterhative Anproaches to n Solution

a, Tontative Payments Based on last vear's income
Under the firast of the two methods for collecting

taxes on non-wage incomes the taxnayer would be reguired to
npke tantative payments in the current year on the basis
of the previous year's income and to nmake an adjustment in
the following ysar for overpayment or underpayment. For example,
the tentative tax for 16HM would be based on the income of
1943 as revorted on March 15, 1944, After the end of the
ysar, on ¥arch 15, 1045, s final csloulation of 194l income
wonld be made, If the tax payments in 1944 proved to be
too small, the deficliency would be paid at this time., If
the paymenta-proved to be too large, the taxpayer would
receive a credit or refund of the excess payment.

Under this sytem the tax vayments made in easch year
would depend-not only om what the income had been in the

previous year, but also on how much the income of that
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previous yenr differed in turn from the income of the year
prior to 1t, 1f a person's income ware stoble from year
to year, his tax payments unnder thig plan would de substanilally
curreat, I1If, however, his income were not stable, he might
be very for from being current since his tax payments in
&ny year would not be geared to the income of that year,
Thus, a person vhose income increased from year to year
wonld have deficiencles to meke up each yesr, while a
person vhose incoms deeresged from year to yaar would have
eredits or refunds due him each year, If the flucturtions
in income were such thet incresses and decrenses alternated,
the deviation from current payment would be 211 the greater,
To i1llustrate the inadequacy of this method with
an extreme, let us assume that & taxpayer in four successive
yesrs had income of $2,000 in Year 1, $4,000 in Year 2,
$8,000 in Year 3, and $2,0C0 in Year L, His payment in
Year 3 at iG42 rates would be & tentative amount of £992,
baged on the 34,000 income for Yeer 2, In addition, he wuld
also in Yeer 3 have to pay a deficlency of 3460 in taxes
for Ysar 2, becruse in that year he had paid a tenbative
tex based on an income of only $2,07:0, his income in Yeear
1, vhereas his actual income in Year 2 was $1,000, Thus,

the payments which the taxpzyer must make in Year 3 depend
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upon what his incone was in Yesrs 1, 2, and 3., Going on
to Year L, when the taxpsyer's incone is actuslly $2,000,
he will pay & tentative tax of $1,532, bzsed on the 38,000
income of Yeny 3, and, in addition, he will sleo have to
vay a deficiency of $1,392 for Year 3 because in that year
he had paid s tax measured by the Year 2 income of 54,000,
while his acturl Year 3 income was $8,000, gﬁv 1s thus
required in Year U to pay a total of $2,922, or $922 more
than hig income in that year, Thus, when inconmes either
rise or fall, the tax payments in a given year are based
on the income of the two preceding yeare and are not
related to the income of the current year,

As has been pointed out, this method works well for
stable incomea, but without further refinement does not
work well for fluctuating incomes, 8tability is the
exceptidn rather than the rule, Most incomes are
characterized by fluotuation « up one yenr, down the next,
or up for several years, and then down for severcl years,
It i estimated thut the incomes of nearly 70 pesrcent
of the tazpayers for 1943 will wary substantislly, either
up or down, from their 1942 incomes,

To base the tentetive payments on last year's income

vhen that income will generally be something higher or lower
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thon this year's fncome, is not psyeaseyou-ge but paysas-you
went, It is just this payeas-youewent aspect of our
present system that we sesk to avoid.

It may be sugrested thnt the defeciszof such a systen
cen be matched by a relisf provision which would permit
adjustnents in the tentative tex when the curreat year's
incone is expected to differ from the prior year's inconme,
But since fluctuation in income ig the rule, 2 provision
dssigned 4o hondle exceptions would to the extent 1t wase
followved amctually become the rule, Taxpayers might e
expecied to take advanteze of a parmissive provision vhen
their incomes were declining, but they could not ba exnected
tgz/nake the correction when thelr Incomes wera increasing,
unless the providon vwere mads mandatory instend of peraissivs,

b, Tentative —ayments based sn cuarterly
statenents of this yesr's inconme

Since corrections to take care of fluctuations
in inoomes would depert in £o pany cases from the prior year's
income, it msy be helpful $o conwlder a method which would
go more directly to current income, Thus, a system of
auarterly veyment beosed on guarterly statements of current
income might be put into effect. Such a quarterly statement
end payment system would be s sunplement to collection at
source on wages and salaries. It would enable taxpesyers with

gseasonsl incomes ~- for example, farmers and many types of
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businessnon == to gear thelr tar payments much more closely
to income then is possible under the present system of equel
quarterly iunstsllments. The quarterly statement of current
Stncome would be simple in form, asg ghown in Table 2. It
should be noted thet similar statements would be necessary
undexr the method of basing payments on last year's income.

