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THE USE OF INCOME TAX DATA
IN THE NATIONAL RESOURCES
COMMITTEE ESTIMATE OF
THE DISTRIBUTION OF INCOME
BY SIZE

ENID BAIRD AND SELMA FINE

I Statement of the Problem

A~y discussion of the use made of federal income tax data in
deriving the estimated income distributions presented in the
National Resources Committee report Consumer Incomes in the
United States should start with a clear understanding of the par-
ticular problem involved.' The income tax data were to be used
only for obtaining the ‘tail’ of an income distribution, the main
body of which was based on extensive primary data on family in-
come collected in the Study of Consumer Purchases.? These data,
covering the year 1935-36, constituted the largest and most rep-
resentative body of sample income data ever assembled in this or
any other country for the purpose of measuring the distribution
of families by size of income. The necessity for using income tax
! This paper expands and supplements the discussion of the use of income tax
data presented in the National Resources Committee report on Consumer Incomes
in the United States: Their Distribution in r1935-36 (Washington, D. C., August
1938), Ap. A, Scc. 7. This report was prepared under the direction of Hiklegarde
Kneeland by the Consumption Rescarch staff of the Committee. of «which the
present authors were miembers. The National Resources Planning Board (formerly
the National Resources Committee) assuimes 1o responsibility for the statemnents
in this paper. Acknowledgment is made to Blanche Berustein for the preliminary
development of procedures for ntilizing the tax data.

2A Works Progress Administration project conducted by the U. S. Burcaus

of Home F.conomics and of Labor Statistics in cooperation with the National
Resources Committec and the Central Statistical Board.
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statistics arnse solely from an underrepresentation of high i,
come families among the sample income schedules actually cq).
lected in the Study of Consumer Purchases.

Inasmuch as the income data collected were speciﬁcally de.
signed for the purpose in hand—to measure the distributiyy, of
consumer income by size—it seemed entirely appropriate thy
the Consumer Purchases data determine the basis of adjustmen,
for any supplementary data used; i.e., that the income tax dagg be
made to conform as nearly as possible to the main body of dag,
Otherwise the situation would have been that of the ‘tjy’ wag.
ging the dog.

The underrepresentation of the upper income classes is are
sult that can usually be expected in sample income surveys be.
cause the more wealthy families are reluctant to reveal their in-
come status in any detail and interviewers have greater difficultjes
in establishing contact with them. This circumstance has not in.
frequently in the past, as in the present study, led to the use of
federal income tax data as a basis for constructing or adjusting
the upper ranges of an income distribution. Unfortunately for
the National Resources Committee investigators, none of the
earlier studies utilizing the income tax data for this purpose has
included a detailed description of the various adjustments that
must be made in the income tax statistics to transform the sta.
tory net income classes into total income classes, and otherwise to
effect comparability with those income data used in deriving the
lower portions of the estimated income distribution,

Il Purpose of this Paper

The actual procedures followed in adjusting the National Re-
sources Committee estimates by means of the income tax data
were fully described in the methodological appendix of the in-
come report,® but relatively little attempt was made to present
the results of intermediate steps in this ad justment, or to evaluate
the various steps in terms of alternative procedures.

‘This paper is intended to supplement the descriptive method:
ology with a somewhat more analytical discussion of the prob-

lems involved and the detailed procedures followed, Two current
3 Consumer Incomes in the United States, pp- Bo-;.
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developments in the field of income analysis make such an elabo-
ration of methodology desirable at this time, quite apart from its
possible usefulness to technicians seeking to appraise the relia-
bility of the National Resources Committee estimates or to
undertake similar estimates for later years. First of these develop-
ments is the proposal to collect family income data on the 1940
Census schedules. This proposal, involving as it apparently will
an upper limit on the range of incomes to be covered, will inevita-
bly involve the use of income tax statistics for constructing the
upper range of any national distribution of income by size. The
second development—which should pave the way for definitely
improved procedures in the use of income tax data for such a
purpose—-is the intensive analysis of income tax returns for 1936
and 1937 now being conducted as a Works Progress Administra-
tion project by the Division of Tax Research of the Treasury De-
partment. These analyses are being made on the basis of dupli-
cate income tax returns, available for the first time for 1936.
These special tabulations, although applicable to a slightly later
period, will provide a very immediate means of testing the rea-
sonableness of many of the assumptions resorted to by the Na-
tional Resources Committee in utilizing the income tax data for
the calendar year 1933.

By pointing out some limitations of the income tax statistics
for 1935 and those previously available for 1936, and by analyz-
ing the shortcomings of some of the assumptions and procedures
used in constructing the National Resources Committee distri-
bution, this paper can, perhaps, suggest certain points of weak-
ness that may be revealed by these special tabulations. However,
as subsequent discussion will indicate, improved tabulations of
the basic data from the income tax returns would by no means
have solved all problems encountered in the process of adjust-
ment.

Il Essential Differences Between
Consumer Purchases Data and Income Tax Data

Before describing the series of adjustments undertaken to secure
comparability between the distribution based on Consumer Pur-
chases data and the income tax statistics, it will be well to describe
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briefly the two sets of income data and to SUMmarize the More
fundamental differences between them. Notable AMONg (heg,
was the difference in the period covered by the Consume, Pur.
chases Study data and the income tay returns. Othey Major djf.
ferences occurred in the items of incame included apg excludeq
trom the net income figures, and in the reporung umis for which
the income data were compiled. The combinations and adjug;
ments made in the income tax data to effect tomparabiliy with
the Consumer Purchases data centered around these three maip
problems:

1. Adjusting the 1985 Incone tax data to take account of the ip.
creased national income during the fiscal year 193596,

2. Adjusting the net income tabulations from the 1nconie tay e
turns to include the items of Income covered by the sample
income data collected in the Conusumer Purchases Study,
An integral part of this second step was the adjustment of
the income tay data to allow for the n()m'eporting of in.
come by persons 1ot filing returns, ang for the understate.
ment of income by some persons filing reuyys,

3. Combining and adjusting the income tax data for varioy
types of reporting units 1o obtain distributjons for family
units, as defined in the Consumer Purchases Study.

The additional problenis encountereg in using the Income tax
data to correct the distributions for single men and women, and
for families iy Separate regions and occupational groups are not
discussed in this paper, which has been limited to a description
of the methods used i correcting the natjiong] distribution for
all familjes,

1 THE YEAR COVERED

The collection of income schedules in the Study of Consumer
Purchases extended from he spring of 1946 to the close of that
year, with the schedules covering varying re2-month periods be-
tween Jannary 935 and December 1936. Since the majority of the
schedules covered Approximately the ;5 months ending June 30,
1936, the saniple income data were assumed to be most represent-
auve of that fisca year. Populatioy weights as of Jaimary 1, 1936
wereapplied to the sample data so thay the final income estimates
relate definitely to the year 1935-36.
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Individual income tax returns, on the other hand, relate, with
relatively few exceptions, to the calendar year preceding the date
of filing. A negligible number of part-year returns and of returns
for fiscal years ending in the period July 1935 through June 1936
were tabulated with the 1935 returns, but the tabulations relate
predominantly to the calendar year ending December g1, 1935.

This discrepancy in the year covered involved a substantial
adjustment in the income tax data which could have been
avoided if the collection of sample income data for the lower in-
come groups had been on a calendar year basis.* The recom-
mendation of the Conference on Research in National Income
and Wealth to the Census Bureau that the calendar year 1939 be
substituted for the 12-month period ending March 31, 1940 in
the proposed Census collection of income data s directly relevant
to this problem of comparability with the income period covered
by the federal income tax returns,

2 THE DEFINITION OF NET INCOME
a) Netincome as defined in the Study of Consumer Purchases

Income was defined in the Study of Consumer Purchases to in-
clude the total net money income received during the year by a
family or single individual, plus the imputed value of certain
items of non-money income. Money income comprised the net
earnings of all family members, including work relief earnings,
earnings from roomers and lodgers, and other paid work in the
home; net profits from business enterprises operated or owned by
the family; net rents from property; interest and dividends from
stocks, bonds, and other property; pensions, annuities, and bene-
fits; gifts in cash in so far as these are used during the year for cur-
rent living expenses; and income received as rewards, prizes,
alimony, or gambling gains. Excluded from net money income
were gains and losses from the sale of capital assets owned at the
beginning of the schedule year; inheritances {except that part
used for current living expenses); soldiers’ bonus payments and
funds obtained through borrowing. The estimated value of
4 The Consumer Purchases Study adopted a variable schedule year, in the helief
that families could report more accurately on the 12-month period immediately

preceding the date of interview than on u calendar year ending some months
previously.
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direct relief in cash (and also in kind) was added 1o Income inap
adjustment of the relief family distributions made for thjs pur.
pose by the National Resources Committee.

Business and occupational expenses. inrluding all taxes on
income-producing property and on business operations were de.
ducted in calculating net income from carnngs and from prop.
erty, but personal taxes, such as 1ncome, property, and pol| taxes
were not deducted. Net business losses from the operation of )|
independent business, net losses on rental property, and money
losses from sales of securities and real estate bought and solq dur.
ing the schedule year were deducted in calculating net 1ncome,
but no deduction was made for depreciation in the value of
property owned.

Non-money income items included the net value of the g.
cupancy of an owned home and rent received as pay, as well
the estimated value of direct relief received in kind. For farm ang
village families it included, in addition to these items, the ng
imputed value of food produced at home for the family's own use,
For farm tamilies it included also the net imputed value of cer.
tain other farm-produced goods used by the family—ie., fuel
ice, tobacco, and wool—plus or minus the value of any increase
or decrease in the amount of livestock owned or of crops stored
for salc.

b) Netincome as defined in the 1934 Revenue Act

Net income for income tax purposes is defined according to the
provisions of the revenue act effective for the year for which the
Income tax returns are filed s These provisions ordinarily define
gr0ss income in terms of those items of income to be accounted
for on the income tax return. and then authorize various deduc
tions and credits which the taxpayer can claim in determining
his tax liability. Statutory net income represents the amount of
'8TOSS Income’ in excess of the specific ‘deductions’ allowed by
law. These deductions, it must be emphasized, do not include
the credits for personal exemption and for dependents which are

5 Changes in the Provisious of the revenue acts affecting the definitions of net and
Bross income will. of course, require appropriate changes in the procedures used
to effect comparability of the income tax data for various vears, as well as compara-
bility with income data from other sourcex. '
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subtracted from the net income figures in determining the
amount of surtax net income, or the earned income credit which
is subtracted from the surtax net income in determining the net
tncome subject to normal tax.®

Gross income to be reported on the 1935 income tax returns
was by no means equivalent to the gross income concept fol-
lowed in the Study of Consumer Purchases. There are distinct
differences in the items of inconae included within the concept
of gross income, as well as in the deductions allowed in arriving
at a net income figure. The Revenue Act of 1934, under which
the 1935 returns were filed, specifically excluded from gross in-
come several types of money income covered by the Consumer
Purchases Study definition and failed to enumerate such items
of non-money income as the occupancy of an owned home, or the
value of home-produced food. On the other hand, gross income
as defined for income tax purposes includes net gains resulting
from the sale and exchange of all capital assets. The Consumer
Purchases data, as noted earlier, include only those gains realized
on the sales of securities and real estate bought and sold within
the schedule year.

Sources of income specifically enumerated on the income tax
returns include: salaries, wages, commissions and fees, profits
from independent businesses and partnerships, net capital gains,
rents and royalties, dividends on stock of domestic corporations;
income from fiduciaries, taxable interest on partly tax-exempt
government obligations; other taxable interest, and ‘other in-
come’.

Specifically excluded from ‘gross income’ by law are: amounts
received under a life insurance contract by reason of the death
of the insured; amounts received from insurance and endow-
ment contracts not in excess of the premiums or considerations
paid; gifts and money and property acquired by bequest, devise,
or inheritance; interest upon the obligations of a state, territory,
or any political subdivision thereof, or the District of Columbia,
or United States possessions, obligations listed under the Federal

8 Dividends on stock of domestic corporations and taxable interest on partly
tax-exempt government obligations were also allowed as credits in determining
net income subject to normal tax in 1935, but they are included in the net income

figures.
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Farm Loan Act, obligations of the United States or inslrmncma]i.
ties of the United States such as Federal Farn Mm'tgngc Corpory.
tion bonds, Home Owners Loan Corporation bonds; AMoypy
received through accident or health insmrance o nnder woyt
men’s compensation acts as compensation for personal jurjeg
or sickness or as damages; the rental val ue of a (lwelling honge
and appurtenances furnished to a minister of the 80spel as pan
of his compensation; compensation paid by a state or politicy]
subdivision thereof to its officers or cmployees for SeIVices
rendered in connection with the exercise of an essential goyery.
ment function; and amonnts recetved as earned mncome from
sonrces ontside the United States (except amonngs paid by the
United States or any agency thereof) by an individnal Citizen of
the United States who is a bona fide non-resident for more thay
stx months during the taxable year.

Some of these exempted items are, of course, also exclugdeq
from the Consumer Purchases data—e.g., oifts not used for cyr.
rent living expenses, inheritances, and lump-sim insnrance and
compensation payments. Other items, notably interest frop
federal, state, and local government obligations, compensation
paid to state and local government employces, pensions, anny;.
ties, and benefits not directly contributed 1o by the beneficiary,
and earned income from Sonirces outside the United States are
either explicitly or implicitly covered by the data reported on the
income schedules collected in the Consnmer Purchases Study.
Some of the minor differences in the 8ross income coverage are
not specifically cared for in the adjustments made.*

In the description of the Consumer Purchases data, it was ex-
plained that losses and €xpenses incurred in connection with
business Operations and income-producing property, including
all taxes levied on such business operations and property, were
deducted in Calcnlating net income, Capital losses were de-
ductible 10 the extent that they were incurred from sales of

7 For example, no attempt was made to correct the income tax data for such items
as compensation for injuries and sickness. or the renal value of a dwelling house
furnished 1o 3 minister of the Bospel, which were omiteed from gross income as
defined by the Revenue Act of 1934 and hence from statuwtory net income.
Similarly, it was ot possible to estimate the portion of capital gains that was
included in the Consumer Purchases data and to allow for it in the adjustment
of statutory net income for per capital gains included,
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securities and real estate that had been both bought and sold
within the 12-month period covered by the schedule year.

