Statement of Randolph E, Paul, General Counsel
for the Treasury, before the Committee on Ways and Means
of the House of Representatives on
Revision of Income Tax Payment Methods
February 2, 1943

I. Introduction

In response to the request of your Committee, I am here to discuss the
income tax vayment nrobdlem. The prodlem of putting income taxee on a pay-as-
you-go dasls was emphasized by President Roosevelt in his recent Budget
Message in connection with his request to Congress for $16 billion of
additional collections for the fiscal year 134k, It is my understanding
that the Committee desires at thie time to consider the pay-as-you-go
question, and my statement today will, therefore, be limited to this
subject. It will not deal with other phases of our tax problem.

I should like to say in paseing, however, that what the Congress does in
solving the payment problem will have a direct bearing on. the overall revenue
program. Tho method cmployed to put the income tax on a pay-as-you-go basis
will directly affect the dollars-and-conts yield of the tax and the timing
of the flow of revenue into the Treasury. Over-all revenue needs, therefore,
should be kept clearly in mind in drawing up the specific provisions of a
new income tax payment plan.

Owing to the great expansion of the individual income tax now taking place
in response to war needs, the streangthening of our system of income tax
payment has become a first order of business, The 39 million individual
taxpayers required to pay income taxes of almost $10 bdilliom for 1942 under
the present law must be afforded a way of meeting thelr tax obligations vwith
a maximum of convenience and & minimum of hardship., In addition, the
Treasury should be protected from taxpayer delinquency and resultant loss
of revenue. And, finally, the Government needs a flexidle instrument of
flscal policy under which revenues will react speadily to changes in tax
rates and exemptions and in the national income.

The Treasury Department and the Congress have been acutely aware of these
needs, During the course of the Revenue Revision of 1942 there was general
agreement that it would be highly desirable to put a substantial part of the
income tax on a current basls by means of collection at source, The purpose
of my statement today ie to review the income tax payment problem and to
analyze briefly methods which may be helpful in its solution,

II1. Defects in Dur Present Syitel of Peyment

The income tax is the most direct and equitable method of reaching
taxvaying adility. Since 1t is, and must remain, the backbdbone of the Federal
tax system, every attention should be given to improving ite structure and
epplication, Yor the great masses of taxpayers the mweent method of
oocllecting the income tax payment has the basic defect that tax peyments
are not synchronized with the receipt of the income on which the tax is
based, This defect arises partly because installment payments are not
timed to fit the receipt of income and partly because the taxes on a
glven year's income are not payable until the following year.
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A, Poor Adaptation to Taxpayers! Budgets and Flow of Income.

A system of equal quartelrly installments ignores the basic fact
that most meople budget on a weekly, semi-monthly, or monthly basie
according to the interval betwSen pay-checks. Such a system also ignores
the wide variations in income receipts from one quarter to the next for
such persons as farmers and seasonal workere, ZXqual quarterly installments
are acedrdingly ill-adapted both to prevalling dbudget hadbite and to the
flow of incomo.

This defect wae not serious when income tax ratee were low and the
tax reached anly the minority of our population with relatively large
incomes. 3But in recent years the defect has been greatly magnified.

The tax has been broadened to reach nmany millions of additional tax-
payers with emall incomce and little experience in planning their

finances to meet large bills at infrequent intervals, Moreover, tho
burden of the tax has been greatly increased for all taxpayers, A suitable
vay-as~you~go nethod will de of great assistance to nillions of pereons,

B. The Lag in Payments.

Another difficulty of our existing method of payment, from the
standpoint of the vast majority of taxpayers, is that this year's tax -
peyments are based on last year's income. The resultant lag caused no
serious payment prodlem as long as the income tax burden was relatively
low, and the persons principally affected by the tax were accustomed to
saving and dbudgeting for various obligations, including taxes. But with
the expansion of the income tax the payment 3ag has become a vital prodlem,
To be sure, the lag does not cause the taxpayer difficulty as long as his
income continues at a steady pace, If, however, his income varies from
year to year, his taxes will be poorly geared to his receipt of income.
And if hie income declines sharply or ceases entirely, as at unemployment,
retirement, disab lity or death, the overhanging tax debdt may cause real
hardship.

I1I. The Payment Problem As It Affects
Specific Taxpayer Groups

The yprodlem faced by texpayere in meeting their tax bills and the
nature of the solutions that can be provided depend in large part on the
size and source df thelr incomes, For present purposes the estimated
L4 million individuale obligated to pay taxce on 1943 income nay be
classificd into three distinct groupst (1) 30 million wage and salary
earners whose incomes after exemptions do not go adbove the first surtax
bracket of $2,000; (2) 10 million taxpayere whose incomes also do not go
above the first surtax bracket, but who rcceive more than a nominal
amount of income from sources other than wages or salaries; and (3) U
million persons whosn incomes from all sourcre oxceed the first surtax
bracket. (Table 1),
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A. Wage and Salary Barners.

1. The Payment Problem

The overwhelming majority of the LU million taxpayers for 1943 will
be wage and salary earners whose incomes after exemptions and credits
will not exceed the first surtax bracket of $2000. This group covers,
for example, single persons with net incomes up to $2500, married
couples without dependents with net incomes up to $3200, and married
couples with two dependents with net incomes up to $3900. It is this
group which is hit hardest by the defects in our present payment system.

