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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
I

ANY discussion of the use made of federal income tax data in
deriving the estimated income distributions presented in the
National Resources Committee report Consumt'r Inco in e.s in 1/ic
United Slates should start with a clear understanding of the par-
ticular problem involved.1 The income tax data were to be used
only for Ol)taifling 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

I This paper expands and supplements the discussion of the use of income tax
data presented in the National Resources Committee report on Consumer ineonies
in the United Slates: Their Distribution in x;--j6 (Washington. 1). C.. Augtit
1938), !tp. A, Sec. 7. rliis report was prepared under the (lirection of Hildegarde
Kuecland liv the Consumption Research staff of the Couiniitice. of whkh the
present authors were ineml,ers. The National Resoiiices I'lanning Board (Iornierlv
the National Resources Committee) assumes no rcsj,omisihdit for the statcinCnts
in this paper. Acknowledgment is made to Blanche Bernstein For the preliminary
(levelopnlellt of procedures for utilizing the tax data.
2 A Works Progress Administration project conducted by the U. S. Bureaus
of Home Economics and of Labor Statistics in cooperation with the National
Resources Conimittee and the Central Statistical Board.
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statistics arose solely from an underi-epiesentaijoji of high i.come families among the sample income scheduks actually col-lected in the Study of Consumer Purchases.
Inasniuch as the income data collected were

specifically de-signed for the purpose in handto measure th1 distributi0
ofconsumer income by sizeit seemed entirely appropriate thatthe Consumer Purchases data determine the basis of adjustm

for any supplelnelitary (lata used; i.e., that the income axdabemade to conform as nearly as possible to the maul body of dataOtherwise the situation would have been that of the tajl' wag.ging the dog.
The underrepresentation of the tipper income classes is a re-suit 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 difficultjin establishing contact with them. This circumstalu-e has not in-frequently in the past, as in the present study. led to the use offederal income tax data as a basis for constructing or adjustingthe upper ranges of an income distributuo1. Unfortunately forthe National -Resources Committee investigators, none of theearlier studies utilizing the income tax data for this purpose hasincluded a detailed description of the various adjustments thatmust be made in the income tax statistics to transfot-mii the statim-

tory net income classes into total income classes, and otherwise toeffect comparability with those income data used in deriving thelower portions of the estimated income distribution.

1/ Purpose 0) this Paper
The actual procedum-es followed in adjusting the National Resources Committee estimates by means of the income tax datawere fully described in the methodoloojcal appendix of the in-conic report, but relatively little attempt was riiade to presentthe results of intermediate steps in this adjustment, or to evaluatetile various steps in terms of alternative procedures.This paper is intended to supplenle,it the descriptive method-oiogv with a somewhat more analytical discussion of the prob-lems involved and the detailed procedures followed. Two currentS Consumy lnco,fles in th United .Slatec, pp. &-7.
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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 Adniinistra-
Lion 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 1935.

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.

II! 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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I'ART II1Lbriefly the two sets of income data and to summai iie the morefundamental differences between them. Notable
among thwas the difference in the period covered by the

Constiiner Pur-chases Study data and the income tax returns. Other major dif-ferences occurred in the items of income included and excludfrom the net income fIgures, afl(l in the rcpol Ling units fot
Whichthe income data were compiled. The combinations and adjust.nientS made in the income tax data to effect

comparability withthe Consumer Purchases data cctitered around these three majproblems:
i. Adjusting the 1935 income tax data to take account of theincreased national income during the fiscal year 1935-36.2. Adjusting the net income tahulat ions from the income taxte-turns to include the items of income covered by the sampleincome data collected in the Consumer Purchases Study.An integral part of this secon(l step was the

adjustment ofthe income tax dita to allow for the flonreporting of in-come by persons not filing returns, and for the understate-ment of income iy some PCISOI1S filing returns.Combining and adjusting the income tax data for varioust)pes of reporting units to obtain
distributions for familyunits, as defined in the Consumer Purchases Study.The additional problems encountered in using the income taxdata to correct the distributions for single men and women, andfor families in separate regions and occupational groups are notdiscussed in this paper, which has been limited to a descriptionof the methods used in correcting the national distribution forall families.