Deductions from gross income allowed by the 1934 Revenue
Act were much more comprehensive. In addition to the business
deductions reported in Schedules A and B, which are generally
comparable to the business expenses and taxes deducted in the
Consumer Purchases Study, the income tax statistics classify
seven other types of deduction: business less, partnership loss,
net capital loss, interest paid (other than business interest which
was included as a business expense), taxes paid (other than busi-
ness taxes), contributions, and ‘other deductions’.

Of these seven types of deduction the first two alone were al-
lowed in full in the Consumer Purchases data. Net capital loss
was allowed only if it had resulted from the sale of assets bought
and sold during the schedule year. No taxes, other than business
taxes and taxes on income-producing property, were deductible
in calculating net income for the Consumer Purchases Study.
The income tax requirements allowed the deduction of taxes
paid on owned homes (except those assessments tending to in-
crease the value of the property assessed), personal property
taxes, and other personal taxes except federal income taxes, es-
tate, inheritance, legacy, succession and gift taxes.

) Summary of differences in net income classification

The inevitable result of these various differences in the concepts
of gross income and in the deductions made in arriving at net in-
come figures was a serious lack of comparability between an in-
come classification based on net income as defined in the Con-
sumer Purchases Study and one based on net income as defined
for income tax purposes.

The major steps necessary to effect comparability in the net
income figures (apart from the differences in the year and in the
reporting units covered by the individual returns) can be sum-
marized under three headings: (1) the exclusion from the income
tax data of reported net capital gains resulting from sales or
transfers of assets held at the beginning of the year, and the in-
clusion of reported net capital losses resulting from such trans.
actions; (2) the addition to the income tax figures of the reported
amounts deducted for interest paid, taxes paid, contributions and
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‘other deductions’; (3) the addition to the income tay figures of
ttems of non-money income and those items of money incop,
which were excluded from gross income as defined for income
tax purposes but were included in the Consumer Purcha&.s
income data.

If we assume, as the National Resonrces Committee study
implicitly does, that families interviewed in the Constmer Pur.
chases Study reported their net incomes with reasonable acgy,
racy, this third step would logically include the addition not only
of the tax-exempt interest and other legally exempted itepy
mentioned earlier, but also the addition of those amounts of
income that are illegally omitted from the income tax returng
by persons deliberately understating their incomes or failing o
file a return.

As will be indicated later, the information necessary to effect
complete comparability in income classification was not avail-
able, even if there had been unlimited time and money for spe-
cial tabulations of the 1935 income tax data. The individua)
income tax returns contain some, but by no means all, of the
separate items that would he mvolved in the adjustments re.
quired.

3 THE REPORTING UNITS FOR WHICH DATA WERE COMPILED

Since the Study of Consumer Purchases was planned primarily
for the analysis of consumption expenditures at different income
levels, the income data were collected and tabnlated on the basis
of spending or ‘consumer’ nunits rather than individual income
recipients. Three main types of consumer units were distin.
guished in the National Resources Committee report, but only
two—the family of two or more persons living together as one
economic unit, and the single individua! maintaining an inde-
pendent economic status—were included in the distribution of
income by size. Members of institutional groups, numbering ap-
proximately 2,000,000. were omitted from the final distribu.
tion on the grounds that they were not comparable, either in
their income or expenditure status, to unattached single individ
uals. This omission affected the Consumer Purchases distribu-
tion only in the lower income levels and hence had no effect on
the use of the income tax data for correcting the estimates.
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As contrasted with the two major types of consumer units dis-
tinguished in the National Resources Committee distributions,
the individual income tax returns filed with the Bureau of In-
ternal Revenue are classified, on the basis of the sex and family
relationships of taxpayers, into nine groups:

1. Joint returns of husbands, wives and dependent children,

and returns of either husband or wife when no other re-
turn is filed

2. Separate returns of husbands

3. Separate returns of wives

4. Male heads of families, including single men and married
men not living with wives

5. Female heads of families, including single women and mar-
ried women not living with husbands

6. Returns of single men and married men not living with
wives, not heads of families

7. Returns of single women and married women not living with
husbands, not heads of families

8. Community property returns

9. Returns of estates and trusts

The returns in groups 1, 4, and 5 in general represent re-
turns for family units and hence approximate most closely the
family income data from the Study of Consumer Purchases. But
even in these instances it is the legal relationship of dependency
that determines the composition of the family unit covered by
the return, not participation in a common economic existence.
Supplementary incomes received by wives and by dependent
children under 18 are required by law to be included in these
three types of returns, but the incomes of supplementary earners
other than dependents are not ordinarily covered by the family
return. In some cases, even the incomes of minor children are
omitted from the return because the income is not within the
legal control of the family head.

If the income of a non-dependent supplementary earner ex-
ceeds the personal exemption allowed under the income tax
law, a separate income tax return is required. Such returns
would presumably be classified by the Bureau of Internal Rev-
enue in groups 6 and 7, and could not be segregated from the
returns of single individuals maintaining an independent fam-
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ily existence. More often, of course, the ‘supplcmemary' INcomeg
would be too small to require the filing of separate tax Teturny,
and no tabulation of the income tax data would afford any clye
as to the amount or distribution of such income omitted frop,
the so-called ‘family’ returns.

The returns in groups » and g and the community Property
returns in group 8 represent returns made by members of fay,
ily units, but inasmuch as the s€parate returns of husbands and
wives belonging to the same family unit were not paired by
the Bureau of Internal Revenue in tabulating the 1935 data for
these groups, it was not possible to reconstruct the original fam.
ily units and obtain a distribution of them according to the com-
bined family income. The pairing of husbands and wives intg
hypothetical family units was one of the most difficult problems
presented by the use of the 1935 tax data. The special tabulations
now being made of the 1936 individual income tax returns wjjj
include a tabulation of such retnrns on a combined net income
basis, which should obviate the necessity for one of the more
arbitrary steps in the ad justment of the income tax data for use
in deriving a distribution of fainily incomes. The results of this
1936 tabulation will indicate the direction, and suggest roughly
the magnitude, of the error introduced into the National Re-
sources Committee distribution by the artificial pairing of the
Separate returns of husbands and wives,

The individual returns classified by the Bureau of Internal
Revenue in groups 6 and 7 would presumably include all single
individuals as defined in the Consumer Purchases Study, ie.,
unattached individuals living alone, and those living with fam.
ily groups but maintaining a separate economic existence, but
would include, also, some individuals actually belonging to

mon family fund. As suggested above, the income tax tabul.
tions afford no basis whatever for segregating the latter group
of returns. It seems reasonable, however, to assume that rela-
tively few of those with independent incomes of $3.000 or more
would actually be pooling their incomes into the common fam-
ily fund. Accordingly, no attempt was made to utilize any of the
returns in groups 6 and 7 in adjusting the family distribution.
Those returns showing net incomes above $3,000 were used as
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the basis for correcting the National Resources Committee esti-
mated income distributions for single men and single women.

Income tax returns filed by estates and trusts were excluded
from consideration on the grounds that the undistributed in-
come reported in them was not a part of current consumer in-
come, having not yet reached the hands of families and single
individuals. In this respect, such income resembles undistributed
corporate earnings, which are excluded from the Department
of Commerce estimates of national income paid out, although
they are included in national income produced.

IV Available Tabulations of the Income Tax Data

Tabulations of data from federal income tax returns for 1935
were released to the National Resources Committee in photo-
stated form in the same detail that they were later published
by the Bureau of Internal Revenue in Statistics of Income for
71935 These tabulations included the following basic tables:

TABLE 3: Individual returns for 1935 by net income classes and by
sex and family relationship, showing number of returns and net
income

taBLE 75: Individual returns for 1935 by net income classes, show-
ing sources of income, deductions and net income; also total num-
ber of returns, and, for retnrns with net income of $5,000 and over,
number of returns for each specific source of income and deduction

tABLE 9: Individual returns for 1935, by state and territories and
by net income classes, showing number of returns, net income and
total tax; also totals for preceding years

Data on interest received from wholly and partly tax-exempt
obligations, appearing in Statistics of Income for 1935, were also
made available by the Bureau of Internal Revenue before publi-
cation, with the warning that tabulations of these data probably
do not reveal the full amount of tax-exempt interest received
by those filing returns. The information is compiled from data
8 U. S. Treasury Department, Bureau of Internal Revenue, Statistics of Income
for 1935, Part I. Mr. Merwin is in error in assuming that the 1935 tabulutions were

incomplete at this time; see C. L. Merwin, Jr., Part One, Sec. II, 3, d. The tabula-
tions regularly compiled for the Statistics of Income do not include a breakdown

of deductions and sources of income by type of return.
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contained in one of the supplementary informational schedules
on the income tax return and is frequently incomplete.?

Complete statistics of individual income tax returns for 1936
were not available at the time the National Resources Committee
estimates were prepared. Preliminary data for the returns filed
during the first nine months of 1937 were available, in summary
form, from two press releases issued by the Treasury Depar.
ment in February and March 1938. These releases presented
data on number of incomes, net income, sources of income, and
deductions for all types of individual returns combined, but not
for the separate groups of returns listed earlier. Even for total
returns, the data were classified only by broad income classes
above $5,000 and not by the detailed income classes used in the
1935 tabulations. Had the complete tabulations for 1936 returns
been available in the same detail as those for 1935 and preced-
ing years, it would have been possible to effect a much less arbj-
trary adjustment of the 1935 data to allow for the effects of the
increased national income during the fiscal year 1935-36.

Complete tabulations are made only from those returns shoy.
ing net incomes of $5,000 and over. The statistics pertaining to
individual returns showing net income of less than $5,000 repre-
sent estimates based on samples of such returns, and do not in-
clude information on the number of returns showing specific
sources of income or deductions. Accordingly, it was not feasible,
even if it had seemed desirable, to derive a satisfactory distribu-
tion based on the income tax data below the $5.000 level.

Returns showing net incomes above $5.000 were tabulated
into 34 income classes: ten $1,000 intervals between $5.000 and
$15,000; three $5,000 intervals, seven $10.000 intervals, four
$50,000 intervals, two $100,000 intervals, and two $250,000 in-
tervals between $15,000 and $1,000,000; five income intervals,
ranging from $500,000 to $1,000,000 in width, between $1,000-
000 and $5,000,000, and one open income interval for incomes
of $5,000,000 and over.

It seemed desirable, for two reasons, to carry through the ad-
justments of the income tax data for this entire income range.
In the first place, there was no satisfactory way of determining
at just what income level the under-representation of high in-

“ See Statistics of ncome jor 1935, p. 2q.
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come families began in the Consumer Purchases Study. Even if
1t were assumed that the data were fully representative for in-
comes up to $10,000 or more, it still seemed desirable for com-
parative purposes to achieve as much of an overlap as possible in
the income ranges covered by the two sets of data.

In the second place, it was realized that the addition of omitted
items of income to adjust the income tax data would involve
the shifting of returns and of aggregate income from one income
level to a higher income level, and that it would therefore be
necessary to drop out of the final distribution those income classes
immediately above the point at which adjustments were under-
taken. Thus a portion of the returns in the net income class
$5,000-$6,000 would be moved out of the income class into the
next higher class, but the adjustment would not reflect the up-
ward shifting of returns and net income from the income class
just below $5,000. Hence in order to obtain a satisfactory income
distribution above $7,500, it was necessary to make use not only
of the income tax data for the entire range above $5,000, but in
the early stages of the adjustment, of the estimated data immedi-
ately below that point as well.

V Steps involved in
Combining and Adjusting the Income Tax Data

Before describing the series of steps taken to adjust the income
tax data, some attention should be given to the sequence in
which these various steps were undertaken and the implications
of that sequence so far as the final results are concerned.

1 SEQUENCE OF VARIOUS ADJUSTMENTS

To a considerable extent the nature of the available statistical
data governed the order of the various adjustments. One major
consideration affecting the decision as to order was the chame-
leon-like nature of the net income classification as the adjust-
ment proceeded from one step to the next. This difficulty is, of
course, inherent in the problem itself and cannot be avoided by
any conceivable sequence of adjustments, but it did seem pos-
sible to avoid some of the most obvious errors of logic.

One might assume, for example, that all adjustments neces-
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sary to effect comparability in the net income classification should
be carried through at the same time, either as one step or as cop.
secutive steps. But available data for the various types of income
to be added to or subtracted from the net income figures in the
Statistics of Income tabulations were based on two very differen
income classifications. Data on capital gains, capital losses, other
types of deductions, and income from tax-exempt securities were
tabulated according to the statutory net income classes ysed
in Statistics of Income. Data on income from supplementary
family earners and on imputed income were tabulated according
to the net income classes used in the Study of Consumer Pyr.
chases.

It seemed desirable, therefore, to carry through the adjust-
ments for net income classification at two distinct stages: sub-
tracting net capital gains and adding net losses, deductions and
tax-exempt interest at the various income classes at an early
stage, before the statutory net income classes had been affected
by other adjustments, and postponing the addition of the in.
come of supplementary earners and the addition of non-money
income at each income level as late as possible, until the income
classification had been made to correspond as closely as possible
with that used in the Study of Consumer Purchases.

Since the adjustment from a 1935 to a 1935~86 basis also in-
volved the use of comparable data from the 1985 and 1936 in-
come tax returns, it was made at an early stage before the arbi-
trary adjustments for nonreporting and understatement were
made.

The meaning of the net income classification at these inter-
mediate steps of adjustment is, at best, anomalous. Thus the
adjustment for nonreporting and understatement assumes 2
specific percentage of understatement by families with in-
comes between $5,000 and $10,000. This percentage is applied
to the aggregate income of families within that numerical dol-
lar range after adjustments have been made for capital gains
and losses, deductions and tax-exempt interest and for the dif-
ference in year covered, but before adjustments for supplemen-
tary incomes and imputed values. Use of the conventional in-
come intervals for the original assumptions as to percentages of
understatement is convenient, but the procedure obviously im-
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plies no fine discrimination in applying them to the income
classification at that particular stage of adjustment.