3. Luarterly sistement method for income from
gources other than wameg and salaries.

Porsons of gmall means with income from such sowrces
gs business profits, vrofessional fees, and form incones,
could be put on a pay-as-you-zo basis by the following stepss

n. Zfvery three months they would fille a
slople statement of thelr best estimate of net
income from sources not subJect to collection
at source.

Y. On the basis of such income lens prorated
exemptions, they would psy a tentative tax each
quarter at the basice-llsbility rate used in
collecting taxes at source.

c. After the close of the year, they would
repord actuanl income, compute the sctuel liability,
and make the neceassry adjustment,

C. The treatment of taxneyers with higher incomes.

If current collection st the basic-llability rate were
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adopted, only a small minority of taxpayers would not becamw
cuxrrent with respect to the greater part of their liabilitles.
0f the 44 million texpayers estimated for 1943, only 4 million
woilld have surtax net incomes in excess of {2,000, that is

in xcess of the first surtex bracket, To provide complete
current collection for this group in the higher income brackets
presents obvious difficulties because of the graduation of
the tax rates dopending on the amount of income received.
Fortunately this is also the group for whom full current
collection is least essential, Those taxpayers have been
accustomed to paying taxes for many years, and they have

the resourcesg and the expenditure habits suitable to an
advance &ccwmulation of tax funds. If their income stops
suddenly, they would generally still be in position to

meet their tax liabilities over and above the currently paid
basic liability. Uoreover, most of this group of higher
bracket taxpayers would become substantially current if the
methods previously descrihed for collecting currsntly the
normal tax and minimum surtax were put into operation, It
should be observed that such current collection methods would
apply to all of the income of the taxpayer regardless of

the surtax bracket in which it fell. Thus a person with

an income of {10,000 above exemptions would, at & 19 percent
basic liability rate, pay currently $1900 of a total
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liebility, or _____ percent.

Continuing the present method of collecting liabilities
in excess of the normal tax and surtax at the first bracket
rate would, as previously mentloned, lsave not fully current
only 10 percent of the taxpayers. Of these nine-tenths
would have more than three-wuarters of their total liability
currently paide. For only one taxpayer in a hundred would
the tax 1iability not paid currently amount to more than
ong quarter of his total liability.

Full current payment with only minor adjustments after
the end of the year could be devised for gll taxpayers if
this were desired. To accouplish this the current quarterly
payments previously discussed would be enlarged to include
not only the basic liability, but also liability in the
higher surtax brackets. Each quarterly payment could be based
either on an estimate of income for the year or on an estimate
of income for the gquarter, in either case with appropriate
adjustments during énd after the year,

IV. The problem of itransition

Ae The nature of the problem

Two distinct problems are involved in putting the income
tax on & pay-as-you-yo basis —— firsi, the method of current
payment that is best for steady year-in year-out use; and

second, how to shift to that method. So far, I have been
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discussing the first problem. I should like now to turn
to the second problem —— that of transition.

A transition problem arises because if we start collecting
this year the tax on this year's income without any other
action, taxpayers will be obliged to meet in a single year
both the tax on last year's income and the tax on this yeart's
incorme. To the extent that we go on a current basis in 1943,
‘taxpayersvill be paying in 1943 their liabilitles on 1943
income while still owing their 1942 lisbilities. If they
ares required to puy both years! liabilities this yecar, there
will clearly be & doubling up of tax payments. The extent
of the doubling-up depends on the amount collected currently.
For example, if current collection applies to normal tax
and the surtax at the first bracket rate, thore is doubling-up
with respect to this part of the tax, but there is no
doubling-up with respect to the higher surtax rates. If
current collection applies to the entire tax, there is
doubling-up with respect to one year's whole tax.

B. Possible methods of Achlieving Transition

One method of achieving transition is to forgive part or
all of a year's tax lisbilities. A second method is to require
individuals to continue to pay their 1942 taxes as at present,
and at the same time, begin current collection of 1943 taxes.
A third nothod is to postpone part or all of a year's lisbilities,
permitting the postponed amounts to be amortized over a period
longer than a year,
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1. Yorgivensss of & yesr'!s taxes.