I TIlE YEAR COVERED

The collection of income schedules in the Study 1)1 ConsumerPurchases extended from the spring of iq6 to the (-lose of thatyear, with the schedules covering varying i 2-month periods be-tween January i q and December i q'6. Since the ma jority of theschedules covered approximately the 12 months ending June 30,I q6, the sample
iICOflIC data 'eiC assumed to l)C most represent-atic of that Fiscal year. Population weights as o January I, 1936were applied to the sample data so that the final income estimatesrelate definitely to tile year 1935-36.
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Individual income tax returns, on the other hand, relate, withrelatively few exceptions, to the calendar year preceding the dateof 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 31, 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 is 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) Net income 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 belief
that families could report more accurately on the 12-month period innnediateh
preceding the date of interview than on a calendar sear ending sonic months
previously.
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direct relief in cash (and also in kind) was added to 1ncome m aadjustment of the relief family distributions made for this p.pose by the National Resources Committee.
Business and occupational expenses. including all tax

income-producing property and on business operations we de.(lucted in calculating net income from earnings and from prop.erty, but personal taxes, such as income, property, and poll tawere not deducted. Net business losses loin the operation of allindependent business, net losses on rental property and moneylosses from sales of securities and real estate bought and sold dur.ing the schedule year were deducted in calculating net incomebut no deduction was made for depreciation in the value ofproperty owned.
Non-money income items included the net value of the .cupancy of an owned home and rent received as pay, as well asthe estimated value of direct relief received in kind. For farm andvillage families it included, in addition to these items, the netimputed value of food produced at home for the family's ownu.For farm families it included also the net imputed value of cer-tain other farm-produced goods used by the familyi.e., fuel,ice, tobacco, and Woolplus or minus the value of any increaseor decrease in the amount of livestock ovned or of crops storedfor salc.

b) Net income as defined in the 1934 Revenue Act
Net income for income tax purposes is defined according to theprovisions of the revenue act effective for the year for which theincome tax returns are flled. These provisions ordinarily define
gross income in terms of those items of income to be accountedfor on the income tax return, and then authorize various deduc-tions and credits which the taxpayer can claim in determininghis tax liability. Statutory net income represents the amount of'gross income' in excess of the specific 'deductions' allowed byJaw. These deductions it must be emphasized, do not includethe credits for personal exemptioti and for dependents which are

5 Changes in the pI-ovisioi of the revenue
aOs affecting the (ICfiflht ions of net andgross income will, of course, require

appropriate changes in the procedures usedto effect comparability of the income tax data fot various scars, as well as compal-bility with income dau from other source'..
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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
income subject to normal tax.6

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 incoiae 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 14, 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

6 Dividends on stock ol 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 ig. but they are included in the net income

figures.
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Farm Loan Act, obligations of the United States or

itlstrumentalities of the United States such as Federal Farm Mortgage
Corpora.tion bonds, Home Owners I oati CorporatlOt) boiids;
an1ourireceived through accident 01 hciltli ilIStlhtll(C ()t under work-men's compensation acts tS COulpCllS1tIO11 for personal injurior sickness or as damages; the rental value of a (Iwelling

liouand appurtenances furnished to a minister of the gospel asof his compensation; compensation pai(I by state or
Politicalsubdivision thereof to its officers or employees for ser\jrendered in connection with the exercise of an essential
govern.ineflt function; and amounts received as earned income fromsources outside the United States (except amounts paid by tUnited States or any agency thereof) by an individual

citizen ofthe United States who is a bona tide iton-icsiilent for more thansix months during the taxable year.
Some of these exempted items are, of course, also

excludedfrom the Consumer Purchases datae.g.. gifts not used for cur-rent living expenses, inheritances, and Itniap-suni insurance andcompensation payments. Other items, notably interest fromfederal, state, and local government obligations, compensationpaid to state and local government employees, p nstons, annui-ties, and benefIts not directly contributed to by the beneficiary,and earned income from sources outside the United States areeither explicitly or implicitly covered by the data reported on theincome schedules collected in the Consumer Purchases Study.Some of the minor differences in the gross income coverage arenot specifically cared for in the adjustments made.In the description of the Consumer
Purchases data, it was ex-plained that losses and expenses incurred in connection tvithbusiness operations and income-producing property, includingall taxes levied on such business operations and property. werededucted in calculating net income. Capital losscs were de-ductible to the extent that they were incurred from sales of