It would be a mistake, therefore, to attach too much signifi-
cance to the exact sequence of steps adopted in the National
Resources Committee procedures.’ While a change in sequence
would undoubtedly affect the statistical results to some extent,
it is by no means set up as the only possible or logical sequence.

2 COMBINING RETURNS FOR FAMILY UNITS

A first objective in the income tax adjustments was to combine
the various types of returns made by members of family units to
obtain a single distribution of family units by size of income.
In the case of joint returns, and returns made by male or female
heads of families when no other return was filed (groups 1, 4,
and 5), this was accomplished by simply adding the frequencies
of the three types of returns at each income level. Aggregate net
incomes for the three types of returns were combined in similar
manner.

Before further combinations could be made, it was necessary
to devise some method for transforming the separate returns of
husbands and wives into equivalent family returns. This prob-
lem involved not only the separate returns of husbands and
wives in groups 2 and 3, but also the community property returns
in group 8, which represent either joint or separate returns of
husbands and wives deriving income from property that is
jointly owned.

$ DIVIDING COMMUNITY PROPERTY RETURNS

The community property returns, filed by residents of only a
few states, are tabulated by the Bureau of Internal Revenue
under several headings. The community property classification

10 See Merwin, Part One, Sec. 11, 3, d. Mr. Merwin seems to question the logic
behind the footnote in the National Resources Committee report which says,
“The sequence of the adjustments for nonreporting and for understaicment im-
plies that families added to the distribution to allow for nonreporting would have
understated their incomes to the same extent as did the families that actually filed
income tax returns.” This comment was intended merely to point out what was
implicit in the arithmetic, and not as a considered opinion of how nonreporting
families might have behaved in reporting their incomes. The reversal of order
of these two steps would have had virtually no effect on the statistical results.
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in Statistics of Income includes only those joint returns with net
incomes of $10,000 or more, and the seéparate returns with pey
incomes of $5,000 or more. Joint returns of community property
showing net incomes under $10,000 are classified directly with
the joint returns in group 1, and the separate returns showing
net incomes of less than $5,000 are classified directly witl the
returns of husbands and wives filing separate returns (groups ¢
and 3).

For tabulation purposes the joint community property re.
turns on incomes of $10,000 or over are divided by the Bureay
of Internal Revenue to represent separate returns of husband
and wife. If the joint return, as filed, indicates the actual divi-
sion of net income, deductions, etc., as between husband and
wife, the Bureau observes this division in the tabulating pro-
cedure. If the joint return does not indicate the actual division
of items, an arbitrary division is made by the Bureau, which as
signs one-half of the combined net income, and of each deduc.
tion item, to the husband and the other half to the wife. The
data are then tabulated as two separate returns, with the net
income class of each return equal to one-half of the net 1ncome
of the joint return. The distribution of returns and of net in.
come under the community property heading is comparable in
composition, therefore, to a single distribution comprising the
separate returns of both husbands and wives (groups 2 and 3).

Since information was not available from the Bureau of In-
ternal Revenue on the actual proportion of husband and wife
returns at each income level in the community property classifi-
cation, it seemed reasonabie to split the data by applying to the
number of returns and to the aggregate net income at each in-
come level the proportions shown for the separate husband and
wife returns classified in groups 2 and 3. This procedure yielded
two distributions: one of the community property returns of
wives, which was then added by income level to the separate
returns of wives in group 2; and another of the community prop-
erty returns of husbands, which was added to the separate re-
turns of husbands in group 3.

The statutory net income reported on the returns classified
under the community property grouping totals less than six per
cent of the aggregate net income shown by returns of family
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members with incomes of $5.000 or more, so that the possible
error introduced by this arbitrary method of division would have
little effect on the final distribution of family units.

4 PAIRING INCOMES OF HUSBANDS AND WIVES MAKING
SEPARATE RETURNS

Up to this point, the combination of various types of returns has
proceeded on the basis of the net income classes in the Statistics
of Income, withont regard to possible differences in the kind
and magnitude of deductions claimed by the various types of
returns, or in the amount of capital gains or tax-exempt interest
received by them. Since the tabulations of the 1935 income tax
data made by the Bureau of Internal Revenue do not show the
relative proportions of these items attributable to each class of
return, any assumption concerning the differences by type of re-
turn would have been highly arbitrary, and it seemed simpler
and quite as reasonable to accept the statutory net income classi-
fication as the basis for combining returns in groups 1, 4, and 5,
postponing the adjustment for deductions and omitted items of
income to a later stage.

a) Net income adjustment for separate husband and wife distri-
butions

This reasoning might have led to the decision to complete the
combination of various types of returns of family members on
the statutory net income basis, that is, to match the returns of
husbands and wives into family returns, and add these to the
joint returns and the returns of family heads before correcting
for capital gains, deductions, and tax-exempt income.

Actually, these adjustments of the net income classification
were carried through independently for the separate returns of
husbands (including community property returns of husbands);
the separate returns of wives (including community property
returns of wives); and the combined distribution of joint re-
turns and returns of family heads (groups 1, 4, and 5). The ad-
Justed distributions for husbands and for wives were then merged,
by the procedures described below, into a single distribution rep-
resenting family units. This new distribution of husband-wife
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anits was added by income level to the adjusted income distrily,
tion comprising joint returns and returns of family heads.

The decision to adjust the net in'mmc classificatioy hefore
completing the combination of family retuins wys l""ge!y a
bitrary, arising from the belief that the optional divisjon of de.
ductions and net income items 1n the separate returyg of hug
bands and wives might resultin characteristic differences between
these two distributions in the kinds and in the average amoupyg
of the various income and deduction itemns at a given income
level.

Unfortunately, even if this assumption is valid, the Unavoid.
ably arbitrary method of allocating capital gains, deductions
and tax-exempt interest among the various types of return, op
the basis of the percentage distribution of aggregate net income
at the various income classes. effectively leveied off such charac.
teristic differences as might exist, and thus nullified any advap-
tages to be gained from adjusting the net income classification
betore making the final combination into family returns.

The special tabulations of 1936 inconie tax returns now bei
carried on by the Treasury Department will include classifica.
tions of specific sources of income and deductions by type of re-
turn, which will reveal such differences as may exist among the
various types of returns in the frequency and in the average
amounts of such items, and thus provide the basis for more exact
adjustments of the net income classitications for the different
types of returns. The findings may sugzest that the net income
adjusuments should be made separately for each tvpe of retum,

even those in groups 1. 4. and &, before any combinations have
been made.

b) Pairing incomes of husbands and wives

As indicated above. the combination of the distributions of the
separate returns of husbands and of wives to form a single distri-
bution of family units was made after the twao distributions had
been adjusted for deductions, capital gains. and tax-exempt in-
terest. Absence of satsfactory statistical material to use as a basis
for this combination necessitated 1 highlyv arbitrary procedure
in pairing the husbhand and wife units. Essentially, the combina
tion was made in accordance with the general assumption that
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hushands and wives making separate returns endeavor to divide
the family income as evenly as posstble in order to avoid the
heavy surtax charges that apply at the high income levels. It
should be remembered, in this connection, that the pairing
scheme adopted related to a selected group of husband-wife units,
and in no way reflects the relative magnitudes of the incomes of
husbands and wives in general.

In the pairing scheme adopted, some of the husbands at the
highest income level were assigned wives at the same level. But
since the number of husbands reporting high incomes was con-
siderably greater than the number of wives, the majority of the
husbands at the highest level were necessarily assigned wives at
the next lower level. Proceeding down the income scale in this
fashion, every husband was paired with a wife, with the latter
in most instances coming from a lower income class than the
husband. Thus only at the very highest income level, where the
incentive was greatest to divide incomes equally, did the method
involve the pairing of husbands and wives at the same income
level to forin a family unit with approximately double the in-
come of the separate returns. For example, only about 10 per
cent of the husbands with incomes between $50,000 and $100,000
were assigned wives with incomes within that same income
range. The other go per cent of husbands in this class were as-
signed wives with incomes ranging from $50,000 down to $20.-
ooo. Similarly, husbands with incomes between $10,000 and
$15.000 were paired with wives whose incomes ranged from
$7.500 to as low as $3,500. In every case, the sum of the incomes
of the paired husband and wife determined the income level of
the combined family unit.

The final number of husband-wife units with incomes above
$5.000 was somewhat greater than the number of husbands filing
separate returns with incomes over $5,000, inasmuch as some hus-
bands with incomes below $5,000 were paired with wives whose
incomes were also below $5,000, but sufficient to bring the com-
bined income over $5;,000 (see Table 1).

The new distribution of hushand-wife units was now com-

11 See Merwin, Part One, Sec. 11 3. d. The National Resources Committee proce-
dure does not require acceptance of the belief that the “majority of the so-called
‘economic royalists’ share their properties and incomes evenly with their wives”.



bined with the distribution of other family unis by adding the
frequencies and the aggregate income at each income level,

c) Alternative method of pairing incomes of hushangs and wiyes

The method used in creating the artificial husband-wife units
is, of course, open to criticism. It might be argued that it repre.
Sents an extreme among the possible methods that could haye
been used; that a distribution of husband-wife units derived
by pairing high-income husbands with medium-income wiyeg,
and high-income wives with medium-income husbands, would
have been more plausible. The results of the current Trca.sury
anaiysis of 1936 returns, which will show the separate returns of
husbands and wives paired into the original family units, may
well indicate that some such modified procedure js desirable »

Meanwhile. rather than attempt various aliernative methods
of combining husband and wife returns—none of which could
be interpreted as a measure of the error involved in the present
estimates—there has been prepared, for comparative purposes,
a distribution that ignores not only the incentive offered by the
income tax requirements to split the family income as evenly as
possible. but also any other influences, such as similar social and
economic status, which might lead high-income husbands to
marry high-income wives. Under the particular circumstances
presented by the income tax statistics, such a distribution repre-
sents a situation probably quite as extreme as the one presented
by the National Resources Committee.

The procedure used in Preparing this alternative distribution
is that of Pairing go,300 husbands wit incomes of $4,000 and
over with the same number of wives with incomes of $1,000 and
over by allocating to the husbands at each income level an equal
number of wives drawn from income classes throughout the in-
tome range in accordance with the percentage distribution of
wives filing S€parate income tax returns for 1935. For example,
of the 16,550 husbands with adjusted net incomes between $10;
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000 and $15,000, eight per cent were paired with wives having
incomes hetween $10,000 and $1 5,000; nine per cent with wives
having incomes between $7.500 and $10,000, etc.’* This pro-
cedure, of course, means that wives in any given income level
will be paired with husbands scattered throughout the income
range. The resulting distribution of husband-wife units with
incomes above $5,000 is compared in Table 1 with the distribu-
tion obtained by the methods used in the National Resources
Committee study.

The total number of husband-wife units and their aggregate
income are, of course, unchanged. The alternative procedure
yields a distribution, however, that shows relatively fewer units
at the two extremes of the income range between $5,000 and $1,-
000.000 and over, and correspondingly more units in the middle
income classes. Thus, 3 per cent of the husband-wife units were
assigned to the income classes above $100,000 and 30 per cent to
the classes between $5,000 and $10,000 as a result of the method
of pairing used in the National Resources Committee study,
while 2 and 17 per cent, respectively, were assigned to these two
income groups as a result of the alternative procedure. At all but
one of the income levels between $10,000 and $100,000, the latter
procedure indicated higher proportions of the husband-wife
units than were obtained by the methods actually used in the
National Resources Committee study. In interpreting these fig-
ures it should be remembered that for the income level below
$7.500, the estimates derived by both methods are extremely
tenuous, and that data for this income class were not used, as
such, in the final distribution of families.

It appears that the method of combining the separate returns
of husbands and wives might perhaps have been somewhat modi-
fied in line with the results shown by this alternative procedure,
i.e,, that the proportions of husband-wife units at the two ex-
tremes of the distribution should have been slightly reduced
and those in the middle income range slightly raised. The most
important effect of such a modified procedure would be a re.

18 The percentages cited can be obtained by dividing the figures in the second
column of Table 1 for the relevant income classes by 90,300. the total number of
wives paired with husbands. T'he total entered in the second column, 38,362, is
solely for wives with incomes of $5.000 and over.
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duction in the proportions of aggregate family income at both
extremes of the $7,500 to $1,000,000 and over income range, but
more particularly at the highest income class.

5 ADJUSTING FOR CAPITAL GAINS, VARIOUS TYPES OF
DEDUCTION, AND TAX-EXEMPT INTEREST

As indicated above, the adjustments made to bring the statutory
net income classification more closely in line with the definition
of net income used in the Consumer Purchases Study were car-
ried through independently for three groups of returns ** be-
fore the final combination of the returns made by family mem-
bers into a single distribution by family units. To accomplish
this adjustment, it was proposed to subtract net capital gains
froin statutory net income, and to add deductions for net capital
losses, interest and taxes paid, contributions and ‘other deduc-
tions’, as well as the amount of income received from wholly or
partly tax-exempt securities. It was not necessary to add to the
statutory net income the other two types of deduction allowed
on the income tax returns—business loss and partnership loss—
since these items had also been deducted from gross income in
deriving net income as reported in the Consumer Purchases
data.

For reasons discussed below, it was decided to adjust statutory
net income for the exclusion of capital gains and the inclusion
of the five types of deduction and tax-exempt interest in a single
step, rather than to correct separately for each item. Net capital
loss reported by all returns with statutory net incomes of $5,000
or more amounted to $6g million in 1935, interest paid t $241
million, taxes paid (allowable as deductions) to $268 million,
contributions to $148 million, and ‘other deducrtisns’ to $320
million. The five items of deduction summed to $1,046 million.
Tax-exempt interest from wholly or partly tax-exempt securiries,
not included in gross or in statutory net income, was estimated
at $250 million for the $5,000 and over income range.** Net

14 Joint returns combined with returns of heads of families, separate returns of
husbands combined with community property returus of husbands. and separate
returns of wives combined with community property returns of wives.