A method of achleving transition that has becen widely
discussed iz %o i‘orgive a year's liability. The overlapping
of two year's tax liabilities can be completely eliminated
only through forgiveness. The amount of forgivenaess would
be geared to the degres of current cocllection achieved,

If current collection were to apply to the total liability,
the corplete elimination of over-lapping would require the
forglvencss oi tie whole of & year's tax. If cwrrent
collection were to apply to the basic lizbility —— the normal
tax and tho surtax at the {irst bracket rate - the complete
elinination of over-lapping would require the forgiveness

of a year's basic liability, but not of the rest of the

taxe

Considerable confusion has arisen in the courae of
the widespread uiscussion of proposals to forgive a year's
taxes &s a meuans of shifting to current collection. Two
main points need clarification: (1) the effect of forgiveness
on Federal revenue; and (2) its effect on the economic
position of individualas,.

a. The Effect of Forgiveness on Federal
levenues,

The effect on the amount of money taken into
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the Pederal treasury resulting from placing the income tex
on a current bssis and forgiving e yesr's tuxes can not be
determined except by comparing this treatment with some
alternative. If the comouriszon is with the present sayment
method at existing retes, the canceliastion of 1943 lisbilities
combinsd with current collection of subsequent liubilitles
need not involve either an ingcreape or decrszse in the smount
of money taken into the Treasury in any given span of years.
Each individuci subject to texation in 1942 hus one year's
1iability cancelied, but he is ot the same time reyuired

to pay another yeur's licbiiity sooner than he othervwise
would. Individusls who were not taxpayers in 1942 but vho
become taxpayers subsequently will be obliged to pey

their liabliities one year soomer than under existing law,
Individuels »ho die, or who cezse recelving an income,pay
the Government one year's less tuxes, but the money loss

on their account is offset by and large by the fact that

new taxpayers begin paying their tuxes a year ecrlier. The
net result in money puid into the Government depends con
whether the psyments dropped out exceed or fuzll short of

the pzynents added in the some yesr. The payments dronped
out ¥ill be spresd over = period of years., If these years
are in genercl years of higher nctionsl income than 1942, the
actual receipta of the Government should be increased by the

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

-.22-

change. If they are yeurs of lover national income,
governmentul receists should decresse on account of the
change.

The amount of money thut comes into the Tressury
each fisccl year ie not the vwhole story. A Government
¥ith large debts would, by forgiving & yeur's taxes,
be digcuarding one of its sssets, just zs would & business
that cancelied all its zccounts receivable from customers,
Such & buslness could maintuin its receipts by going on
& c¢ash sales besis. Yel no one would szy thst the business
hzd not lost ngrets to the extent of the sccounts cancelled,
In exactly this sense the forgiveness of a yeur's taxzes
would cost the Government close to 10 billion dollars =

the estinzated awvount of linbilities on 1942 income.

b. The effect of forgiveness on the
economic status of individuals.

The fact thst the Government may take in as much money
in a fiscal year, despite the forgiveness of & yeurts tax
lisbilities, reflects lorger psyments by some tuxpsyers,
offsetting smuller peyments by others. The taxpayers who
pay less are those whose incomes hzve declined or ceased.
The texpayers who pay more are those whose incomes have
increcsed so that they become tuxable for the first time

or have %o psy a larger wmount of tux sooner thun they
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othervise would. The forgiveness of 1942 liabilities thus
affects tux poyments in different yeurs for different
taxpayers. BSo long &6 en individuxl's income is stuble,
forgiveness combined with corresponding current collection,
will not immedistely affect his tux psymenta, However,
if he has asccumulated liquid funds to dlscharge his tox
liabilities, these will be awuiluble to him for other uses.
And, in any eveni, he will ultimately escape the payment
of & year's taxes, when he dies or his income ceszses.

¥hile the effect of forgiveness on tax pauyments is not
felt until the individunl dies or his income declinee or
ceases, cancellation hus o slignificunt immediute effect on
his economic stitus. The amount of taxes cancelled represents
an irmediate addition to the individual's net uoslth. This
addition, which depends on the income of the individuel in
the ysar for which taxes are canceiled, varies widely from
individual to individual. If un individual had no income
in that year, and was not subject to tax, his economic
position would not be improved. If he had sn income of §3,000,
and the entire tax wes cancelled, he would gain §324. If he
hed an income of $1,000,000, he wouid guin $354,000.