I For example,
no attempt was made to correct the illwlttc t.t ditt (or sudi itemsas cottlpcna(ion for injuries and sickness, or the reittal s;sltte of t dwelling houfurnished to a minister of the gospel, which wete oniittcd from gims iHCOOC assldiimcd by the Revenue Act .1 lq and heiwe from statutory net income.Simiharis, it was not possible to estimate the poll ion of capital gains that wasimichided in the Consumer Purchases thna and to allow for it in the adjustmentof statutory net income for net capital gains included.



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 i 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.

c) Summary of differences in net income cla.ssification

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.

l'he 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 tinder three headings: (i) 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

'57USE OF INCOME lAX IATA
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'other deductions'; () the addition to the inCOme tax flgur501
items of lion-money income and those items of money incwhich were excluded from gross income as defined for incometax purposes mit were included in the Consijmcr
income data.

If we assume, as the National Resources Comniittee
implicitly does, that families interviewed in the Consumer pus..chases Study reported their net incomes with reasoi1ibIe accu.racy, this third step would logically include the additifl hotof the tax-exempt interest and other legally

exempted itemmentioned earlier, but also the addition of those amounts ofincome that are illegally omitted from the income tax rethirmby persons deliherately understating their incomes or failing tofile a return.
As will be indicated later, the information necessary to effectcomplete colnparal)ility in income classification was not avail-able, eveti if there had been unlimited time and money for s.cial tabulations of the i income tax data. The individualiflCorne tax returns contain some, but by no means all, of theseparate items that would be involved in the adjustments re-quired.

THE REPORTING UNITS FOR WIHCIi DATA WERE COMPILED
Since the Study of Consumer Purchases was planned primarily
for the analysis of COrlsumpti(flt expenditures at different incomelevels, the income data were collected and tabulated on the basisof spending or 'consumer' units rather than individual income
recipients. Three main types of consumer units were distin-guished in the National Resources Committee report. but onlytwothe family of two or more persons living together as oneeconomic unit, and the single individna! maintaining an inde-pendent economic status__were included in the distribution ofincome by size. Members of institutional groups, numbering ap-proxitnatel 2,000,000 Were omitted from the Final distribu-tion on the grounds that they were not comparable, either intheir income or expenditure status, to LInartacled single individ-uals. This omission affected the Consumer Purchases distribu-riori only in the lower income levels and hence had no effect onthe 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:

. 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
. Separate returns of wives

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

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

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

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

Community property returns
. Returns of estates and trusts
The returns in groups i, 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 i8 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, ol cow-sc, the SUpplementary'
iflComwould be too small to require the tiling of separate tax returand no tabulation of the incrnne tax data would afford an' Clueas to the amount or distribution of such Income omitted f,the so-called 'family' returns.

The returns in groups 2 and and the community propertyreturns in group 8 represent returns made by members of fanl.ily units, but inasmuch as the separate returns of husbands andwives belonging to the same family unit were not paired bythe Bureau of Internal Revenue in tabulating the ig data forthese groups, it was not possible to reconstruct the origillal fam-ily units and obtain a distribution of them according to the corn.bined family income. The pairing of husbands and wives iOhypothetical family units was one of the most difficult
problemp,presented by the use of the 1935 tax data. The special tabtilatjonow being made of the 1936 individual income tax returns willinclude a tabulation of such returns on a coml)jfled net incomebasis, which should obviate the necessity for one of the morearbitrary steps in the adjustment of the income tax data for usein deriving a distribution of family incomes. The results of this1936 tabulation will indicate the direction, and suggest roughlythe magnitude, of the error introduced into the National Re-sources Committee distribution by the artificial pairing of theseparate returns of husbands and wives,