15 As indicated in Sec. IV, the data on tax-exempt interest are known to be
incomplete.
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capital gain for this income range was reported as $400 millin,
The net increase in aggregate income for all types of returpg
1epresented by these several items was therefore $896 million,

a) Division of income and deduction items among groups of
returns

As a first step in the adjustment, it was necessary to distribyge
this total amount among six groups of returns:

1. Joint returns of hushands, wives, and dependent children,
plus the returns of either husband or wife when no other
return is filed, and the returns of heads of familjes who
are single men, married men not living with wives, single
women, or married women not living with husbands

2. Separate returns of husbands, including community prop-
erty returns

3. Separate returns of wives, including community property
returns

4 Returns of single men and of married men not living with

wives, not heads of families

Returns of single women and of married women not liy.

ing with husbands, not heads of families

6. Returns of estates and trusts

P2 4

The division among these groups was made on the basis of
the percentage distribution of statutory net income among the
six groups at each of the 34 income levels above $5.000. Of the
total of $896 million, $160 million was thereby assigned to the
returns of persons not heads of families and the returns of es-
tates and trusts. The remainder, $736 million, was assigned to
the first three groups of returns comprising members of family
units. The bulk of this amount, $428 million, was to be added
to the net income of the first group of family units with statutory
net incomes of $5,000 or more, $225 million to the separate re-
turns of husbands in group 2, and $83 million to the separate
returns of wives in group g. '

b) Addition of average amounts 1 Statutory net income

The procedure used in adding these amounts to the statutory net
income classes in each of the three distributions involved two
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main steps: (1) the actual addition of the assigned amount to the
aggregate income at each income level; (x) the shifting of a cer-
tain proportion of the returns, together with their statutory net
income and their assigned amount of additional income, from
one income class to the next higher class. Such shifting was nec-
essary because the addition of deductions and tax-exempt in-
terest to those returns that were already near the upper limit
of a given statutory net income class brought their incomes
within the range of the next higher class—the new income class
being on an ‘adjusted’ rather than a ‘statutory’ net income basis.
For example, if an average amount of $2,284 in deductions and
tax-exempt interest is added to the returns in net income class
$15,000-$20,000, those returns which had statutory net incomes
of $17,716 or more would shift upward into the class interval
of $20,000 to $25,000.

The nunber of returns shifting from one income class to the
next higher class was determined on the basis of a cumulative
frequency curve drawn freehand for each of the three groups of
returns representing members of family units. The number of
returns between the upper limit of the income class and the
point of shift was read fromn the curve. the latter point being
the difference between the upper limit of the class and the aver-
age amount of deductions and tax-exempt interest assigned to the
level. This average was derived by dividing the aggregate de-
ductions and tax-exempt interest (minus the capital gains) in the
income class by the total number of returns in the class. In order
to simplify the procedure, the 34 income classes that had been
used up to this point were combined into 14 broader income
levels—the 12 levels above $7,500 in Table 1, and two additional
levels, $5,000-$6,000, and $6,000-$7,500.

The aggregate deductions and tax-exempt interest assigned
to each income class was distributed between the group of re-
turns remaining in the class and the group shifting to the next
higher class on the basis of the relative magnitudes of the two
groups. The returns shifting upward were assumed to have been
evenly distributed between the point of shift and the upper limit
of the income class. The aggregate net income of this group was
calculated, therefore, by multiplying the number of such re-
turns by the midpoint between the point of shift and the upper
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himit of the class.'® Thus, the adjusted ggregate income iy each
income class was derived by adding to the aggregate Statutory g,
income in the class the additional aggregate income frop, dedyc.
tions and tax-exemn pt interest accruing to those returns remainim{

y

in the class, plus the aggregate net income and the Income frop,
deductions and tax-exempt mterest of those returns shifting ing,
the class, and subtracting the aggregate net income 1 of those
shifting out of the class,

As a result of this procedure the aggregate imncome of returng
with incomes of $5.000 and over in the three distributions com-
prising members of family units was increased $1.026 milliop,
an amount $2go million greater than the estimated amoun of
deductions and tax-exempt interest added o the retnrng with
icomes of $5,000 or more. This difference of $2go milliop rep-
resented the net income and the deductions and tax-exempt in.
terest of returns shifting upward from the income class direc[ly
below $5,000.1%

18In the cxample given zhove. the midpoint between $17.716 and $20,000, The
resulting amonnt of aggregate inconte was subtracted from income class $15 000~
$20,000 and added 1o income class $2().(x)0—$25.(xx). Income from deductions angd
tax-exempt interest was calenlated by nmiltiplving the wmmnber of retumns shifting
by the average amount of dednctious and lax-exempt interest that was added
to their 1eturns.

17 Thus, in the example given above. the Amount of aggregate net income added
at income dass $2o,0(m~$25.mx) was subtracted from income class $15,000-$20,000.
18 Although the adjustments of the income 11x data were made primarily for
the income vange above $5.000. it was necessary, in this and in subsequent ad-
justment steps. to estinnte the correction Fxctor for returns in the income intervals
directly below $5.000 as well. The nuher of adjustments involving the shifting
of returns to higher income clisses wade it essential 10 extend the income range
studied 10 a point lower than $5.000 in order 1o void incomplete data in the
final distribution above $7.500. The adjustments for deductions and 1ax-exempt
interest in the income classes below $5.000 were incvitably very arbitrary, since
the available tabulations of the income 1ax statistics included uo dara on sources
of income and deductions for these classes. Henee it was necessary to assign es-
tintated amonnts of deductions ang Lax-exempt income to them. Otherwise the
procedures used in adjnsting this lower range were similar 1o those used for the
levels above $5.000.

Returns reporting uet deficits were not inclated in this alysis. Of the gy.60
returns with net deficits iy 1935 U is estimated thay jess than 2000 would fall
int the positive income range immediately ahove $5.000 if the figures are adjusted
o conform to the definijon of net income used i the Studv of Consumes Pur-
chases.
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¢) Assumptions underlying procedures

Implicit in the method adopted to determine the point of shift
used in deriving the adjusted income distribution was the as-
sumption that each individual return within an income class
reported average deductions and tax-exempt interest equal to
the average amount prevailing for the class.

It is obvious that this assumption is in conflict with the facts
as shown by tabulations presented in Statistics of Income for
1935. These tabulations indicate that only a portion of the re-
turns in any given income class show entries for each of the in-
dividual items of income and deduction, and that, in the case
of capital gains and losses at least, those returns that do report
such items show widely varying amounts within the same income
class.®®

These data appear, at first, to suggest that a better adjustment
might have been effected if the corrections for each item of de-
duction, for capital gains, and for tax-exempt interest had been
carried through separately. The average amount of each item
per return reporting the item could then have been estimated
and used to determine the number of returns and the aggregate
income shifting upward to the next higher income class, and,
in the case of capital gains and losses, variable amounts of each
item (as reported in Statistics of Income) could have been added
to or deducted from the returns within an interval. Such a pro-
cedure, however, would have involved numerous difficulties,
without any compensating assurance that the adjusted distribu-
tion would more nearly resemble the actual distribution of fam-
ily units according to the ‘adjusted’ net income basis desired.

First, since the tabulations in Statistics of Income present the
frequencies of returns reporting each type of income and de-
duction only for all groups of returns combined, it would have
been necessary to estimate the distribution of the frequencies
at each income level among the several types of returns, i.e.,
joint returns, separate returns of husbands, returns of single
men not heads of families, etc.

13 See Statistics of Income for 1935, pp. 18-20. Tables showing the frequency of
specific amounts of deduction items reported at each net income class are avail-
able only for capital loss and business loss.
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Second, the procednre would have reqmred arbitrary judg.
ments as to the allocation of each type of dednction and o
capital gains and tax-exempt interest among the retnrng within
each income class, inasnmch as the available tabnlations do po
indicate the extent of overfapping in the groups of returng show.
ing the several items. There is no way to determine, for exanple,
the extent to which the group of returns showing capital gajng
includes, or exclndes, the group of returns in the same INcome
class showing tax-exempt terest. Attempts to assign specific
types of dednctions, capital gains and tax-exempt income o
different groups of retnrns within a gven income class, in eithe;
equal or varying amounts, wonld have entailed a series of arhj.
trary judgments which might well have introduced even more
error than the addition of the same average amount of the
combined items to each return within an mcome class.

Third, the statistical procedure wonld have been extremely
complicated by imdertaking separate adjustments for the varfoyg
income and deduction items, since it wonld have been necessary
to keep track of the retnns shifted upward from each statutory
net income class as a result of eacl adjustment step. Those re.
turns shifted upward from given net income class as a result of
adding deductions for interest paid, for example, would have to
be considered together with the returns remaining in the income
class in determining the shifts that would occur when a second ad.
justment, e.g., for addition of taxes paid, was made. The proce-
dure would be further complicated by the fact that in the adjust-
ment to subtract capital gains the returns would have shifted
downward rather than upward.

In the light of these considerations, it was decided that a less
complicated and less time-consuming procedure, involving a sin-
gle adjustment for the several items, wonld be more satisfactory.
[t seemed better to combine all the dednctions, capital gains, and
tax-exempt inconte at a given income level, and to assign the
SAME average amount to every return at that income level, rather
than to venture into the maze of avbitrary decisions invoived in
any alternative procedure.

The procedure used probably tended to underestimate the net
anount of additional income belonging to the retnrns in the up-
per portion of cach net income class, and to overestinate the
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amounts belonging to returns in the lower portion. Since the
average amount of deductions, capital gains, and tax-exempt in-
terest Increases as we move up the income scale, and since the
proportions of returns in each income class showing each type of
deduction and capital gain also rise steadily as income increases,
similar tendencies no doubt prevail within an income class.

But even if we accept this description of the bias introduced at
particular income levels, it is extremely difficult to appraise the
ultimate direction and magnitude of the bias introduced in the
adjusted distributions of family units and aggregate family .in-
come. If the returns in the upper portion of each income interval
had been arbitrarily assigned higher average amounts of deduc-
tions, capital gains, and tax-exempt incowne than those in the
lower portion, the average income (net income plus additional
amounts for deductions, etc.) of those returns shifting to the next
higher bracket would, of course, have been raised. On the other
hand, this procedure might very possibly have reduced the num-
ber of returns shifting, and hence have reduced both the aggre-
gate net income and the aggregate additional income from deduc-
tions, etc., shifted to the higher level. The results are virtually
indeterminate, until the exact basis of allocation of the income
and deduction items is decided, and the calculations actually car-
ried through.

It is to be regretted that the special tabulations of the 1936
income tax returns, as now planned, will not afford any satisfac-
tory basis for judging thie nature or the extent of the error intro-
duced into the National Resources Committee estimates by the
methods used in adjusting the net income classification to allow
for these items of deduction, capital gains, and tax-exempt inter-
est. The tabulations will show, for each income level and each
type of return, the number of returns reporting each source of
income and each deduction item, together with a frequency dis-
tribution of returns showing specified amounts of each item.
Since the income classes used for these tabulations will be based
on statutory net income excluding capital gains and losses, the
problem of adjustiug for these two items will be eliminated. But
the problem of adding tax-exempt interest and the deduction
items of interest paid, contributions, taxes paid, and ‘other de-
ductions’ will remain. Tabulations of the three groups of returns



listed at the beginning of this section according ¢ ‘adjusteq: -
income dasscs—-st;umory net meome minys capital gajng lug
capital losses, interest pad, contributions, tayes paid, anqg ‘Othey
deductions’—woylq afford perlaps the only factuy) basis for ,

Pratsing the results of the National Resonrces Commiee ro.
cedures in adjusting the income tax data to aljoy, for these items

6 ApjustInG TO 1935-36 Basis

The distribution of family units obtained in the prCCCdings[cp;
was based entire] Yy on income (ax data for the calendar year 1gg;.
This distribution Was now adjusted to reflect the effects of the
subsmntially larger national mcome received by Americay con.
sumers during the fisca) Year 1935-46. As the figures in Tablesg
and 4 indicate, this particnlar adjnstment had a Very significane
effect on hoth the nnmber of family nnis and the aggregate neq
mcome in the upper income ranges. Unfortuuately, the availab)e
data and the methods used jn making the ad justment were not
geared to the Inportance of the task in hand.

Comparison of the income tax tabulations for 1935 and the
preh'minary data for the calendar year 1036 afforded some meas-
ure of the differences in the number of returns showing net .
comes of $5,000 and over and in the aggregate income reported in
the two years but they offered 1o clue as to how much of this
change should be attributed to (he continned expansion of the
national income during the Jast half of 1936. The only available
data bearing on (his seneral question were the monthly estimates
of national icome paid one, Prepared by the National Income
Section of the Departmeny of Commerce = ‘These estimates indi.
cate a total nationg) nicome of 362,441 million paid ont during
the calendar year 1946, representing , 13.6 per cent rise over the
estimated amoypg for 1945 Ay estimate for 1935-46, based on
monthly estimages for the last half of 1935 and the first half of

2 These preliminary gy ditfered only yvery slightly fiow 1 he hgures for 1gs6
subsequen(l_\' published i, Staiistics of Income. T'he dg5Tegate net income for
returns wip incomes of $5.000 anq over. for example. was estimated a1 8y
million in (he preliminary tabulations, while the ting] figure for this income range
wits 38,895 million.

%1See R. R. Nathan and F, z. Cone, Z\lumhly Income Payments in the United
Stanes, 1929-35°, Survey of Current Busiiess, l-'tbxunr_\' 1988
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1936, showed a 5.5 per cent rise over the 1935 figure, or 40.3 per
cent of the total rise from 1935 to 1936.

The adjustment of the 1935 family distribution to a 1935-36
basis was made by relating these changes in the size of the na-
tional income paid out over this two-year period to the differ-
ences in the total number of returns and in the aggregate income
reported for 1935 and 1936 on those individual income tax re-
turns showing net incomes of $5,000 and over.

The lack of detailed breakdowns in the preliminary tabula-
tions for 1936 made it impossible to carry through the same
combinations and adjustments that had been made of the 1935
data and thus establish a direct relationship between the income
distributions in 1935 and in 1936. Instead, the comparison was
based on the difference in the aggregate income (statutory net in-
come minus capital gains and plus deductions for capital loss,
intevest paid, taxes paid, contributions, and ‘other deductions’)
reported by all types of returns with statutory net incomes of
$5.000 and over in 1935 and 1936. This comparison indicated a
total increase of §6.5 per cent from 1935 to 1936.