The existence of an immedinte guin has been denled on
the ground that tax psyments centinue., The fact is, howsver,
that throughout the history of the income tax, our taxes

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



-2l -

heve been computed on & liability basis; that is, we have
taxes for the year 1942, for the year 1943, and so forth,
#eusured by the lacomes of tinose yeurs. The tax iiabiliity
for sach yeir depends on the income of thst yeur und the
rates sp;iicsble to thut year. Under standard accouanting
practice they musi be accrued for that year. A shift to
the current collection busis wiping out a year's lisbility,
adds thet much to the assets of each person by diminishing
his lisbillity. In the only sense in which we have computed
our income taxes, the result is & real gein to the taxpayer.
That this is the sense in which the income t:x his been
regarded not only by the awccountants, tut by the geanersl
public is sufficiently evidencesd by the demands for
forgiveness.

One way to judge the effect of forgiving the 1942 tax
is in terms of the increusses in tex liebility which hcove
been inposed to finance the waw and which have given riss to
the need to shift to a current collection system., This is
shomm in the sttsched table 3, where it appenrs that the
complete forgiveness of the 1942 tax liability would, in
these terms, benefit persons with large incomes reletively
more than persons with small incomes. A married person with
no dependents having a net income of $2,000 owes $1L40 tax
for 1942, or 7 percent of his income; with a $10,000 net

income, he owes $2,150, or 21 percent of his net income; with
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a net income of $100,000 he ovwes §84,060, or 64 percent
of his net income; with & net income of $1,000,000 he owes
$854,000, or 85 percent of his net income.

The increase in income tuxes for the 3-yesr period
1940-42 smounts to $L82 for a married person with no
dependents snd a net income of §2,000, The amount that
would be forgiven this individual is $140, or 77 sercent
of the increasgse for the thrcoe yesrs., At the §100,000 level,
the amount forgiven eyueis 102 percent of the increaxse
in taxes and at the £1,000,000 level, 320 percent. For an
individual with & $1,000,900 income in each of the iive
years 1938-1942 the reduction in tax lisbilities rosulting
from complete forgiveness would more taoun offset ali t:x
increcscs enucted since 1935.

The attached Table 4 shons the effect of cuncellation
on the individusl's weslth in another way, The amount
available to an individu:l each yesr to use for consumption
or to add to this wealth is the income he has left after
taxes, Table 4 shows the amount of tax forgiven as &
percentage of the income left after tuxes. For the
individusl with §€2,000 incoume the forgiven tax represents
only sbout 7 1/2 percent of a yeer's income efter tuxes —
or the equiwvulent c¢f less thar ‘one month's inccome, For the

irdividusl with §1,000,000 incore, the forgiven tax represents
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elmost 600 percent of a yeer's income after tuzes. The
forgiveness of & yeér's texes enables him to edd to his
wealth at one tstroke as much as he could &dd in 6 yezre
by saving every cent he had left after paying taxes and
spending nothing, and &s much a8 he eo.id add in 12 yerrs
by seving half of vhut he had loft after Jaying tsxes,

It has sometimes boen urgsd thet the guin from for—
giveness is offest by the resulting increzrce in estate tax
when the individusl dles. But the gain would be subject to
the estete tax only if it is not spent or given away in the
meantine end 1 the sstate is sufficiently laorge to be taxable
wmder the liberal estate tox exemptions. £&nd even if
subject to the estute tsx, the offsut is only partisl, reaching
50 percent anly for net estates in excess of £2,500,000.

k special esiute tsx could, of course, be deviced to recepture
a Larger port of the forgiven amownt if 14 were nst zpont or
given eway Iin the meentime. Those loopholes, too, could be
cloged by still other specitl texes. But any of thess deviees
for recaphuring to the cxtent that they are effactive amowmt
simply to not forgiving as much in the first place,.

2, Simultaneous collection of 1942 and 1943 taxes.

& second method of achieving transition is to
require individusls to pay their 1942 texes et the ssme tixe
a8 theoy are peying their 1943 teves. The &bility of particuler
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taxpaysrs to pay two yoers' tex liability in one yeer would
vary widely. Those who had sccrued their texes during 1942
and saved to pey them could pay the two years'! texes in
1943 with ne difficulty whatever. Othera, who had not emcrued
or gaved especially to meet toxes but who had other oredit
or accumulated liquid ssvings could also meet the two yeara!
lisbility in 1943 without wdue herdsghip. 84111l other
toexpayers, the amowmts of whose incowe subject to tax were
small, and whose taxes vore smell, might be able to aeet
the two yesrs' tuxes out of 1943 income without much
difficulty.