The individual returns classified by the Bureau of InternalRevenue in groups 6 and 7 would
presumably include all singleindividuals as defined in the Consumer Purchases Study, i.e.,unattached individuals living alone, and those living with lam.fly groups but maintaining a separate economic existence, butwould include, also, some individuals actually belonging toeconomic family groups and pooling their incomes into the com-mon family fund. As suggested above, the income tax tabula-tions afford no basis whatever for segregating the latter groupof returns. It seems reasonable, howe'er to assun that rela-tively few of those with independent incomes of $3,000 or morewould actually be pooling their incomes into tile common fam-ily fund. Accordingly, no attempt was made to Utilize any of thereturns in groups 6 and 7 in adjusting- the family distribution.Those returns showing net incomes above $3,00o 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 Tal'ulations of the Income Tax Data

Tabulations of data from federal income tax returns for i
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
1935.8 These tabulations included the following basic tables:

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

TABLE 7 Individual returns for mg by net income tiasses, show-
ing sources of income, deductions and net income; also total num-

ber of returns, and, for returns with net income of $5,000 and over,

number of returns for each specific source of income and deduction

TABLE g: 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 Inromc

for 1935, Part I. Mr. Merwin is in error in assuming that the 1955 tabulations were

incomplete at this time; see C. L. Merwin. Jr., Part One, Sec. II, , 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 Comnjtt
estimates were prepared. Preliminary data for the returns filed
during the first nine months of i g7 were available, in summary
form, from two press releases issued by the Treasury Depart.
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 arbi.
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 show-
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.
dude 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 (listribu-
tion based on the income tax data below the $5,000 level.

Returns showing net incomes above $5,000 were tabulated
into 4 income classes: ten $i3O0o 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 $25o,00o in-
tervals between $i,000 and $t,000,000; five income intervals,
ranging from $500,000 to $i ,00o,000 in width, between $i ,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 Income for i, p. q.
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come families began in the Consumer Purchases Study. Even if
it were assumed that the data were fully representative for in-
conies up to $i o,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 dropout 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
$,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

Shouldbe carried through at the same time, either as one step or as con.
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 different
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 used
in Statistics of Income. Data on income from suppIementy
family earners and on imputed income were tabulated according
to the net income classes used in the Study of Consumer Pur-
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 1935-36 basis also in-
volved the use of comparable data from the 1935 and 1936 in-
come tax returns, it was made at an early stage before the arbi-
trary adjustments for nonreporting and understatement weremade.

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 a
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 adjustmen have been made for capital gainsand 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 pai titular 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.to 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 i, ,

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.

3 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. II, , 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 understatement 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 lax 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.



i66 PART TIjRrr
in Statistics of Income includes only those joint returns with net
incomes of $io,000 or more, and the separate returis with net
incomes of $5,000 or more. Joint returns of coinmunit)' property
showing net incomes under $io,000 are classified directly witi
the joint returns in group i, and the separate returns showing
net incomes of less than $5,000 are classified directly with the
returns of husbands and wives filing separate returns (groups 2
and ).

For tabulation purposes the joint community property re-
turns on incomes of $io,000 or over are divided by the Bureau
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 husbazid 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 theii tabulated as two separate returns, with the net
income class of each return equal to one-half of the net income
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 ).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 reasonable to split the data by applying to the
number of returns and to the aggregate net income at each jo-

-

come level the proportions shown for the separate husband and
wife returns classified in groups 2 and . 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 ; and another of the community prop-
erty returns of husbands, which was added to the separate re-
turns of husbands in group

.

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, without 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 i, 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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units was added by income levcl to the adjusted incjfle
distrjhtion comprising joint returns and returii of famth heads

The decision to adjust the net rncoine clasiftcati(flI
heloreconipkti ng the combination of faini y ret tItUS IS larg

bitrar, arising front the belief that the )l)tiI)Ilal (lILsiofl
of de-

ductions and net income items in the separate returns of inn.
bandsand wives might result in characte, istit- diffeteitces hetw0
these two distributions in the kinds and in the aerage amoi
of the various income and deduction items at a given

income
level.

Unfortunately, even ii this assumption is valid, the
Uflavoid.

ably arbitrary method of allocating capital gains, dedurtio
and tax-exempt interest among the s arious types o return on
the basis of the percentage distribution of aggregate net
at the various income classes, effectively leveled off SuCh

chant.
teristu. differences as might exist, and thus titillilied arts advan.
tages to be gained from adjusting the net iuconi

classification
before making the final combination into family returns.