Taxpayers in this group are accustomed to weekly or monthly
budgeting under which expenditures are directly governed by the pay
envelope, They are under considerable pressure to use their income as
soon as 1t becomes available., They find it extremely difficult to meke
adequate vrovision for meeting lump-sum tax bllls which fall due a year
after the receipt of the income being taxed. Beceuse of uncertainty
of employment, they can not escape uncertainty about future income.
Moreover, if their income stops because of unemployment, entrance into
the armed forces, sickness, or death, the income tax debt for the last
year of income may become a crushing burden.

2. & Pay-as-you-go Method for Wage and Salary Earners.

Under these conditions collection at source provides the only
adequate answer to the income tax peayment problem. Under such a system
the income tax on these wages and salaries would be paid by withdrawing
it week by week and month by month when the pay envelope 1s handed to
the employee. The wege and salary carners' taxcs would be automatically
budgeted becausc tax payments would coincide with the receipt of income.
At the same time the problem of income tax debt would be eliminated
for these taxpayers. If the normal tax and the first bracket surtax,
thot is, the "basic liability" were collected at source in this manner,
30 million of the 4U million taxpayers estimated for 1943, or nearly
7opercent, would be current. (Table 1) No pay-as-you-go plan is
adequate unless it makes current at least this group of wage and salary
eaTNATs.

It should Dbe kept in mind that collection at source does not in
itself increase or decrease the tax liability of the taxpayer,
Collection at source is merely a device designed to help the individual
pay his income tax currently as he earns his income., The individual
recelves full credit for the amounts collected at source when he filee
hie tax return at the end of the year. The amount of the tax liability
is determined by the rates imposed on everyone, whether the liability
i collected at source or not. Consequently, it is the rate of tax
liability that determines the rate of collection at source,
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A collection at sourse system must be framed with these criteria in
view: The current collections must approximate as closely as possible
the employee's liability for the year; the employee must not be required
to make quarterly or other unnecessary returns; the machinery of collection
must be made as adaptable as possible to the accounting and business
methods of the employer. The principal elements of a collection at
source plan that would meet these criteria may be summarized as follows:

First. As stated, any vay-as-you-go plan should currently discharge
as much as possible of the taxpayer's liabilities; it should also be so
edjusted as not to collect more than the liabilities, This objective
can be readily achieved by collecting at source only on esmounts of in-
come in excese of an allowance for exemptione and deductions. In other
wohde, the amount of each wage or salary peyment subject to collection
at source would bde determined by sudtracting from the gross payment an
allowance for personal exemptione and normal deductions, These allow~
ances would be prorated according to the ldngth of the pay period,
that is, weekly, semi-monthly, monthly, or other period, ¥or example,
under existing exemptions the weekly allowance might be $11,00 for a
single person, $26.00 for a married couple, and $8,00 additiona) for
each dcpendent., These amounts are made somewhat larger than the pro-
rated annual exemption in order to incorporate an allowance for average
deductiona. The allowance for personal exemptions would be based on a
simple statement furnished by the employee to his employer.

It is important to note that any system of withholding income tax
which does not allow exemptions, or which allows only a uniform exemption
for all employees without regord to their merital or dependency status,
would not meet the need. Substantial under-~collection with resulting
large deficiency payments, or substantial over-collections with resulting
large refunds, or both, would result in numerous cases under a withhold~
ing system not geared to actual income tax exemptions,.

Second. The rate apvnlied to the wage and salary payments after these
allowances would be srt so0 a8 to collect apnroximately the basie tax
1iability, that is, under present law the normal tax of 6 vercent plus
the minimum surtax rate of 13 prrcent. However, the rate would be
slightly lower than the sum of the normel tax and the first bracket surtax
in order to make further allowance for deductions and to allow for
vacations without pay, oocasional periods of unemployment, and possible
fluctuetions in income above and below the taxable linit, In this way,
refunds for over-vayment at the source would be held to a minimun.

Third. After the close of the year, these taxpayere would file
returns showing their actual income and final liability for the year.
Adjustments of actual collectimse at source to the final liability would
be made by means of additional payment or refunds, For the vast majority
of wage earners, such adjustments would involve a deficiency or refund
of only a few dollare,
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Fourth. Apart from the allowance of exemptions according to marital
and dependency status, the essential mechanism for such e method of col-~
lection st source is already esteblished under the withholding maechinery
adonted for collecting the Victory Tex on weges and saleries. Such col-
lection at snurce of the Victory Tex should be integrated with collection
at source of the reguler income tax. However, the Committee may wish to
consider the possibility of absorbing the Victory Tex into the regulsr
income tax system.

The Committees may wish to consider the desirability of collecting
at source the basic liatility on dividends, es wrll o8 on wages and
serlaries. In the case of dividends the normal snd first bracket surtex
could be collecgted on the groes smount. The administretive probleme will,
of course, hsve to be weighed, but since dividend receints renresent e size-
able portion of the income of millions of taxvayers for 1943, collecting
the tax on such income 2t the source would be a considerable contribution
to a pey-ss—you—go system of tex collection.

B. Persons Sub ject only to First Bracket Rate, With Income from
Sources Other Than Salaries and Weges.

The incomes of many taxpayers do not readily fit into a system of col-
lection at the source. By far the largest group of such taxpsyers censists
of those who receive more then s nominal smount of income from sources other
then wages or selaries, and whose total income is not in excess of the first
surtax bracket, For 1943 it is estimated that 10 million of the 4h million
taxnayers will be in this groun, Their problem is different from that of
wage and salery earners, and the system of current collection which is set up
for them mist differ sccordingly.