The assumption was now made that the increase in aggregate
income (as defined above) between 1935 and 1935-36 would bear
the same relationship to this total increase of 36.5 per cent that
the increase from 1935 to 1935—36 in national income paid out
bore to the total increase from 1935 to 1936. Accordingly, 40.3
per cent of the $2,458 million increase in aggregate income be-
tween 1935 and 1936 shown by all types of returns with net in-
comes of $5,000 and over was taken to represent the increase in
aggregate income from 1935 to 1935-36.

Only part of this increase in national income, of course, ac-
crued to income recipients belonging to family units. It was
therefore necessary to divide it among the various groups of re-
turns on some proportionate basis. The percentage distribution
of aggregate income (as defined above) among the various types
of returns in 193 was used as the basis for this division. Since the
available income tax data for 1936 were not classified by type of
return, it was necessary either to accept the 1935 percentage rela-
tionship as between the group of returns of members of families
(groups 1—5 and 8 as listed in Sec. 111, 3) and the group of re-
turns of non-members (groups 6, 7, and g) as representative of
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1935-36 also, or to attempt a purely arbitrary correction of g,
data. Subsequent comparison of the 1946 l'(-lmionships with thog
for 1935 indicate sufficient shmlarity to justify the acceptance of
the 1935 data as a basis for the division.=

That portion of the increased income attributable (o returng
tiled by family members, $815 milhion, was now (hstribugeg by
income level according 1o the percentage distribution of aggre.
gate inconme shown by the family distribntion for incomes of
$5,000 and over derived from the 1G85 mcome tax data, Again iy
seemed better, in the absence of a detailed 1Come classification
for the 1936 data, to accept the 1935 relationshi ps than to attempt
an entirely arbitrary adjustiment. Subseqnent Comparisons of he
1935 and 1936 income tax data for all types of returns combineg
reveal a very marked stmilarity n the two percentage distriby.
tions.?* The method may have overstated 10 some shght exten
the proportions of the increased mational mcome recerved by the
income classes between 5000 and $15.000. and 1o have nnder.
stated slightly the proportion received by the income range he.
tween $15,000 and $1,000.000.

The additional amonnts of aggregate mmcome assigned to the
varions income levels by the procednre described above were
then added to the aggregate amonnts shown in the 1935 family
distribution to obtain a distribution of aggregate family income
for 1935—46.

The number of family units at each income level in the 1935-
86 distribution was determined by dividing the 1935-36 aggre-
gate mcome at each income mterval by the average (mean)
ncome within that interval, as shown by the family distribution
derived from the 1935 data. This procedure was based on the
assuniption that there wonld be no significant change from one
year to another in the distribution of family nnits within any
given income interval. The vahdity of this assumption might be

22 Of the aggregate net income reported in Statisties of Income for returns with
net incomes of $5.000 anl OVCr. Bz.35 per cent in 1935 and Rz.19 per cent in
1936 represented the income of members of family unis,

23 Of the aggregate net income reported in Statistics of Income for returns with
incomes of $5.000 and over. 37 per cent fell in the range $5.000-810.000; 15 per
cent. S10.000-81 50000 9 perocent, S15.000-S20.000: 1) per cent, S20.000-550,000:
9 per cent. $50,000-$100,000; and 9 per cent, $100.000 and over jn 1935. The cor-
responding percentages in 1946 were 3114922, 10, and 1.
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questioned in the case of the very broad income intervals at the
top of the income range, but comparisons made on the basis of
statutory net income figures shown in the 1935 and 1936 Statistics
of Income reveal a very great similarity in the average net income
figures in identical income classes.

7 ADJUSTING FOR NONREPORTING AND UNDERSTATEMENT OF
INCOMES

The necessity for adjusting the federal income tax data to allow
for the understatement and the nonreporting of incomes has
been generally recognized by economists seeking to use these data
in arriving at a national distribution of income by size.** In every
case, such adjustments have been predicated on essentially arbi-
trary assumptions concerning the probable prevalence and
amount of understatement and nonreporting at different income
levels. Since the particular assumptions adopted necessarily re-
flect subjective judgment rather than factual evidence, they are
particunlarly subject to criticism.

The adjustments made by the National Resources Committee
for understatement and nonreporting are no exception to this
general rule. In approaching this problem the effort was made to
obtain tentative estimates from tax students and others who were
in a position to offer authoritative opinions based on an intimate
knowledge of the problems involved. The results were far from
satisfactory. Treasury officials, who were perhaps in the best posi-
tion to have an informed judgment in the matter, were unable
to furnish definite estimates. Estimates ventured by various
persons ranged widely about those finally accepted.

However, the interviews did reveal a general agieement on cer-
tain aspects of the problem: (1) that the preponderance of under-
statement and nonreporting occurs in connection with income
from fees, rents, profits, royalties and ‘other income’; {2) that
nonreporting is apt to occur more frequently at the low than at
the high income levels, and tends to be negligible at income levels
24 See, e.g., estimates for 1929 by Leven in Manrice Leven, H. G. Monlton, and
Clark Warburton, America’s Capacity to Gonsume (Brookings Institution, 1934),
p. 167 and footnotes to Table 23; and estimates for 1918 by Macanlay in
W. C. Mitchell, W. L King, F. R. Macaulay, and O. W. Knauth, Income in the

United States (National Bureau of Economic Research), I (1921), 109, 124, 130;
and II (1922), 253-68.
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above $20.000; (3) that understatement also tends to be relatiye,
more frequent at the lower income levels hut extends fUrlhe;
up the income scale. The exact percentages applied by (e Na
tional Resources Committee to correct [or un(lersmlemem and
nonreporting reflect these composite opinions. The adjustmeny
were made in two consecutive steps.

a) Adjustment for nonreporting

The correction for nonreporting was intended to account for ghe
incomes of those families that are legally required to file income
tax returnsand fail to do so, as well as for the incomes received by
state and local officials, whose salaries are not subject to federy
income taxation.?* The adjustment, which affected both the nup.
ber of families and aggregate net income, was based on arbitrary
estimates of the probable percentage increase in income tay re.
turns if all families with incomes of $5.000 and over had filed Te-
turns on their incomes for the year 1435-36.

The assumption that most nonreporting is concentrated in the

25 The number of state and local officers and cuiplovees whose saluries were
exempt from the federal income tax in 1987 was estimated at 2.608.259. bug only
16.206 of these persons had salaries above $5.000: see Hearings before Committee
on Ways and Mcans, House of Representatives. ;6th Cong.. 151 Sexs., Jan. 26, 19%.
Tax-Exempt Salaries. Table 1. p. 26. The estimated number of state and loal
officers and cmployees in 1937 by salary classes. as presented in these Hearings
by J. W. Hanes. Undersecretary of Treasury. is given helow. The distribution
would, of coursc. be higher if the tabulation were made on the basis of income
classes, including income othier than salaries. ratber than on tle basis of salars
classes.

PERCENTACE

SALARY CLASSFS NUMBEFR DISTRIBUTION
$1.000 and under 1.036,108 39.72
1.001- 1.500 511.770 20.8q
1L.{01— 2,000 130.140 16.84
2001~ 2,500 323.797 12,41
2501~ $.000 135.731 520
2001~ $.500 53.305 2.05
3.501~ 1.000 $3.261 1.28
4.001— 4 500 18,527 A
4.501- 5,000 7851 28
5.001- 6,000 7.231 28
6.001-- 7,000 3.31% 13
7,001- 8,000 2.174 o8
8,00[— 9,000 1242 05
4.001-10,000 907 03
Over $10,000 1.39¢ 05

Total 2,608,23() 100.00
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lower ranges and is negligible above $20,000 recognizes two con-
siderations: (1) that the exempted salaries of state and local offi-
cials do not, for the most part, exceed $10,000; (2) that evasion of
the income tax law through nonreporting tends to become in-
creasingly difficult as incomes become larger. The specific set of
percentages used for increasing the number of families and aggre-
gate net income in the income classes between $5,000 and $20,000
are, of course, wholly arbitrary. The number of returns and ag-
gregate income between $5,000 and $10,000 were increased 25
per cent, those between $10,000 and $15,000, 15 per cent; and
those between $15,000 and $20,000, 5 per cent.

b) Adjustment for understatement

Like nonreporting, understatement of income was assumed to
vary by income level and to be proportionately greater at the
lower levels. This assumption recognized that returns showing
higher incomes are probably based on more adequate accounts
and are subject to a more careful audit by Treasury officials—
both factors which would tend to discourage illegal understate-
ment for the purpose of evading income tax payments. Specifi-
cally, it was decided that the aggregate income of families with
incomes between $5,0v0 and $20,000 should be increased 15 per
cent, that of families between $20,000 and $25,000, 10 per cent,
and that of families between $25,000 and $50.000, 5 per cent.*

Although these percentages were applied to total income at
the various levels, they were designed to reflect primarily the un-
derstacement of income from the four sources mentioned above:
(1) business profits; (2) partnership profits; (3) rentsand royalties;
23 A direct comparison of these percemages and of 1hose for nonreponing with
the percemages used by Leven in 1he Brookings estimaies for 192g and by Macaulay
in 1he Naional Burcan estimaies for 1018 is not possible. Leven does nor make
separmie adjusimems for nourcporting and undersiaicmem. He indicates tha a
correction for underreporting and cvasion was made by increasing 1he estinaied
anmber of income 1ax returns for business and professioual incomes 65 per cem.
As Merwin poims om (Part One. Sec. 1, 3. ¢ i1 is no clear wherther the same
percemage was used in correcting each income class above $5.000.

Macaulay's adjusunems of the 1918 daia included boih 1 adjusimem for
garmers and small business men who filed no returns and an adiusumen 10 allow
for evasion by persous aciually reponting. The exaa percemages nsed in adjust-
ing 1he daa m differem income levels are not shown, bin the aggregme income
reponied on reimus berween $5.000 and $50.000 was increased $2 billion 10 allow
for nndersimemen of incomes at these levels. Op. cit., 11, 259.
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(4) ‘other income’ (including income from all sources N0t specif;.
cally reported). The proportion of aggregate statutory net Mcome
on all types of returns in 1935 attributable to these four SOUres
1s shown by the tabulations in Statistics of Income to have de.
clined as incomes increased above $5.000. Thus the Proportiop
at the statutory net income class 55,000—37,500 was 29 per cent,
while that at class $40,000-850,000 was 21 per cent. The adg;.
tional amounts of income added at the several income clagges to
adjust for understatement represented increases of 59 per centip
the income from these four sources for the income class $5,000-
$7,500 and 26 per cent for the income class $40,000-$50,000. The
total amount added for understatement in the income ranges
$5.000 t0 $50,000 was equal to approximately 50 per cent of the
aggregate amount reported from these four sources of 1mcome by
all returns showing net incomes of $5,000 and over.2” These esti-
mates of understatement do not take into account any legal eva.
stons of income tax liability which may result in understatemen
at levels above $50,000. It is quite possible that this type of eva.
sion increases rather than decreases as income rises, and the fajl-
ure of the National Resources Committee estimates to make
specific allowance for such understatement may tend toward an
underestimate of the number of families and aggregate income
in the very high income ranges.
The actual procedure of correcting for understatement dif.
fered from that used for nonreporting in that the number of re.
turns was not increased, éxcept as a result of returns shifting from
the income class directly below $5,000. The total amount of in-
come to be added at each income level to correct for understate.
ment was calculated by applying the appropriate percentages to
the aggregate income figures shown by the 1935-26 family distri-

27 Since the correction for understatement discussed here applied only to the
returis of members of family nnits. the pereentages of understatement should
preferably be related (o the income reported from the four sources by those types
of retnrns represeuting family membes. However, data for sonrces of income are
available ouly for al types of returns combined, including the returus of single
individuals and of estates and trusts. The correction for understatement of family
income from these four sonrces is therefore somewhat greater than 50 per cent.
This figure of 50 Per cent is inacenrate also because statutory net income classes
are used here for the four sources of income, while the aggregate amount of
understatement refers 1o income classes after the several adjustments described
above had been made.
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bution after the correction for nonreporting had been completed.
Following the procedure adopted in the case of the adjustment
for dednctions and tax-exempt interest, all the returns in each
income class were assumed to have understated their incomes by
the average amount prevailing for the entire class. The average
understatement at each level was therefore determined by divid-
ing the aggregate amonnt by the number of family nnits in the
class. Addition of this average amount resulted in a shifting of
some families from each income level to the next higher level.
This shift and the corresponding shift in aggregate income were
accomplished by the methods described above for adding dednc-
tions and tax-exempt interest to the net income distributions.

8 ADDING INCOME OF SUPPLEMENTARY EARNERS

As indicated earlier, the income tax statistics provided no infor-
mation on the incomes received by non-dependent members of
economic families other than wives. Yet to achieve comparability
with the Consnmer Purchases data, it was necessary to make some
allowance in the family income distribution for the amounts con-
tributed by such supplementary income recipients. Unfortu-
nately, while the Consumer Purchases data inclnded in the family
income figures total income from all sources, entries for the indi-
vidual family members pertained only to earnings. Hence the
schedule data offered no adeqnate basis for estimating total in-
come contribnted by non-dependent income recipients. Becanse
of this deficiency in the available data on supplementary income,
and becanse the method otherwise tended, as explained below,
to overestimate the average number of supplementary earners at
the varions income levels, no specific adjustment was made to
allow for supplementary incomes other than earnings. The omis-
sion of supplementary income from rents, investments, royalties,
pensions, etc., may result in a slight nnderstatement of the aggre-
gate income of family units.

Available tabulations from the Stndy of Consnmer Purchases
showed for individnal sample communities the number of sup-
plementary earners at each income level. These supplementary
earners were classified into four types—husbands, wives, others
16 years and over, and others nnder 16 years. The average earn-
ings for each type were also shown, by income level. Inasmuch as
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the earnings of husbands, wives, and dependent chy ldren tnder
18 are required by law to be included as partof the tamily income
—1 a joint return, in the separate returns of hushang and wife,
or in a single return by the head of the family—the income tax
data were presumably deficient only by the amount of the Ncome
received by the 18 year and over partof the snpplcmcnmry ear).
ers of the third type. those persons 16 years and over other thap
husbands or wives.