Thers would be, however, soue texpayers who feiled to
sccumulate tux reserves in 1942, and who coummted on paying
them out of 1943 inconms, whose rates of tax would be so high
and whose finunclel circumstunces so pressing thet the
paynent of two years! taxes in one year would be a sevarc
hardship, even using their aveilablc sources of credit,

Accordingly, a policy of »aying 1942 and 1943 taxes &ll in

1943 mey nead to be modsrated in view of the substential

hardskip it would cause same taxpayers.

In this connectlon, it is iicperntive to note that
in his Budget mezsags, the President asked thezt collections
for the fiscal year 1944 be increased by §16 billion.
Practically all of this $16 billion increacze in collections
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must be derived from individusls in the final anelysis,

Revenue measures to meet the Prasident's request would tske

from individuals in the fiscal year 1944 an additional

amount largey than the total expacted 1943 income taxas

at present rates, Clearly, carrying the President's

Budget meagage into effect will mean partial or complete
doubling of payments for individual texpayers generzlly.

0f course, the doubling would not fall on the same taxpeyers
in the same proportions as would result froa collecting
1942 income taxes in 1943,

Under these circumstances, shifting to a current
collection system and at the same time regquiring that
individuals continue to psy thelr lisbilitiss on 1942 income
is one way of raising some of the additionsl revenus we
need, The extra burden involved in paying part or all of
1942 tex liabilities must not be compared with no burden
&t all, The correct compariabu is between that burden and
the burden of other methods of raising the same amownt of
additional revenus, Accordingly, the simultaneous collection
of 1942 and 1943 texes should not be oompared with complete
canocellation snd no change in tex rates; but with complete
cancellation combined with a rise in tax rates. Otherwise,
the comparison is aimply betwesn more taxes and less taxes.
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3. The Postponement of 19/2 Liabilities
In view of the herdships for some individuals

involved in the simultsneous collection of 1942 and 1943
taxes, 1t may be desirable to postpone or defer the payment
of part of the 1942 liebilities. One method of collecting
the postponed tax would be simply to require the tsxpayesr
to pey the postponed tex zt hig discretion within a certain
number of years, sey before March 15, 1945. A second method
would be to divide the postponed tax into fixed installments
thet the tuxpayer would have to meot,

If the Congress should decide to adopt some plan of
compulgory lending collectible currently, the problem of
collecting postponed texes would be simplified. The amounts
collected under compulsory lending could be considered
an offset to the postponed taxes, i.e., 8 liguidation
of the postponed tex lisbility. This would be equivalent
to incressing the rate of current collection, whether at
pource or by querterly pasyments, and treating the additionsal
smownt collected a8 an offset to the postponed liabilities,

I should like to repeat that the method of transition
must be determined in the light of the revenue problem of
the Federal government, to whieh I have previously referred.

Very great increases in Government revenus are going to
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be required in the coming years. It seems more equitable
Yo collect at least to & substantial degree the tax
liabilities which have been imposed by past legislation
then to cancel a year'é 1liabillty and reise the additional
revenus by incresses in ratea. The method of rate increases,
combined with euncellation, would largely free higher incomes
from a year's taxes while imposing the additional burden more
heavily on the low income groups, since it is at this level
thut the income tax is capsble of further expansion. In
addition, the increase in rates would involve a large
contribution from new taxpayers than either of the other
alternatives. There will be some 5 million or so individusls
nho were not taxsble on their 1942 income but will be
taxable on their 1943 income. This group consiste primerily
of persons newly entering the labor merket, persons vho
will be working longer and hurder st war jobs, and
persons who will be shifting from civilien to war work. This
group, predominantly in the lower income clus:es, would
have to pay tax at higher rates than if current collection
were schieved elther by continuing oceyments on 1642 liabilitles
or by postponing these payments. And this group has not
counterbalancing gain from cancellation.

Further, in view of our revenue needs, the forgiveness
of & year's tax lisbility might be generally misconstrued
a8 an indication that tax burdeﬁs could be made lighter
instead of being mede heavier, Indeed, there is considerable

evidence that even the recent discussions of tax forgiveness
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have confused and demoralised the public &nd caused them
to doubt vhether they will really have to dear tax burdens
s8 high a8 those imposed by the Revenue Act of 1942,
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