1. Peyment Problem

The incomes of seversl mlillion small taxpayers consist of business
profits, professionsl fees, rents, and farm receints, The flow of income
from most of these sources fluctuates widely from ycer to year, and
frequently even from season to season. Under our nresent system these
taexpeyers often find that their tax psyments are badly out of step with
income. The result in many cases is difficulty snd even hariship.
Moreover, the tax vayments of such persons on a querterly besis may not
et all coincide with the receint of cash income, which mey be lumped in
one guerter or two auerters of the year. And when income drops off or
stops entirely, these taxneyers are feced with the same Aifficulties es
smell wege and sslary esrners. The need for a pay-as-you-go system of tax
collection is fully as pressing for them as for wage and salary earners.

Since the incomes of these people come in irregulor amounts and from
meny different peyors, the need for current mayment cen not be met by
collection »t the source, If perspns with smrll incomes from non-wage
sources sre to be put on » current brsis, one of two rlternntive methods
mey be employed, One method would brse tentetive current nryments on
prior~yerr income, The other method would brse tentctive current pryments
on simple querterly strtements of income recelved in the eurrent yeer,

A further discussion of these two mcthods mey be helnful,
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2. Alternative Anproaches to a Solution

a. Tentative Payments Based on Last Year's Income

Under the firast of the two methods for collecting taxes on
non-wage incomes the taxpayer would be required to meke tentative payments
in the current year on the basis of the previous year's income and to make
an adjustment in the following year for overvayment or underpayment.
For example, the tentative tax for 1944 would be based on the income of
1943 as reported on Merch 15, 194k, After the end of the year, on
March 15, 1945, a final calculation of 1944 income would be made. If the
tax payments in 1944 proved to be too small, the deficiency would be paid
at this time. If the payments nroved to be too large, the taxpayer would
receive a credit or refund of the excess paynent.

Under this system the tax payments made in each year would depend not
only on what the income had deen in the vrevious year, but also on how
much the income of that vrevious year differed in turn from the income
of the year prior to it. If a person's income were stable from year to
year, his tax payments under this plan would be substantially current.
If, however, his income were not stable, he might e very far from being
current since his tax payments in any yocar would not be geared to the
income of that year. Thus, a person whose income increased from yrar to
yrar would have deficiencies to make up cach year, while a person whose
income decreased from year to year would have credite or refunds due hinm
each year, If the fluctuations in income were such that increases and
decreases alternated, the deviation from current payment would be all the
greater.

To illustrate the inadequacy of this method with an extreme example,
let us assume that a taxpayer in four successive years had income of
$2,000 in Year 1, $4,000 in Yeer 2, $8,000 in Year 3, and $2,000 in
Year uo
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wrample of tax payments under a system of current
colleciion based on previous year's income 1/

iarried person - o dependents

: : = 1 Deficiency : Total
Year ¢+ Net income: Tentative tax : due to under- : payments

: 2/ : 3/ s+ payment in i during

t : ! prior year i year
Yoar 1 2,000 &/ 4/ 4/
Year 2 by Q00 & 140 &/ o 140
Year 3 8,000 538 v 398 936
Year 4 2,000 1,562 1,024 2,586

1/ Under rates and exemptions of the Revenue Act of 1942, excluding
Victory tax.

2/ Assumed to be cerived from items not subject Lo collection at
source; minimwn carncd income assumed.

3/ The tentative tox is the same as the tax payable under the present
ncthod of payment on the income received in the previous year.

4/ Tt is ascumed that the taxpayer had no taxable income for years
prior to Ycar 1, Therciore, there is no tax payable in Year 1 and
no deficicncy or crudit in Year 2.
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This taxpaycr's tentative paymend in Year 3 at prebent tax rated
would smount to $538 bvased or the $4,000 income for Year 2. In mddition,
he would also in Year 3 have to pay a deficlency of $398 in taxes for
Year 2, because in that year he had pald a tentative tax based on an
income of only $2,000, his income in Year 1, whereas his actual income
in Year 2 wae $4,000. Thus, the payments which the taxpayer must make
in Year 3 depend upon what his income was in Years 1 and 2,

Going on to Year 4, when the taxpayer's income is actually $2,000,

he will pay a tentative tax of $1,562, based on the $8,000 income of
Year 3, and, in addition, he will also have to pay a deficiency of
$1,024 for Year 3 because in that year he had paid a tax measured by
the Year 2 income of $4,000, while his actual Year 3 income was $8,000.
He is thus required in Year U4 to pay a total of $2,586, or $586 more
than his income in that year. Thus, when incomes either rise or fall,
the tax payments in a given ycar are based on the income of the two
vreceding years and are not related to the income of the current year.

As has been pointed out, this method works well for stable incomes,
but without further refinement does not work well for fluctuating incomes.
It should be noted that stability is the exception rather than the rule.
Most incomes are characterized by fluctuation - up one year, down the
next, or un for several years, and then down for several years., It is
estimated that the incomes of about two-thirds of the taxpayers for
1943 will vary subdbstantially, either up or down, from their 1942 {ncomes.