Available tabnlations of the Consumer Purchases data did ng
make 1t possible to segregate supplementary earners between the
ages of 16 and 18 years, so that it was necessary to make the a4.
justment on the basis of the data for the entire gronp of supple-
mentary earners (other than hnsbands and Wives) over 16, The
upward bias introduced by this procedure wis, as observed earlier
in the discussion, at least partly compensated for by the lack of
any adjustment for supplementary income recipients who were
not carners, or for income received by supplementary earnery
from other sources.

The adjustments for supplementary incomes were made on
the basis of preliminary tabulations for eight large cities # i,
cluded in the Study of Consnmer Purchases. It wonld have been
more desirable, of conrse, to have utilized data from all types of
community, properly weighted to obtain national averages. This
Was not possible, and an examination of sample data for other
communmnties indicated that the eight cities were not nnrepresent-
ative. From these sample data were calcnlated the average num-
ber of supplementary earners of 16 years and over for families in
each income class up to $10,000, and the average earnings per
supplementary earner in each class. By multiplying the average
number of supplementary earners per family by the average earn-
ings per supplementary carner, there was obtained for each in-
come class up to $10.000 an average amonnt of supplementary
earnings per family to be added to the incomes of the families in
the 193536 family distribntion.

The average amounts to be added at snccessive mcome classes
above $10,000 were estimated by plotting the data for the classes
below 810,000 and extending the curve freehand to read off the

23 Data from Atlanta. Ga., Chicago, 11, Columbus, O Demver. Colo, New York,
N- Y. Omaha, Nebr.-Council Bluffs, Jowa. Portland. Ore. Providence. R. 1.
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extrapolated values. The extrapolated values naturally showed a
declining number of supplementary earners per family as in-
comes advance beyond $10,000. ‘The average number of supple-
mentary earners per family ranged from .§8 at the income level
$5,000-$7,500 to .17 at the level $10,000 and over. The average
anmount of supplementary earnings per earner ranged from ap-
proximately $1,000 to approximately $1,500. Whereas this seems
plausible enough, in terms of earnings, the discrepancy between
supplementary earnings and supplementary income probably be-
comes greater at the higher income levels, so that the correction
tends toward a greater understatement of supplementary income
at the top of the income range.

Once having determined, by the above means, the average
amount of supplementary earnings to be added at each income
level, it was possible to carry forward the adjustment by using
the methods used in adding average deductions and tax-exempt
interest and in adding the estimated average amounts necessary
to correct for understatement of income.

Obviously, the data ard procedures followed in adjusting for
supplementary incomes had numerous shortcomings. but the ad-
justment as a whole had merely a minor effect on the national
distribution.

O ADDING IMPUTED VALUE OF NON-MONEY INCOME

A more substantial adjustment of the income tax distribution
was necessary to allow for the imputed value of those types of non-
money income covered by the estimated incone distribution
based on Consumer Purchases data. The value of home-produced
food is probably a negligible item of income for most families re-
porting net incomes of more than $7,500 but the value of occu-
pancy of an owned dwelling or dwellings is apt to be of consider-
able importance even in the upper income ranges, where the
proportion of families owning their own dwellings is very high.

Consunmiption data collected in the Study of Consumer Pur-
chases yielded data on the average value of non-money items of
income at each income level up to $20,000 and over. These aver-
age amounts were added at each income level by the procedure
used in preceding adjustments, with the distribution of families
and of aggregate income shifting upward to allow for those fam-
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iltes whose incomes were suthciemly increased by the addeq ;,
come to canse them to move intg a higher incope cla, Fo;
the several income classes within the $20,000 and over range,;
Was necessary to resort to extrapolated figures read from , free
hand extension ot a curve plotted from the data for lower ip,
levels,

e

I'l' Correction of Prelim iary Income Distribution based oy
Consumer Purchases Data

The addition of the impnted value of nom-money items of incope
completed the series of adjnstments of the mcome tax data, apg
yielded a distribution of family mnits and of A88TCgate income fy
income levels above $7.500 which was, within the limitations o
the data and of the procedures adopted, on a comparable byg;
with the estimated nmational distribution built ap from the gqp
ple income data collected m the Study of Consumer Purchag
The latter distribution, known to be deficient in the high incope
levels, was now corrected by adding at cach income 1terval aboye
$7.500 the additional munber of families and amonnt of agyre.
gate income that the adjusted income tax data ndicated belonged
in those income intervals. This correction, in effect, substituted
above 87 500 the distribution based on corrected imcome tax day
for the distribution based on sample data.

Siuce the population weights used in building up the estimatod
national distribution had included all families in the United
States as of Janmuary 4, 1936, 1t was necessary to rednce the nup
ber of families in the income intervals helow $7.500 to allow for
the increased number of families in the higher income intervals
On the assnmption that the sample data below $7.500 reflectedac
curately the relative Proportions of families at the different in
come levels, i.e., that the tendency toward underrepresentationat
the high income levels did not begin until the $7.500 level, the
total reduction in ¢he mnmber of families helow $7.500 was dis
tribnted Among the varions income mtervals in proportion to the
relative nnmber of families in each mterval before the correction
was made.

These pProportions were obtained by calenlating a percentage
distribntion, by income level, of the total nnmber of families be-
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low the $7,500 level. The resulting percentages were applied to
the total number of families to be subtracted from the distribu-
tion below $7,500 (that is, the number added above $7.500) to ob-
tain the number of families to be subtracted from the various
income intervals. The aggregate income at each interval below
$7.500 was, of course, decreased in proportion to the decrease in
the number of units at that interval.

As Table 2 indicates, the substitution of the adjusted income
tax distribution for the Consumer Purchases distribution for in-
come levels above $7.500 raised the proportion of families with in-

TABLE 2

COMPARISON OF ESTIMATED NUMBER OF FAMILIES HAVING INCOMES
BETWEEN $7.500 AND $10,000. AND INCOMES ABOVE $10.000, BASED ON
CONSUMER PURCHASES DATA AND ON FEDERAL INCOME
TAX DATA, 1935-1936

DISTRIBUTION OF FAMILIES BASED ON:

CONSUMER PURCHASES DATA FEDERAL INCOME TAX DATA
PERCENTAGE OF PERCENTAGE OF
INCOME CLASS NUMBER ALL FAMILIES | NUMBER ALL FAMILIES 3
$7.500-810,000 71,304 0.24 187,060 0.64
10,000 and over 66,562 .28 283,791 97
Total 137,956 47 470,851 1.61

1 The total number of families was estimated in Consumer Incomes in the United
States to have been 29,400,300; see that report, Tables 1 and 3.

comes of $7,500 and over from 0.47 to 1.61 per cent. It is unfor-
tunate that a similar comparison in terms of aggregate income is
impossible, since an estimate based on Consumer Purchases data
of aggregate family income for the $7,500 and over range was not
prepared; the percentage increase in aggregate family income as a
result of the substitution would, of course, have been greater
than the percentage increase shown in Table 2 for the number of
families.

The use of $7,500 as the lower limit of the income range for
which the adjusted income tax distribution was substituted for
the Consumer Purchases distribution is perhaps open to some
question, because of the possibility that underrepresentation of
high incomes in the Consumer Purchases data may have extended
somewhat below the $7,500 level. Unfortunately, the income
range common to the two family distributions was fairly narrow.
In view of the marked deficiencies of the adjusted income tax dis-



192 PART THRE

tribution below the $7.500 level, there sected little o he Zaineg
by adopting any compronnse method of splicing the tyw, distr;
butions, such as was nsed in the case of the distributions fo, single
individuals. =

Vti Summary of Results of Various Adji stmens

The resnlts of the varions adjustments in the inc Mle tax dag
are summarized in Tables $-5. Table g sunumnarizes the changes
i the aggregate income of members of family units v ey INComes
of $7.500 and over; Tables 4 and 5 compare the distributions, by
income level, resulting from the series of adjustments of the data.
These tables present the figures only for the income range above
$7.500. Althongh the series of adjustments extended to lower in.
come classes, the comparisons have heer confined to the INcome
range for which an adeqnate distribntion was available after the
final adjnstment had been made. Data for the income classes im.
mediately below $7,500 were incomplete because of the shifting
of frequencies and of aggregate inconte from one income level 1o
the next higher level as the series of adjustnients was carrieq
through,

1 CHANGES IN AGGREGATE INCOME

Table 3 shows the aggregate income of the $7.,500 and over in-
come range before and after each type of adjustinent, and the
crease i income resulting from each step. The aggregate in-
come of members of family units reporting statutory net incomes
of $7.500 and over was reported in Statistics of Income as $3,712
million. As a resnlt of the series of adjustments. the aggregate in-
come of families with adjusted’ net incomes of $7.500 and over
was 58,030 million, an increase of approximately 116 per cent.

2 The distributions for single individnals were spliced a0 the $3.000 income
line. and the curves for single men and women with income between $3.000
and $5.000. hased on sample data. were smaoothed to conform minre dosely with
the curve shown by (e adjinted income datas see Consimer Incomes in the
Uniied States, pp. 6y N-,
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TABLE §

SUMMARY OF CHANGES IN AGGREGATE INCOME OF MEMBERS OF

FAMILY UNITS WITH INCOMES OF $7.500 AND OVER. RESULTING FROM

SUCCFSSIVE. ADJUSTMENTS OF DATA FROM FEDERAL INDIVIDUAL
INCOME. TAX RETURNS FOR 1935

INCREASE AGGREGATE
AGGREGATE INCOMF. DUE TO INCOME AFTER
TYPE OF ADJUSTMENT BEFORE ADJUSTMENT  ADJUSTMENT 1 ADJUSTMENT

{millions of dollars)
Individual rerurns as reported

in Statistics of Income 2
Joint returns and reiurns
of male and female heads of

families 1.911
Separate rerurns of:
Husbands 1,125
Wives 392
Community property reiurns 284
Toral 3,712

Adjustmem for ner capital
gains. deduciions froin gross
income. and interes1 from
tax-exempi securities
Joint returns and reiurns
of male and female heads
of families 1,911 f32 2,543

Separaie returns {incl. com-
munity pr(:ﬂerty reiurns) of:

Husban 1,330 263 1,593
Wives 471 108 574
Total 3.712 998 4,710
Pairing separaic reiurns of
hushands and of wives (incl.
comnunity property returis) 2.167 338 2.505
Adjusimem1  from 1935 to
198536 basis (joint rerurns.
returns of heads of families,
paired returns of husbands
and wives, and community
properly returins) 5.048 659 5.707
Adjusimeni for:
Noureporning 5.707 423 6,130
Understatement 6,130 1,154 7,284
Income from supplemen-
tary earners 7,284 812 7.506
Imputed value of non-
money items of income 7596 434 8.030

1 The amouats listed in this column can, in most cases, be divided inio the pan due
10 the adjustment “proper’, and the part due to the shifting of returns or of family
units from income classes below $7.500 as a result of the adjustmen. The laiter
amounts were estimaied a1 $359 million in the adjusimen: for deductions added 10
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The $4,318 million added by the adjustments (f the day,
distributed as follows: $998 million, or 23 per cent of the
amount, resulted from the adjustment made to subraq net gy
tal gains, and to add the various types of deductions ""‘“"cdm,
the income tax returns and the tax-exempt intereg from yyy
or partly tax-exempt securities; $338 million, o g Per cent, frp
the pairing of the separate returns of hushangs and wives 10 form
family units; $659 million, or 1 5 per cent, from the ad justmen o
the 1935 data to a 1935-36 basis; $423 million, o 10 per ren,
from the adjustment for nonreporting of INcomes; $1,154 mil.
lion, or 2% per cent, from the adjustment for understatememo;
incomes; $312 million, or 7 per cent, from the addition of incop

gate income above $7.500 was raised includes more than the
amount attributable to the particular income itemg that were he.
g added to the distribution, hat is. the increase in aggregate
income due to the ad Justment for capital gains, deductions, etc.,
Was more than the total amoun of deductions and tax-exempt
income added to the group having statutory net incomes above
$7.500. Similarly, the increase due to the adjustiment for under.
statement of incomes was nore than the estimated aggregate
understatcment for tlyg income range. A relatively large part of
the increase in aggregate income resulting from each adjustment

ward from below the $7.500 level as a result of the adjustment.
‘The exact amouns added because of these shifts are indicated in
footnote 1o Table 3. In instances where the assumed average
amount of correction, €&, the average amount of deductions or

{footnotes ¢o Table 2 mnd‘udrd)

joint rewurns, a, $58 million for deductions added 10 separate returns of husbands,
and at $32 milliop for deductions added (o Separate returns of wives. All the §ys8
million added by the combination iny hushand-wife units represented the aggre-
&ate income of returns of hushyngs and of wives whose combined income brought
them up into the Trange above $;.c00. T'he increases due to the adjustments for
understatemene of iucomes, for incone from supplementary earners, and for im-
puted value of non-money itenis of inconie included $609. $214. and $211 million,
respectively, which tepresented the aggregate income of returns shifted upward
from below the $7.500 line.

2 Statistics of Income for 1935, Pan I. Tabie 5.
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of understatement, was relatively large for the income class di-
rectly below $7,500, the number of returns shifting upward, and
hence the aggregate income of the group shifting, was also large.
Thus in the case of the adjustment for deductions and tax-ex-
empt interest, almost one-half of the increase in aggregate income
above $7,500 represented the statutory net income of returns
shifting from below the $7,500 line plus their aggregate deduc-
tions and tax-exempt interest. The same is true of the adjustment
for imputed value of non-money items of income. The aggregate
amounts added as a result of the adjustments for understatement
of incomes and for income from supplementary earners included
even larger proportions representing the income of returns shift-
ing upward; in the latter case, the amount added as a result of the
shift is more than twice the amount of supplementary income
added to the distribution above $7,500.