The special tabulations of iq6 intonie tax returns now being
carried on by the Treasury Department will include classifi.
tions of specific urces of income and deductions hr tv of re-
turn, which will reveal such differences as mar exist among the
various tspes of returns in the frequent-v and in the average
amounts of such items. and thus provide the basis for more exact
adjustrnent.s of the net income classifications for the different
types of returns. The findings may suggest that the net income
adjustments should be made separately for each tpe of return,
even those in groups i.

. and . before any combinauons have
been made.

b Pairing iucome of IslLsband and u'ñes
As indicated above, the combination of the distributions of the
separate ret urns of husbands and of wives to form a single distri-
bution of family units was made after the two (listributiofls had
been adjusted for deductions, capital gains, and tax-exempt in-
terest. Absence of satisfactory stat istic.iI material 11) use as a basis
for this combination necessitated a highly arbitrary procedure
in pairing the husband and wife units. Essentially, the combina-
tion was made in accordance with the general assumption that
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husbands and wives making separate returns endeavor to divide
the family income as evenly as possible 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 oniy 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 form a family unit with approximately double the in-
come of the separate returns. For example, only about to per
cent of the husbands with incomes between $50,000 and $ioo,000
were assigned wives with incomes within that same income
range. The other 90 per cent of husbands in this class were as-
signed wives with incomes ranging from $50,000 down to $20.-
000. Similarly, husbands with incomes between $ io,000 and
$i .000 were paired with wives whose incomes ranged from
$7,500 to as low as $s,00. 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 i).

The new distribution of husband-wife units was now corn-

11 See Merwin, Part One, Sec. II . d. The National Resources Committee proce-
(lure does not require acceptance of the belief that the "majority of the so-called
'economic royalists' shate their properties and incomes evenly with their wives".
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bined with the distribution of other family Units by adding
thefrequencies and the aggregate income at each income level.

c) Alternative method of pairing inCome. of hucand5 and wi
The method used in creating the artificial

husbatld.Wjfe Unit,is. of course, open to criticism. It might he argued that it repre.sents an extreme among the possible methods that could havebeen used; that a distribution of husbandivife units derivedby pairing high-income husbands with mcdium.jncome Wives.and high-income wives with medium-income husbands wouldhave been more plausible. The rcsults of the current TreaSur)Tanalysis of 1g36 returns, which will show the separate retu5 ofhusbands and wives paired into the original family Units, maywell indicate that some such modified Procedure is desirable Is
Meanwhile, rather than attempt various akernati'e metho_of combining Inisband and wife returns_flotie of which couldbe interpreted as a measure of the error involved in the presentestimates__there has been prepared, for comparative purposes,a distribution that ignores not only the incentive offered by theincome tax requirements to split the family income as evenly aspossible, but also any other influences, such as similar social andeconomic status, which might lead liigh.inço husbands tomarry high-income wives, tinder the particular circumstancespresented by the income tax statistics, such a distribution repre-sents a situation probably quite as extreme as the one presentedby the National Resources Committee.

The procedure used in preparing this alternative distributionis that of pairing 90,300 husbands with incomes of $4,000 andover with the same number of wives with incomes of $i,000 andover by allocating to the husbands at each income level an equalnumber of wives drawn from income classes throughout the in-come range in accordarce with the percentage distribution ofwives filing separate income tax returns for 1935. For example.of the 16.550 husbands with adjusted net incomes between $io,-
12 The reader should be warned, howc%er against drawitig a Cfl'iclusjon to thiseffect from the findings shown by tahuJaton5 of StaLe income tax data such asthose preparJ in the Wiscon5j study. The

law required the tiling ofseparate returns wheneser both husband and wife are income recipients. Hencethe husband and wife returns do not represetit a selected group seeking to reducetax liabiIit by means of separate returns.
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000 and $15,000, eight per cent were paired with wives having
incomes between $10,000 and $15,000; nine per cent with wives
having iticoines between $7,500 and $10,000, etc.'3 This pro-
cedure, of course, means that wives in any given income levelI '! 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

F yields a distribution, however, that shows relatively fewer units
at the two extremes of the income range between $5,000 and $i,-
000,000 and over, and correspondingly more units in the middle
income classes. Thus, per cent of the husband-wife units were
assigned to the income classes al)ove $100,000 and o 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 $i o,000 and $i oo,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 distributiorm 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-

13 The percentages cited n be obtained by dividing the figures in the second
column of Table i for the relevant income classes by go,50o, the total number of
wives paired with husbands. [he total entered in the second column, 38,362. is
solely for wives with incomes of $000 and over.