To base the tentative payments on last year's income when that
income will generally be something highar or lower than this year's
income, i& not pay-as-you~go but pay-as~you-went. It s just this
pay-as-youe-went aspect of our yresent system that we seek to avoid,

It may be suggested that the defects of such a system caen be patched
by a rellef provision which would permit adjustments in the tentative
tax when the current year's income is expected to differ from the prior
year's income. But since fluctuation in income is the rule, a provision
designed to handle exceptions woald to the extent it was followed actually
beceme the rule. Taxpayers might be expected to take advantage of a per-
missive provision when thelr incomes were declining, btut they could
scarcely be expected to make the correction when thelr incomes were in-
creaging, unless the provision were made mandatory through severe
peaalties for understatement of income,

b, Tentative payments based on quarterly
statements of ‘this year's income,

Since corrections to take care of fluctuations in incores
would depart in so many cases from the prior year's income, it nay be
helpful te consider a method which would go more directly to current
{nceme. Thus, a system of quarterly payment based on quarterly statements
of current income might be put into effect. Such a quarterly statement
and payment system would be a supplement-lo collection at source on wages
and salaries. It would enable taxpayers with seasonal incones -~ for
example, farmers and many types of businessmen -- to gear their tax
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payments much more closely to income than is possible under the present
system of equal quarterly installments. The quarterly statement of current
income would be simple in form, as shown in Table 2. It should be noted
that similar statements would be necessary under the method of bdasing
payments on last year's income.

3. Quarterly statement method for incone from
sources other than wages and salaries.

Persons of snall nmeans with income fron such sources as business profits,
professional fees, and farm incomes, could be put on a nay-as-you-go basis by
the following stens:

First. ZEvery threc nonths they would file a simple statement of their
best estimate of net income from sources not subject to collection at
source.

Second. On the basis of such income less prorated exemntions, they
would pay a tentative tax rach quarter at the basic-liability rate used
in collecting taxes at source,

Third. After the close of the year, they would report actual incomae,
compute the actual 1liability, and make the necessary adjustment.

C. The treatment of taypayers with higher incomes.

If current collection at the basic-liability rate were adopted, only
a small minority of taxpayers would not becomo current with respect to the
greater part of their liabilitios, Of the U4l million taxpaycrs estimated
for 1943, only 4 million would have surtax nct incomes in excess of $2,000,
that ie, in excess of the first surtax 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 depending
on the amount of income receifed.

Fortunately this is also the group for whom full current collection is
leagt essential. Most of these taxpayers have been accustomed to paying
taxes for many years, and they have the resources and in general the ex-
venditure habite suitable to an advance accumulation &f tax funds., If their
income stops suddenly, they would generally still be in a position to meet
their tax liabilities over and above the currently paid basic liability.
Moreover, most of this group of higher bracket taxpayers would become
substantially current if the methods previously described for collecting
currently 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
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which it fell. Thus a married couple with no dependents and a net income

of $5,000 would at a 19 percent basic liability rate, pay currently {692

of a %746 total liability or 93 percent; a married couple with no dependents
and a net income of {10,000 wonld pay currently ';1,612 out of a {2,152
total liability, or 75 percent.

Continuing the present method of collecting liabilities in excess of the
normal tax and surtax at the first bracket rate would, as previously
mentioned, leave not fully current only 10 per cent of the taxpayers. Of
these nine-tenths would have more than threc—quarters of their total liability
currently paid. Tor only one taxpayer in a hundred vrould the tax liability
not paid currently amount to morc than one quarter of his total liability.

Full current payment with only minor adjustments after the end of the
ycar could be devised for all taxpayers if this wore desircd. To accomplish
this thc current quarterly payments previously discusscd would be cnlarged
to include not only the basic liability, but also liability in the higher
surtax brackets. FEach quarterly payment could be based cither on an cstimate
of income for the ycar or on an estimate of income for the quartcr, in
either case vith appropriate adjustments during and atter the ycar.

V. The problem of transition.

A, Thc nature of the problcm

Tvo distinct problcems arc involved in putting the income tax on a pay-
as-you-go basis -- first, the method of currunt payment that is best for
steady ycar-in ycar-out use¢; and sccond, how to shift to that methods So
far, I have becn discussing the first problem. I should 1like now to turn
to the sccond problem —— that of transition.

A transition problum ariscs bccausc if ¢ start collccting this year the
tax on this Jcar‘s incomc vithout any othor action, toxpayers will be
obliged to mect in a single year both the tax on last ycar's incomc and the
tax on this yvar's incomc. To the cxtent that we go on 2 current basis in
1943, taxpaycrs will be paying in 1943 their liabilitics on 1943 incom:
while still oviing their 1942 liabilitics. IL they arc requircd to pay both
year's liabilitics this yocar, there will clecarly be a doubling up of tax
payments. The oxtent of the doubling—-up depends on the amount collected
currcntlye. TFor cxanplc, if current collcction anrlics to normal tax and
the surtax at the first brackcet rato, there is doubling—up with respoct to
this part of thc tax, but therc is no doubling-up with ruspecet to the
higher surtax ratcse If currcnt collcction applics to the cntire tax, there
is doubling-up with rcspeet to onc yvar's vhole tax.
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R. Possiblc mcthods of Achieving Transition.

One method of acnieving transition is to forgive part or all of a
year's tax liabilities. A second method is to require individuals to
continue to pay their 19/2 taxes as at present, and at the same time
begin current collection of 1943 taxes. A third method is to postpone
part or all of a year's liabilities, permitting the postponed amounts to
be amortized over a period longer than a year.