Confining the discussion to the income added for specific ad-
justment items, it is interesting to note that the estimated $545
million added for understatement of incomes is only slightly
lower than the $549 million added to allow for deductions and
tax-exempt interest (less capital gains) reported by the net in-
come classes above $7,500, but that the distribution of these
amounts among the several income levels is very different.
‘Whereas an average amount of deductions and tax-exempt inter-
est was added to returns at each income level—the amount rang-
ing from approximately $1,250 at the income level $7,500-$10,-
000 to as high as $185,000 in the case of joint returns and returns
of heads of families, and to $630,000 in the case of separate re-
turns of husbands, at the income level $1,000,000 and over—an
average amount of understatement was added at only seven in-
come levels above $7,500. In this case, the average amount of the
correction item showed much less variation, ranging from about
$1,250 for the income level $7,500-$10,000 to $2,250 for the in-
come level $40,000-$50,000.

The average amount added for income from supplementary
earners decreased as income rose, ranging from approximately
$300 at the income level $7,500-$10,000 to $100 at the levels
above $25,000. Average amounts added for the imputed value of
non-money items of income varied in the opposite direction, in-
creasing relatively rapidly as income increased. Average amounts
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added ranged from $350 at the income level $7.500-§ 10
$25,000 at the income level $1,000,000 and over.

The correction for nonreporting was made ouly for three ;,
come levelsabove $7.500. Here, s in the adjustmeny t0a 15, ¢
basis, where a correction was applied at every tNcome leve,
average income within an income class remained nnchanged, .
the increase in the aggregate income was dne entirely ¢ theiy
crease in the number of family nnits in the income Tange sy,
$7.500.

Of the seven types of adjustment, it appears that the AgBTeqye
imcome added by three, namely, the adjustment for net capiy
gains, deductions from gross income, and interest from .
exempt securities, the adjnustment for income from suppleme,
tary earners, and the ad Justment for imputed valye of non-mopg
items of income, may have been too low. A noted above, the fry
of these adjustments fails to take account of several items of j,
come that were excluded from £rOss income as defined by the
provisions of the 1934 Revenne Act. The second adjustment,by
correcting for earners rather than income recipients, by adding
only a nominal amonnt at the very high income levels, and by
omitting entirely the incomes reported on the returns of single
men and women uot heads of families. donbtless rnderstated i
amonnt of supplementary income received by family unit in
Hpper mcome ranges. The valne of non-money items of income
in 1935-36 for these income classes has heen estimated in a forih
coming report of the National Resonrces Committee® at,
slightly higher figure than the total amonnt added here for this
adjustment factor, Iy the case of the other types of adjustment.
notably those for nnderstatenent, noureporting and the difla-
ence in year covered, i js difficult to estimate whether they tended
to overstate or to mnderstate the amonnts added to the aggregate
icome.

Certain of the adjnstment Steps secn to have introduced dle
ments of bias into the distribution of aggregate income among
the varions income classes, thereby affecti ng the degree of equat
ity of the income distribution. ‘Thus the method adopted for pair
ing the Separate returns of husbands and wives uay very possibly
have resnlted iy too great a degree of inequality in the resulting

.Omm

30 Consuner Expenditures iy the Uniited States- Estimates for 19;5-36.
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income distribution of husband-wife units, which would be re-
flected in the final distribution.

The 1nethods used in the addition of deductions and tax-
exempt interest, on the other hand, led to a bias toward too great
a degree of equality in the distribution. The correction for sup-
plementary earnings and the lack of ad justments for possible eva-
sions of income tax liability at the high income levels in the
correction for understatement may have tended toward this same
result. It does not seem feasible to estimate the relative influence
of these conflicting tendencies on the final income distribution.

2 CHANGES IN FREQUENCY DISTRIBUTION

For the convenience of persons interested in following, in detail,
the effects of the adjustment procedures, the actual frequency dis-
tributions obtained at various stages of the adjustinent process
are presented in Table 4, and the corresponding percentage dis-
tributions in Table 5. Returns of members of family units show-
ing statutory net incomes of $7,500 and over in 1935 numbered
211,374. The number of family units with incomes in this dollar
range was raised, as a result of the series of adjustments, to a total
of 470.851. an increase of almost 124 per cent. The addition of
allowable deductions and of tax-exempt interest, items actually
reported on the income tax returns, and the correction for under-
statement of incomes were primarily responsible for the move-
ment of family units into this income range.

9 SUGGESTIONS FOR IMPROVED RESULTS

It seems likely that analyses of the income tax data similar in
scope to that made by the National Resources Committee will be
undertaken in the very near future. The experience of the Na-
tional Resources Committee is of significance, not only as a means
of evaluating the 1935-36 estimates of income distribution,
but also because it suggests several ways in which improvements
in basic data would make for improvements in methodology and
in results.

a) Individual income tax returns

As already mentioned, additional tabulations of federal individ-
ual income tax returns, which would avoid the necessity for cer-
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tain arbitrary assumptions, would prove of great assistance t
persons endeavoring to derive an income distribution of family
units in the upper income brackets. Most unportant of these, per-
haps, is a tabulation of the matched separate rcturns of husbang,
and wives, classified by their combined net mcomes. Such 4 taby.
lation, on the basis of net mcome classes exclusive of capital gains
and losses, 1s included in the project of the Treasury Departmen,
for the 1936 and 1937 returns and 1t is to be hoped that tabyj,,
tions will continue to be made for future years. A similar tabul.
tion of the cominunity property returns of husbauds and wiye
would make it possible to oniit the arbitrary division of the in.
come between husbands and wives, and the pairing of the re-
turns into family units that was necessary in the Nationg|
Resources Committee study.

For other typesof returns as well, the special tabulations on the
basis of net income exclusive of capital gains and losses will prove
of great help, as will those assigning the various income and de-
duction items to the several groups of returns. The problem of
adding other types of deduction as well as tax-exempt interest 1o
the returns within each net income class, however, will sl e
main. As suggested earlier. 3 tabulation of the income tax returns
on the basis of ‘adjusted’ net income classes (statutory net income
plus the five types of deductions and minus capital gains) would
be highly desirable, but one unlikely to be undertaken by the
Bureau of Internal Revenue. An analysis of the error in the re-
ported amounts of tax-exempt interest on the tax returns would
make possible a more accurate adjustment for this factor. One of
the most arbitrary adjustments made in the National Resources
Committee estimates, the correction for nonreporting and under-
statement, could, of course, be greatly improved were it possible
to obtain more definitive data on the extent to which these types
of underreporting prevail. Unfortunately, accurate infornation
in this field is about impossible to obtain.

b) Sample incoine daia

If the primary objective in the collection of samiple data on fam-
ily incomes is to obtain a distribution of family incomes by size,
using the income tax data for the upper income levels, it is ob-
vious that the period covered by the two sets of data should be as
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nearly as possible identical, and, therefore, that the sample in-
come survey should be mnade on a calendar year basis. In this way
an arbitrary correction of the income tax data to allow for the dif-
ference in reporting period, such as was made in the National
Resources Committee study, can be avoided.

‘The more arbitrary aspects of the adjustment for supplemen-
tary family income could also be avoided, to a considerable ex-
tent, if the schedules recorded separately, where possible, incomes
of supplementary income recipients from all sources, not just
their earnings. A minor improvement would be possible if the
tabulations of such supplementary income were made for per-
sons over and under 18, rather than 16, years of age. Tabulations
of the sample data on supplementary incomes and imputed value
of non-money items of income for separate income levels above
$10.000 would afford a somewhat better guide than was available
in this study for estimating the amounts of such income to be
added at the very high levels.

It would also add to the reliability of the final distribution if it
were possible to correct statutory net income, as reported in Sta-
tistics of Income, not only for capital gains, allowable deductions
and tax-exempt interest, but also for certain other items included
in total family income as defined in the Study of Consumer Pur-
chases. This might be accomplished if the sample schedules and
the tabulations isolated, at least for families above $5,000, certain
items of income that are specifically excluded from gross income
by law; for example, incomes composed entirely or largely of
state and municipal salaries, income from sources outside the
United States, and amounts received through accident or health
insurance under workmen’s compensation acts.



Discussion
I A. J. GOLDENTHAL

To those interested in evaluaing the reliability of estimates of
the frcqncncy distribmion of icome, this paper comes as 3 re.
freshiug departure from earlier st udies. For the firs; tme we haye
nor only a complere and denailed (lcscriplion of the stanistica]
procedures followed in the const riction of j distribution, but
also am analysis of the limitmions of (e various adjustruems, Any
claboranion of 1his comprehensive and p;linsmking statement of
methods and hmitaions iy scent superfinons; but a brief co,.
ment on a few poins in the analysis, by way of adding emphasis,
scems desirable. In addition, advamage will be taken of the op-
portunity to put forward several snggestions.

I COMBINING RETURNS OF HUSBANDS AND WIVES

As indicared by 1he authors, one of the most difficult problems
coufronting them was the 1ask of pairing the scparate income rax
returns of husbands and wives as 4 step in obtaining family in.
comes. The procedure adopred embodied 1he extreme assump-
tion that the husband wirly the Lirgest income is married 10 the
wife with the Lrrgest income, the hushand with the next highest
mcome to the wife with the next highest income, and so forth.
The authors’ discussion of this supposition seems tadequate.
Inasmuch as 1he method of combining 1he scparare returns of
husbands and wiyves will 10 3 large extem derermine 1he aggre-
gate income and the mumber of families in the npper income
brackers, and as these have a significam effect on estnraces of sav-
ings based on the income disiribution, some furiher analysis of
the validity of this assumpuion seems desirable.

1 Of the 3,192 familics with incomes of S100,000 and over, g.o25 are the result of

pairing the separate returns of hushands and wives, ' hese figures are before adjust
ments for the difference in period. nonreporting. cte. isee 1 able 4)-

2 04
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The choice of this method of cembining the separate incomes
of husbands and wives is predicated on the general assumption
that husbands and wives filing separate returns endeavor to di-
vide their total incomes as evenly as possible in order to avoid the
heavy surtaxes prevailing in the high income brackets. The pos-
sibility that similar social and economic status might lead high-
income husbands to marry high-income wives is also mentioned.

Considerable division of income between husband and wife
doubtless has taken place in order to lower the tax charge. In-
deed, analysis of federal income tax data reveals that in the higher
income brackets the proportion of all returns that are filed sepa-
rately by wives has increased substantially over the last two dec-
ades. However, there are many influences at work that should be
examined before deciding how the incomes of husbands and
wives are likely to be related.? Among these are the present gift
tax which acts so as to prevent to a considerable extent the divi-
sion of income between husband and wife; ® the vigilance of the
Bureau of Internal Revenue in examining transfers of property
from husband to wife or vice versa with the view of Getermining
whether the transfer is bona fide; the impossibility of legally di-
viding the non-property income of one spouse, such as salaries
and fees; the fact that the source of a considerable number of high
incomes is a large capital gain which may have resulted from
transactions involving property legally owned by the husband or
the wife and, therefore, part of his or her taxable income; and the
reluctance of many wealthy individuals to lose control over their
property. One could cite numerous instances of common knowl-
edge where a high-income husband or wife is married to a spouse
of moderate income with the likelihood of any substantial divi-
sion of income being slight.

In addition to the above considerations which seem to indicate

2 The following discussion is not intended to apply 10 community property returns.
The reported incomes of husband and wife in the eight states having the commu.
nity property law are more nearly equal than in the other states. Probably a dif-
ferent procedure should be followed in matching the separate returns of these
eight states. 1t shonld be realized. however. that becanse of the exclusion of certain
income from the comnnnity property provisions. the reported incomes of hus-
bands and wives in these states are not necessarily equal. thongh for nny
couples this is the case.

3 See Mabel Newcomer, "Estimaic of the Tax Burden on Different Income Classes”,

in Studies in Current Tax Problems (Twenticth Century Fund, 1937). p. 37.
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‘that the facility with which income is divided between husband
and wife has been exaggerated, there is statistical evidence on the
subject, none of which seems to support the assumption adopted.
The substantial number of large incomes in the Bureau of Inter-
nal Revenue classification headed ‘joint returns of husbands,
wives, and dependent children and returns of either husband or
wife when no other return is filed’ is in itself evidence that high
incomes in many cases are not divided between husband and
wife. From this it follows that even when separate returns are
filed the incomes need not be divided as equally as possible and
that a high-income husband is not always married to 2 high-
income wife.

More direct information on this matter is available from the
Statistics of Income for rg16. While the data are probably not
- entirely pertinent because of the time interval that has elapsed,
the manner in which the separate returus of husbands and wives
were tabulated in this issue of Statistics of Income does throw
some light on how their incomes are related. For that year the re-
turn of a wife filing separately was piaced in the combined in-
- come class of husband and wife. The husband’s return also was
put in this class. By comparing the average size of the combined
income in a given class with that of the wives in the same class,
one obtains some idea of the division of income between husband
and wife in that year. The data indicate that for the higher in-
come classes the average income of the wife was but a small frac-
tion of the combined income of husband and wife. Thus for the
income class $1,000,000 and over, which contained 86 couples,
the wives’ average income was less than g per cent of the average
of the combined income of husbands and wives. Under the as-
sumption adopted in the study of the National Resources Com-
mittee, the income of a wife would be, in this income bracket,
almost one-half of the total income of husband and wife. Un-
doubtedly a greater proportion of women had independent in-
come- in 1935-36 than in 1916. Moreover, the rise in the surtax
rates since 1916 has increased the incentive to divide the income
within the family. Taking into account both these factors, it is
nevertheless quite unlikely that the relation between the incomes
of husbands and wives has changed as much as the procedure in
this study assumes. It should perhape be mentioned in connection
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with the relevance of these data that in 1916 the income tax law
had been in effect for four years, that the surtax rates, while small
when compared with those of subsequent years, did rise to 13 per
cent, and that no gift tax was levied.