4B
L

F.
I

C
O

1P
R

IS
O

N
O

F
 T

W
O

D
is

i R
If

l(
fI

os
O

F 
H

U
SB

A
N

D
W

rF
F 

U
N

IT
S

W
IT

H
 J

X
C

O
M

FS
O

F 
$3

.o
x,

 A
N

D
O

V
E

R
, B

Y

1N
C

O
IE

 L
E

V
E

l,
O

w
j A

i.f
l)

B
Y

 U
SI

N
G

 T
W

o
M

E
T

H
O

D
S 

O
F

P.
%

IR
IN

G
 J

C
O

%
1E

S
O

F 
H

U
SB

IN
D

S
A

N
D

 W
jv

D
IS

T
R

IR
tT

I0
N

S
O

P
 R

E
T

 (
'R

N
S

A
FT

E
R

A
bJ

('S
T

M
T

 F
O

R
N

E
T

 C
A

PJ
.

I
.A

r,
, D

E
D

U
cT

Io
N

s
FR

O
M

D
IE

If
l(

'T
,O

N
S

O
F 

"S
H

A
\;i

fj
N

J
O

B
1 

4l
N

I
y

(R
O

ss
 I

N
C

r,
M

J
A

N
D

 I
N

fl
 R

E
ST

N
A

T
IO

N
,5

!
FR

O
M

 T
A

X
.

O
R

! I
C

A
ru

,s
cO

M
M

II
T

L
E

 M
FT

If
t1

0
A

ll
1I

V
F 

M
E

T
H

SE
PA

R
A

tE
 R

FT
I)

R
,'s

 (
IN

T
L

.
N

U
M

B
E

R
 O

F

O
F

M
 U

N
IT

Y
 I

'R
O

PI
T

Y
R

E
T

U
R

N
S)

 O
F:

(O
JS

B
A

N
 D

W
IF

E

H
U

SB
A

 N
D

-W
I-

IN
c.

(
C

l.A
H

I'A
N

W
lv

p
U

N
IT

S
ii 

N
tN

 I
U

N
IT

S
I'F

k 
(.

1 
N

i

17
.q

oo
12

.6
0'

j
8,

75
0

9.
7

4.
26

4

I0
,0

Q
11

75
0

7,
jtj

18
.2

05
20

,2
U

J5
$

12
.1

1(
J,

Q
0(

15
,O

o(
j

16
.5

50
7.

3(
2)

17
.8

25
19

.7
22

.0
,6

21
.4

15
,0

(2
)-

2t
1,

00
0

8.
45

0
3.

00
32

.3
88

13
15

.0
42

16
.7

20
,(

X
25

,(
2J

(i
5,

I0
(,

2,
00

(j
8,

25
0

9.
1

9.
5

S
 1

.1
1

2o
c_

30
,0

(1
0

1.
23

0
6,

36
2

7.
0

6.
24

3
6.

9

40
.0

(N
4.

55
0

1.
35

1)
6,

45
0

7.
1

7,
9,

N
i

4(
1,

00
0.

.
50

,0
(j.

J
2.

55
(1

75
0

3.
67

(1
4.

'
4,

3 
49

4.
6

50
,0

(2
,-

.
I(

X
).

00
(j

4.
45

0
''l

5.
37

5
6r

)
7.

65
N

1(
21

(2
2,

-.
25

(1
,0

(2
)

1.
15

0
32

5
2.

'
1.