1. Forgiveness of a year's taxes.

A method of achieving transition that has been ridely discussed
is to forgive a yecar's liability. The overlapping of two ycars! X
liabilities can be completely eliminated only through forgivencsc.
The amount of forgiveness would be geared to the degrec of current
collecticn achicved, If current collection werc to apply te the total
liability, the complcte climination of over-lapping would require the
forgiveness of the whole of a ycar's taxe If currcnt collection were
to apply to thc basic liability - the nermal tax and the surtax at the
first bracket ratc - the complete eliminaticn of over-lapping vould
rcquire the forgiveness of a ycar's basic liability, but not ~f the rest
of the tax.

Considcrable confusicn has arisen in the coursc of the widesprcad
discussion of propesals to feorgive a yrar's taxce as a means of shifting
to currcnt cellection. Tve main points nced clarifications (1) the cffect
of forgiveness cn Federal revenues; and (2) its cifcet on the ceenemic
pesition of individualse

a. The Effcct of Foergiveness on uderal Revonucs.

The tax liebility of the taxpaycr is an asset of the Government,
although it is not countcd as such in the gencral accounts of the Government.
Forgiving a ycar's tax would wipc out asscts of this kind amounting to
closc to 510 billion —— the cstiimmted amount of individual tax liabilitics
on 1942 incomce The Government by forgiving a ycar's tax liabilitics
viould be discarding asscts as a busincess would that cancclled its accounts
rcceivable from customers. Such a business might be able to maintain its
rcceipts by going on a cash sales basise Yct no onc would say that the
business had not lost asscts to the exicnt of the accounts canccllcds The
Government differs frem the business in that it has the powver to moke up
the loss by compclliing quicker collectiens and by impocing additional taxcs
on thc samec or other peonl:ie Through the resulting partial redistribution
of the tax burden the cash rceceipts of the Treasury could be maintained
even though the tax liability was forgiven.

hcecordingly it is net corrcct to assumc that the fergivencss of a
year's tax liability combincd with corrcsponding currcnt income tax
colleetion would rcduce the cash flow into the Trcasurye The cffect ~n
the amcunt of money taken inte the United States Treasury rosulting from
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placing the income tax on a current basis and forgiving a year's taxes

can not be determined except by comparing this treatment with some
alternative. If the commarison is with the present payment method at
existing rates, the cancellation of 1942 liabilities combined with current
collection of subsequent liabllities need not involve elther an increase
or decrease in the amount of money taken into the Treasury in any given
span of years. Each individual subject to taxation in 1942 has one year's
liability cancelled, but he is at the same time required to pay another
year's 1liability sooner than he otherwise would. Individuals who vere

not taxpayers in 1942, but who becnme taxpayers subeequently, will be
obliged to nay their 1liabilities one year soonez than under existing law.
Individuals who die, or who cease receiving an income, pay the Government
ane year's less taxes, dut by and large the money loss on their account is
offset by the gain from new taxpayers who begin paying their taxes a year
earlier.

The net result in money paid to the Government depends on whether
the payments dropned out exceed or fall short of the payments added in
the same year. The payments droprved out will be spread over a peried of
years. If any given year is & year of higher national income than the war
boom year of 1942, the actual receipts of the Government for that span
of years would be increased by the change. If it is a year of lower
national income, governmental receipts would be decregsed by the change.

b. The ZTffect of Forgiveness on the Zconomic
Status of Individuals

Since the cash receivnts of the Treasury could be maintained
even though the tax liability was forgiven, the effect of wiping out an
income tax asset through forgiveness can be more readily visuallzed and
measured in terms of its relative effect on the different groups in
the community who will be called upon to maintain the flow of revenue.
The fact that the Government may take in as much money in a fiscal year,
despite the forgiveness of a year's tax liabilities, reflects larger
vayments by some taxpayers, offsetting smaller payments by others.

The taxpayers who vay less are those whose incomes have declined or
ceased. The taxpayers who vay more are those whose incomes have in-
creased so thrt they become taxable for the first time or those who
have to pay a larger amount of tax sooner than they otherwise would.
The forgiveness of 1942 liabilities thus affects tax payments in
different years for different taxpayers. So long as an individual's
income is stable, forgiveness combined with corresponding current col-
lection will not immediately affect his tax payments. However, if he
has accumulated liquid funds or has purchased tax anticipation notes to
discharge his tax lindilities, these will be available to him for other
uses. And, in any event, he will ultimately escape the payment of

a year's income tax when he dies or hls income ceases.
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While the effect of forgiveness on .tax payments is not felt until
the individual dies or until his income declines or ceases, cancellation
has a significant immedlate effect on his economic status. The amount of
taxes cancelled represents an immediate addition to the individual's
net wealth. This aldition, which depends on the income of the individual
in the year for which taxes are cancelled, varies widely from individual
to individual. If an individual had no income in that year, and was not
subject to tax, his economic posifion would not bYe improved. If a married
person without dependente had an income of $3,000, and the entire tax
was cancelled, he would gein $324, If he had en income of $1,000,000,
he would gain $854,6000,

The existence of an immediate gain has been denied on the ground
that tax vayments continue. The fact is, however, that throughout the
history eof the income tax, our taxee have been computed on a liability
basis; that is, we have taxes for the year 1942, for the year 1943, and
8o forth, measured by the incomes of those years. The tax 1liability
for eadh year depends on the income of that year and the rates applicable
to that year. Under standard accounting practice they must be accrued
for that year, A shift to the current collection basis wiping out a
year's 1liability, adds that much to the wealth of each person by
diminishing his 1iability. The result is a real gain to the taxpayer.