The most important body of information on the pairing of the
separate incomes of husband and wife are the tabulations of the
1936 Wisconsin individual income tax returns contained in Vol-
ume 1 of the Wisconsin series.* Although Miss Baird and Miss
Fine warn readers (footnote 12) against drawing conclusions
from the Wisconsin study, it does appear that these tabulations
can serve to indicate the relationship of the separate returns of
husbands and wives. As the authors point out, the reporting re-
quirements of the federal income tax law and of the Wisconsin
law differ. Under the Wisconsin law separate returns are required
whenever both husband and wife are income recipients; in con-
trast, the federal law provides that the husband may include his
wife's income with his own and file a joint return or they may file
separately. However, this difference does not greatly impair the
usefulness of the tabulations for the present purpose. If the com-
bined income of a couple is in the federal surtax brackets, sepa-
rate returns will generally be filed under both the federal and
Wisconsin laws. The one exception is when one of the couple has
a deficit, in which event a joint return would probably be filed
under the federal law and separate returns under the Wisconsin
law.* Aside from this exception, it is virtually certain that if
either spouse is in the surtax brackets, separate returns will be
filed under both income tax laws.

Inspection of Table 7.0 of Volume I of the Wisconsin series
reveals that the wives of husbands with high incomes are widely

4 Wisconsin Individual Income Tax Slatistics: 1936 Income, Vol. 1, Tax Analysis.
The results of this study were not available when the National Resources Commit-
tee estimates were prepared.

5 This would not always be true. Because of the unlimited deduction of capital
losses under the Wiscousin law as compared with the $2.000 limitation the federal
law imposes and hecause of the exclusion and deduction of certain tvpes of income
(chiefly the exclusion of income from property outside Wisconsin and the deduc-
tion of dividends received from Wisconsin corporations and federal income taxes
paid), it is quite likely that an individual might have a deficit under the Wisconsin
law but a positive net income under the federal law. Furthermore, it is stated in
Vol. 1 of the Wisconsin series that “although married couples, each having income,
should file separate returns, this practice is not always followed™ (p. A108).
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dispersed throughout the imcome range. (Lnrionsly enoigh
table shows that none of the hushands i the Mcome Clags
$100,000 and over is mated with a wife in the income d«'&a{‘
$50.000 andd over. As an experiment, the method folloyeg iny
National Resources Connnittee estimate was applied 1o the ser,.
rate returns of hushands and wives filed iy Wisconsiy for |
‘The resulting distribution was then compared with thy, ofzh;
paired incomes of the same husbands ang wives in Table | (P
of Volume 1. The apphication of the National Rcsonrcescm
mittee method of combining the separate returns of hushang,
and wives vielded 47 per cent more conples with 1NCOInes f
$100,000 and over than were shown in ‘Table J.° There was aly
a 65 per cent increase in the aggregate meome of this clag
Though the mmnber of Wisconsin retnrns m the high come
brackets is small 7 and there may be some gnestion concerning the
representativeness of the Wisconsin data, it seems reasonable
aceept these findings as ronghly comparable with those which
would be obtained by treating the federal mcome tax datan;
stmilar fashion.

In the light of the preceding discnssion the tmavoidable e
clusion seems to be that a less extreme procednre would haye
tmore accurately combined the incomes of hushands and wiv
As a consequence of the method adopted in the Nationa] Re
sources Committee estimate the mmber of conples in the high
income brackets is overstated. To a greater degree the same s
true of aggregate income. Conscqncntly. the number of familis
in the middle-income brackets is too small. The resnlts of the

Treasury tabulation of the 1946 rcturns, which will show the sep
8 This is an understatcment since 1howe rerums in which one spouse had a dear
were eliminated fron the dang, As mentioned above, many of those with a defiat
under the Wisconsiy law wonld no have a deficit under the federal law and should,
therefore, he included in 1he comparison.

“ There were 15 couples winh fncomes of S1o0.000 and over, excluding those witk
a deficit for oge spouse. If 1he analvsis is extemded to the lower income brackets.
the fnllowing resulis e obuained; 1he percentase inacease in the number of
ouples as determined by the National Resources Commitiee method, over the
comparable figure in Tahie Jois s per cent foi he Ss0000 and over chas and 13
per cem for the $20.000 ang over cliuss, The perecntage incrcases in the aggregae
income are 27 and g, respectively. Rennmns were filed by 67 couples with net ux:
abic incomes of 850000 and over and I 302 with incomes of S2o0m and o
Imernoknion within the rather bhroad i.m(nm' dlasses ot lable 70 may be the
source of some ciror, which. however, is not belicved o be serious.
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arate returns ot husbands and wives paired into family units, will
indicate the extent of the necessary revisions.

2 ADJUSTMENTS FOR DIFFERENCES IN INCOME CONCEPTS

'The inclusion in the federal income tax data of realized capital
gains and losses has proved to be a source of difficulty for those
statisticians who wished to exclude such income from their
distributions. In the previous size distribution estimates no at-
tempt was made to eliminate this type of income either because
of the intention of the investigator to include it, or, if the desire
was to exclude capital gains and losses, because of the impractica-
bility of any adjustment.® In the National Resources Committee
estimate the attempt was made to exclude all realized capital
gains and losses from the income tax data.® The exclusion of
capital gains and losses was accomplished together with addi-
tion of the five deduction items and tax exempt interest in the
following manner: the aggregate amount of the five types of
deduction plus tax-exempt interest minus capital gains was
added to each income level. Then, by assuming that each return
within an income class reported the class average of these items,
certain proportions of the returns of each class were shifted to
adjacent income classes if the addition of the average amounts
increased the size of the incomes sufficiently.

Because of the nature of capital gains, the question arises as
to the extent of the bias imparted to the final distribution by
this procedure. It has long been known that capital gains are
often sporadic and large and that this type of income is one of
the chief sources of the large incomes reported in Statistics of
Income. Abundant data have recently become available that
reveal to what extent this is true.

Table 7 of Statistics of Income for 1935 indicates that only a
portion of the returns in each income bracket, varying from
one-half of the returns with net income of 81,000,000 and over
to one-seventh of those in the $5,000 to $6.000 class, report in-
come from capital gains. Furthermore the 1935 Statistics of

8 On this point sec the remarks of Clark Warburtow, Studies, ’olume Ove. pp. g8-q.
# This adjustment, however, is not in accord with the income concept of the study
which included realized capital gains and losses on assets bought and sold within
the given year; sce below.
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Income text table (p- 18) cross-classifying net capital gajp by
net income shows that the size of the caputal gain varijes Widely
within an income class and that a great many returng Teport 4
capital gain large enough to constitnte a snbstantial Proportion
of net income. Selecting the $100,000 to $150,000 clag as an
example the following data may be cited: The average pg
capital gain for the 1.395 returns in this gronp was 3_“,450.
Examination of the table reveals no tendency for the returng
in this income bracket with a net capital gain to clusger abouy
this average. For the 712 returns reporting a capital gain, the
average was $22,700. Of these, 192 had a capital gain of aboye
$25,000 and 38 a gam of $100,000 and over. The Wisconsiy
data are also informative in this connection. In 1936 16 per
cent of the retnrns with statntory total incomes of $5.000 and
over reported a capital gain as a principal sonrce of mcome v

The use of average amonnts in the adjustment for capital
gains may considerably distort the distribution, espeaially in the
upper income brackets. In contrast to the National Resources
Committee method which shifts 2] returns to a slightly lower
income level, a procednre based on the distribntion of capital
gains wonld have redistributed a portion of the returns through-
out the income scale, while the rest wonld not be moved at ajl.
Such an adjustment could have been accomplished in this study
by treating capital gains separately. While, as the authors ind:-
cate, it is impracticable to adjnst individnally for each item to be
added to or deducted from net income, it does scem feasible to
adjust separately for the exclusion of capital gains. With the use of
the text table in Statistics of Income for 1935 cross-classifying net
capital gain by net income, returns reporting capital gains could
be transferred to their Ppropnate income class. Average amounts
of the other items conld be added to these retnms.

The income concept adopted in the National Resonrces Com-
mittee frequency distribntion mclndes realized capital gains
and losses on assets bought and sold within the schednle year.
However, in the treatment of the income tax data no attempt

was made to incorporate snch gains or losses. That these gams
19 Text Tahle G (p- 21) Vol IV A of (he Wiscansin series. The largest item on 2
single and douhle source return and the two largest items on 2 multiple source
return are defined as principal sources. Capital gains in excess of $5.000 have been
included as principal sources.
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would be fairly large may be inferred from a special Treasury
tabulation for 1934 of capital gains and losses classified according
to the length of time the capital asset was held. This tabulation
shows that for those with net incomes of $5,000 and over the total
of the net capital gains on assets held one year or less was equal
to two-thirds of the statutory net capital gain of the same income
group.’* While the concept of capital gains on assets held one
year or less is more inclusive than a concept of gains on assets
bought and sold within a calendar year, the amount under the
latter concept would be fairly large. On the other hand, some
capital losses should have been included. The Treasury tabula-
tion cited above indicates that for returns of $5,000 and over, the
aggregate net capital loss from assets held one year or less
amounted to one-half of the total statutory net capital loss for this
income group. For the year 1935-36, the net result of the failure
to take these two items into account is to understate the income
of those in the upper income brackets as well as to place many
families and individuals in the wrong income class.

In the above comment on the method of passing from statutory
net income to the income concept of this study, the adjustment for
capital gains has been singled out largely because it was thought
that the assumption upon which the entire shift in income con-
cepts was based is weakest for this item. However, the general con-
clusions with respect to exclusion of capital gains apply, though
with less force, to addition of tax exempt interest and the five
types of deductions. Table 7 of Statistics of Income shows that
only a portion of the returns—larger, however, than in the case of
capital gains—report each type of deduction. It is possible that
an analysis of the Wisconsin tabulations may be fruitful in pro-
viding a basis for appraising the procedure employed in the
passage from net income to the desired income concept. The
1936 Wisconsin returns are already tabulated according to ‘tax-
able net income’, roughly comparable to the ‘net income’ con-
cept of the federal income tax data, and according to an ‘income
bracket’” concept that approximates the concept in the National
Resources Committee study. The effect by income classes of
transforming the Wisconsin distribution from a classification by

11 Statistics of Income for 1934, Supplement, Sec. 11, ‘Capital Gains and Losses’,
"Table I (U. 8. Treasury Department).
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net taxable income to one by income bracket may be compared
with the effect of the similar adjustment for income concepts
made in the study under consideration. However, careful exam-
ination of the differences in the income items involved in the
two adjustments will be necessary. Since this suggested analysis
will probably be the only method available in the near future
for evaluating this aspect of the National Resources Committee
- estimates, it is desirable that it be undertaken.

3 NONREPORTING AND UNDERSTATEMENT OF INCOMES

Sweeping adjustments of an essentially arbitrary nature for non-
reporting and understatement of incomes have invariably fol-
lowed painstaking and time-consuming statistical treatment of
income tax data in the construction of the earlier distributions,
Such a sequence has always seemed anomalous. It is also present
in the study under consideration. The call by Miss Baird and
Miss Fine for more definitive data on the extent to which these
types of understatement prevail brings to mind F. R. Macaulay's
suggestion of seventeen years ago for a universal and compulsory
census of incomes in which the giving of false information would
be severely punished. From the very nature of the information
desired it is virtually impossible to obtain it directly. Neverthe-
less, if the reliability of frequency distributions of income is to
be improved, some basis for adjusting income tax statistics su-
perior to that of expert opinion is urgently needed. The only
checks on the present method of making these estimates are the
opinions of other experts, which vary widely, and independ-
ent estimates of the size of the aggregate income of all familjes
and individuals. Segregating those sources of income most likely
to be understated, such as fees, rents, profits from business, royal-
ties and other income, is a step in the proper direction, but un-
fortunately data necessary to determine the degree of under-
statement at the various income levels are lacking.

It may be that progress in dealing with this problem can be
achieved by classifying the income tax returns by occupation and
industry,** and then making scparate estimates for nonreporting
13 Recent issues of Statistics of Income present a size distribution of net profit or

loss from business in a rather broad industrial classification (Table 8). Information
for recent years from income tax returns on the occupational distribution of in-
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and underreporting for each occupation and industry. Inde-
pendent information on the incomes of an occupation or indus-
try would provide the basis for these adjustments. Even though
such information may be quite meager, this procedure sliould be
inore satisfactory than one involving over-all estimates for the
entire distribution.

The recent passage by Congress of a law subjecting the salaries
of the employees of state and local governments to federal in-
come taxation has eliminated for the immediate future the neces-
sity of including these incomne recipients in the allowance for
nonreporting. However, sufficient data seem to be available to
construct a tolerably accurate size distribution of the salaries
of non-federal government employees for 1935-86.'* If this were
done it would have the desirable effect of reducing the area cov-
ered by the estimate for nonreporting.

Another of the unknown quantities in size distribution esti-
mates is the influence of legal evasion on income tax data. The
absence of quantitative knowledge of this factor virtually pre-
cludes the possibility of ascertaining the direction and extent
of the bias that may characterize an income distribution. The
Treasury undoubtedly has information on the prevalence, in the
past, of the various methods for reducing income.™ An investi-
gation of the Treasury information should indicate the impor-
tance of this factor for frequency distributions of income. Pro-
vided the data do not disclose individual incomes it may be pos-
sible to secure this information from the Treasury Department.

The National Resources Committee staff has accomplished
the formidable task of transforming an original distribution with
aggregate income of $3,712 million to one with $8,030 million.
The inadequacy of the data in relation to the assignment con-

come seems to be confined to the Wisconsin data (Vol. 11I). However. the 1016
Statistics of Income did present an occupational classification by income classes
(Table 6¢). The Treasury also made a special tabulation of the incomes of dentists
for 1929.

13 The Division of Tax Research of the Treasury has constructed such a distribn.
tion. See Hearings before a Special Committee on the Taxation of Governmental
Securities and Salaries, U. S. Senate, 76th Cong., 1st Sess., p. 724. This distrihntion
is presented by Miss Baird and Miss Fine in footnote 25.

11Sce Hearings before the Commitiee on Ways and Means—Tax Evasion and
Avoidance, 75th Cong., 15t Sess,, especially pp. 24-33.
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fronting the estimators has ne f‘ssil,atfi(i several prog edures g
are open to quesuon. Further imvestigation of their v} din
advisable. Fortunately, valuable data on some of the steps in ‘g‘
adjustmient will becotne availabie in the near future Thig inle,
mation as well as more intensive analysis of existing dyy, -
indicate that revisions in the original estimate are needed, |,
ever, as stated by the authors, there are Importany 8aPS in o
statistical information that projected studies will not fifj