One way to judge the effect of forgiving the 1942 tax liability is in
terms of the increases in tax liability which have been imposed to finance
the war and which have given rise to the need to shift to a eurrent col-
lection system. This {g shown in the attached Tndle 3, where it appears
that the complete forgivencss of the 1942 tax liadility would, in these
terms, benefit persons with large incomes relatively more than persons
with small incomes. 4 married person with no dependents having a net
income of $2,000 owes $1L0 tax for 1942, or 7 vpercent of his income;
with a $10,000 net income, he owes $2,152, or 22 percent of hie net income;
with a ret income of $100,000 he owee $6U4,060, or 6l percent of his net
income; with a net income of $1,000,000 he owes $854,000, or 85 percent of
his net income.,

The increase in income taxes for the 3-year period 19L40-42 amounts
to $182 for a married person with no dependents and a net income of $2,000.
The amount that would be forgiven this individual ie $140, or 77 percent
of the increase for the three years. At the $100,000 level, the amount
forgiven equals 102 percent of the increase in taxes and at the . $1,000,000
level, 320 percent. For an individual with a $1,000,000 income in each of
the five years 1938~1942 the reduction in tax liabilities resulting from
complete forgiveness would more than offeset all tax increasea enacted

since 1935,

These results follow, of course, from the nature of the tax increases
that have been imposed to finance the war. These increases have had to
come primarily from the low and middle income groups, The rates on the
uvver surtax brackets could not be increased correspondingly. At the same
time, the amount of tax forgiven is greatest for the highest incone groups.
In consequence, the forgivencss of 1942 taxes, urged as a means of adjusting
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payment methods to war-time tax rates, would benefit most just those groups
who heve been called upon to make the smallest relative addition to their
tax payments to finmance the war,

The attached Teble 4 shows the effect of cancellation on the
individusl's econonmic status in another way. The amount available to
en individual each year to use for conswavtion or to edd to his wealth
is the income he has left after taxes. Table 4 shows the amount of tax
forgiven as a percentage of the income left after taxes. JYor the indivi-
dual with $2,000 income the forgiven tax reprecsents only about 73 percent
of a year's income after taxes -- or the equivalent of less than one
month's income. For the individual with $1,000,000 income the forgiven
tax represents almost 600 percent of a year's income after taxes.
The forgivenrss of a year's taxes enables him to add to hie wealth at one
stroke as much as he could add in nearly 6 years by saving every dollar
he had left after paying taxes and spending nothing, and as much as he
could add in 12 years by saving half of what he had left after paying
taxes.

It has Yeen urged that the gain from forgiveness is offset by the
resulting increase in estate tax when the individual dies. But the gain
would be subject to the estate tax only if it is not spent or given away
in the meantime, and if the estate is sufficiently large to be taxable
under the liberal estate tax exemmtions. And even if subject to the
estate tax, the offset is only partial, reaching 50 percent or more only
for net estates in excess of $2,500,000. A special estate tex could, of
course, be devised to recapture a larger part of the forgiven amount if
it were not spent or given away in the meantime. These loopholes, too,
could be closed by still other special taxes, But any of these devices
for recapturing, to the extent that they are effective, amount simply to
not forgiving as much in the first place.

2, Simultaneous Collection of 1942 and 1943 Taxes.

A second method of achieving transition is to require individuals
to may their 1942 taxcs at the same time they are paying their 1943 taxés.
The ability of varticular taxpayers to pay two years'! tax liability in one
vear would vary widely. Those who had accrued their taxes during 19u2
and saved to pay them could pay the two years' taxes in 1943 with no
difficulty whatever. Others, who had not acecrued or saved especially to
meet taxes, but who had other credit or accumulated liquid savings could
also meet the two years'! liability in 1943 without undue hardship.

St11l other taxpayers, the amounts of whose income subject to tax were
small, and whose taxes were small, might be able to meet the two years'
taxes out of 1943 income without substantial difficulty.

There would be, however, numerous taxpayers who failed to accumulate
tax reserves in 1942, and who counted on maying 1942 taxes out of 1943
income. Yor many of these the rates of tax would be so high and financial
circumstances so pressing that the payment of twe years'! taxes in one year
would be a severe hardship, if not an impossidility, Accordingly, a policy
of vaying 1942 and 1943 taxes all in 1943 would undoubdbtedly need to be
noderated in view of the substantial hardship it would cauee,
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In this connection it should be noted that the President, in his Budget

Message, asked that collections for the fiscal ycar 1944 be increased by
16 billion dollars. Practically all of this $16 billion increase in
collections will have to be derived from individuals in the final
analysis, whatever forms the levies may take. Revenue measures to

meet the President's request would take from individuals in the fiscal
year 1944 an additional amount larger than the total expected 19u3
income taxes at vresent rates. Clearly, carrying the President's
Budget Message into effect will mean partial or complete doubling

of veyments for individual taxpayers generally. Of course, the

doudbling would not fall on the same taxpayers in the same pro-
vortions as would result from collecting 1942 income taxes in 19u3,

Under these circumstances, shifting to a current collection
system and at the same time requiring that individuals continue to
pay their liabilities on 1942 income is one way of raising some of
the additional revenue we need, The extra burden involved in paying
part or all of 1942 tax liabilities must not be comvared with no
burden at all. The correct comparison is between that burden and
the burden of other methods of raising the same anount of additional
revenue. Accordingly, the sinultaneous collection of 1942 and 1943
taxes should not be compared with complete forgiveness and no change
in tax rates; but with complete forgiveness combined with a rise in
tax rates. Otherwise, the comparison is simply between nore taxes and
less taxes,

3. The Postnonenent of 1942 Liabilities

In view of the hardships for some individuals involved in the
simultaneous collection of 1942 and 1943 taxes, it may be desirable to
postpone or defer the payment of part of the 1942 liabilities.

One method of collecting the postponed tax would be sinply to require
the taxvayer to vay the postnoned tax at his discretion within a certain
number of years, say before March 15, 1945. A second method would be to
divide the postponed tax into fixed installments that the taxpayer would
have to meet. A third method would be to increase the rate of current
collection, whether at source or by quarterly naynents, and treat the
additional amount collected as an offset to the postponed liabilities,
with apnropriate provision for persons not having any 19u2 liabilities.

I should like to repeat that the. method of transition nust be
determined in the light of the revenue nproblenm of the Federal governnent,
to which I have nreviously referred. Very great increases in Governnent
revenue are going to be required in the coming years. It seens more
equitable to collect at least to a substantial degree the tax liabilities
which have been imposed by vast leglslation than to forgive a year's
liability and raise the additional revenue by increases in rates.

The method of rate increases, combined vith cancellation, would largely
free higher incomes from a year's taxes while imnosing the additional
burden more heavily on the low income groups, since it is at this level
that the income tax is capable of further exmansion,
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Furthermore, in view of our revenue needs, the forgiveness of a year's
tax 1liability miesht be generally misconstrued as an indication that tax
burdens could be made lighter instead of being made heavier. Indeed,
there 18 considerable evidence that even the recent discussions of tax
forglvenese have confused and demoralized the vublic and caused them to
dsudt whether they will really have to bear tax burdens aes high as those
imposed by the Revenue Act of 1942.

V. CONCLUSION
Ir this discussion of current income tax collection, or vay-as-you~go,
I have rndeavored to indicate the principal vrodlems in deeigning a satis-
factory syestem. These problems are admittedly difficult. A suumary of the
issues, together with the best Jjudgment of the Treasury as to their
solution, may be helpful,

1. The rate of zcollection at the source,

The question arises whether the withholding rate under collection at
the source should be sufficlently large to collact the basic liabdbility,
or should be high enough to collect the whole 1iability on the larger in-
comes at progressive ratess It would senrm preferable to collect at the
source the full basic 1liability (normel tax plus surtax at first bdracket
rates), thus by this sten alone making fully currcat 70 pereent of all
incomr taxpayers. TFor the sake of sinplicity end to avold unnecessary re-
funds, it secms desirable, at least in the beginning, not to attemmt
collection at source at vrogressive rates,

2y  Exemmtiorsunder withholding.

Another gurstion is whether allowance should be made for exemvotions
under & system of collection at source and, if so, whether they should
be uniform for all salary and wage earners or should take into account
marital and demendency status, The problen of collection at source is to
collect the incone tax which is computed on the basis of exenptions,
varying according to marital and dependency status. It seems imperative
that the collection at source systen should be based on such exenntions,
since otherwise the amounts collected would be so far from the amounte duse
as to fail to meet the objectives of collection at source in any
satisfactory mannrcr. Such a collection at the source systen can be
readily handled by employers.

3+ The method of handling other income.

Another question is whether the tax on income from sources not adapted
to withholding procedurs should be tentativcly based on the previous
year's income or on the current year's income, It secnms very desirable
that the tax be based on tho current year's incomes XYurther oxploration
may be nerded to determine whether this could be done nore sinmply by an
annual estinate in March with periodic adjustricnts, or by a quarterly state~
nent of income,
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L. The current collection for higher brackets.

Another question is whether an attempt should be nade to bring conpletely
current the tax on the incones which extend into the higher surtax brackets.
It seems desirable that they should be made as nearly current as possible,
subject to inevitable adjustments which cannot be made until the following
year. But if the compliance difficulties of making taxes on such inconmes fully
current are deenrd tog great, substantial currency for the great majority of
taxvayers can be achieved by making the basic liability current with payment
of the balance in the same manner as the whole tax is collected at present,
namely, in the following year.

%« The transition problem.

Another question is whether the transition to current payment should be
made by forgiving a year's liability, by paying two years! taxes in one, or
by postponing or deferring one year's taxes over several years. In the light
of the revenue needs of the Governnent, and the equitable distribution of the
tax burden, complete forgiveness seems very undesirable. GComplete doubling
up would undoubtedly be too harsh for sone taxpaycrs. Accordingly, defernment
of nayment of taxes for the transition year to the extent necessary to
relieve such hardshins apnears to be desirable. This is not to say that sone
discount, or even a certain amount of forgiveness, may net be found to de
desirable for the sam~ reason.

6. Time schedule.

A further question relates to the timing of a current collection system.
It seems desirable to mass legislation as soon as possible and to nake it
erffective as soon therecafter as vossibdle, Collection at the source should
certainly not begin. later tham July 1 of this ycar.

7. March 15, 1943 returns

It should be emphasized that no matter when the system of current col-
lection is established and what that system may be, returns on March 15,
1943, must be filed as usual. If the taxpayers do not clearly understand
this point, great confusion will certainly result.

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



Table 1

Individual net inenme tax: Wetimated number of tax-
vayers for the income years 1942 and 1943, by size of
surtax net income and tyme of income

(In millinns)

: 1942 : 1943

Tyne nf income : : Surtax net income 1 t_Surtax net income
t Tatal : Nnt nver 1 Over :Total:¥ot over : Over
: : 82,000 : 42,000 : : $2,000 : 82,000

Tstimated number of taxsble income recinients 1/

Wages ond salaries
with not more
than a nominal
amount of other

income 28 26,5 1.5 32 30 2
A1l other 3/ 11 9.0 2,0 12 10 2
Total 29 75,5 Beb 44 40 4

Tistimated number of toxable returns 2/

Wages ond sealaries
with not more
than a nominal
amopunt of other

income 25 23,5 1.5 29 27 2
A1 other 2/ 10 R0 2.0 11 g 2
Totel 35 31,5 3.5 40 36 4

1./ Ynamber of individuale receiving net income in ercess of exemv-
tion,

2/ Includine snurces other then wages and selaries, and also wages

end salariee combined vith mnre then a nominsl amount of other

income,

Yumber of returns thet will be filed on which a tax will be due,

This 48 lege than the numbear of tayadble income recinients

because of the filing of joint returns including the income of

more then one taxsble income recivient, narticularly in the

smaller innome clrsgses,

[
-~

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



Table 2

Statement for gquarter ending June 30, to be filed on June 15
by individuals whose tax is not withheld at source, 1/

l. Income from all sources during the guarter
2. Income from wages and salaries

3. Quarterly exemption and dependent credit
4, TLarger of (2) or (3)

5. Balance / (1) minus (4) _/

6. Payment duet percent of (5) (percentage
to be same as that used for collection at source)

l/ 4 final adjustment would, of course, be made the
following March.
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Table 3

Tax 1iability for the period 19}8-19%2 if 1942 tax 1iability is forgiven, compared with tax
liability computed without certain tax increases after 1935, at selected levels of net income

Married persob - Ne dependents

$ 679,044

679,0Lk
717,584

732,554
854,000

: :Income tax 1liability on selected net income 1/
¢ Taxable year: $2,000 : $3,000 : §5,000 : $10,000 : $25,000 : $100,000 :$1,000,000
1. Actual tax liability for 1938 - $ € 3 8 $§ 415 $2,489 8§ 32,469
income years 1938-19L2 1939 - g 80 415 2,489 32,469
1940 - b2 110 528 3.843 43,476
1941 $ L 138 3715 1,308 6,864 52,704
1942 140 324 746 2,152 9,220 64,060
Total 182 509 1,391 4,815  2L,905 225,178

2. Tetal tax 1liability 1938-1942 if
the 1942 1liability $s forgiven $ L2 § 185 § 6Us $ 2,663 #15,685 $161,118

3., Total tax liability 1938-1942
assuming no tax increases under
Revenue Acts of:

A. 1942 $ 8 $ 323 $1,020 § 3,968 $22,549  $213,822
B. 1941 and 1942 ~ 109 490 2,414 16,507 195,366
C. 1940, 1941, and 1942 - 40 400 2,075 12,445 162,345
D. 1936, 1940, 1941, and 19u2 - Lo 400 2,075 12,445 152,970 -
4, Cumulative increase in tax
liability:
A, Under Revenue Acts of
1940~-16k42 $ 182 § 469 $ 991 §$ 2,740 812,460 $ 62,833
B, Under Revenue Acts of
1936~1942 $ 182 § 469 & 991 # 2,780 $12,460 # 72,208
9 Tax liability forgiven {1942 taxes)
as & percent of:
A. Increase in tax Revenue Acts
1940~1942 76.9% 63.1%  75.3% 78,56  ~78,0% 102.0%
B, Increase in tax Revenue Acts
1936-1942 76.9 69.1 753 78.5 74.0 88.7

3,662,226

$2,808,226

$3,54%0,780

$
$

3,510,840
3+395,220

267,006
805,256

319.8%

106.1

1/ Net income before personal exemption, assuming maximum earned income credit and no net long-term capital gains.
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Teble L

Anount of taxes forglven es & percent of annusl net
income after taxes, if 1942 tax liability is
forgiven, at selected levels of net income

Married nerson - No denendents

Net income ! Tax forgiven

s ve e

*e ve oo

before Amount of Net income efter: as a percent
personal : tax l/ tax ¢ of net in-
exemption :(excluding Viectory: : come after
: tax) : t tax
¢ 1,200 - $ 1,200 -
1,300 $ 13 1,237 1.0%
1,500 L3 1,452 3.3
2,000 1ho 1,860 7.5
2,500 232 2,268 10.2
3,000 324 2,076 12.1
L, 000 532 3,468 15.3
5,000 746 L, 254 17.5
10,000 2,152 7,848 27.u
15,000 4,052 10,943 37.0
20, 000 6,452 13,5L3 47.6
25,000 9,220 15,780 58.4
50, 000 25,328 o, 672 102.7
100,000 64,060 35,940 178.2
500,000 k1L, 000 86,000 LgL.b
1,000,000 g5L, 000 146,000 58L.9
5,000,000 L, 374,000 626,000 693.7

l/ Revenue Act of 1942, assuming meximum eerned income credit and
no net long-term cavitel gains.
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