75
9

23
0,

0(
M

j.
50

()
,(

%
5j

15
0

ho
33

5
(1

6
21

2

30
(1

0(
2,

, (
21

(1
(2

2)
8o

F
l

1.
52

'1
2

1(
2)

(1
.1

I .
(N

)0
,o

.1
 a

nt
i

O
ve

r
20

9
52

(P
. I

29
1 

(f
la

 I
7,

((
3(

J
38

,3
(1

2
9o

,o
(0

(1
0

1.
30

(j
10

0,
()

}o
r 

Ir
cq

 U
C

II(
5

(I
Is

tr
jh

tir
of

 s
cp

a 
ra

re
Ie

tir
ns

 o
f h

IJ
S

I,N
i,d

1
S

ep
ar

at
e 

rd
 u

rn
s 

of
iv

es
. a

nd
uP

In
ln

(J
fJ

j1
pr

op
el

-c
rd

(u
rn

be
fo

j C
 (

he
2 

Le
q 

th
an

0.
05

 p
er

 c
en

t.
fo

r 
ne

t e
1p

il:
il

g;
ui

,is
,

ed
uj

01
fr

om
 g

ro
ss

in
co

m
e 

an
d 

irl
fe

rt
ho

rn
 tS

'e
xe

:n
pt

ob
lig

ac
io

,i
1a

bi
e 

j.

T
T



-

USE OF INCOME TAX DATA 173

duction in the proportions of aggregate family income at both

extremes of the $7,500 to $ i ,000,000 and over inconie range, but
more particularly at the highest income class.

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 14 be-

fore the final combination of the returns made by family met"-

hers into a single distribution by family units. To accomplish
this adjustment it was proposed to subtract net capital gains
from 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 returnsbusiness loss and partnership loss
since these itcms 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 $69 million in 1935, interest paid t $241

million, taxes paid (allowable as deductions) to $268 trillion,

contributions to $148 million, and 'other dedue"z,ils' to $320

million. The five items of deduction summed to $1,046 million.

Tax-exempt interest from wholly or partly tax-exempt securities,

not included in gross or in statutory net income, was estimated

at $250 million for the $5,000 and over income range.' Net

is Joint returns coml,ined with returns of heads of families, separate returns of

husbands combined with community property returns of husbands. and separate

returns of wives combined with community property returns of wives.

15 As indiestcd in 5cc- IV, the data on tax-exempt interest are knosn to be

incomplete.
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capital gain for this income range WaS reported as $400 Inillj0The net increase in aggregate incoin for all types of returnseprescnted by these several items was therefore $8q6 injjji
a) 1)ivj5jo of inCome and deduction itenis among groups ofreturns

As a first step in the adjustment, it was necesry to distributethis total amount among six groups of returns:
Joint returns of husbands, wives, and dependetit childrenplus the returns of either husband or wife when no otherreturn is filed, and the returns of heads of famif1 whoare single men, married men not living with

Wives, singlewomen, or married women not living with husbardsSeparate returns of husbands, including community property returns
. Separate returns of wives, including Cofluhlullit) propertyreturns

Returns of single men and of married men not living with
Wives, not heads of families

Returns of single women and of married woineji not liv-ing with husbands, not heads of families
Returns of estates and trusts

The division among these groups was made on the basis ofthe percentage distribution of statutory net income among thesix groups at each of the income levels above $5,000. Of thetotal of $8q6 niillion, $i6o million was thereby assigned to thereturns of persons not heads of families and the returns of es-tates and trusts. The remainder, $736 million, was assigned tothe first three groups of returns comprising members of familyunits. The bulk of this amount, $42 million was to be addedto the net Income of the first group of family units with statutorynet incomes of $5,000 or more, $225 million to the separate re-turns of husbands in group 2, and $8 million to the separatereturns of wives in group

b) Addition of average amoz,,ts to .c(atzI/o;-) net lflcoe
The procedure used in adding these amo(lnts to the statutory netincome classes in each of the three distriI)LItioiS involved two
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main steps: (i) the actual addition of the assigned amount to the
aggregate income at each income level; () the shifting of a cer-
tarn 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 classthe 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 $ 17,7 i6 or more would shift upward into the class interval
of $20,000 to $25,000.

The number 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 from tile curve, tile 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
levelsthe 12 levels above $7,500 Ifl Table i, 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 o the next
higher class on the basis of the relative magnitudes of the two
groups. The returns shifting upward were assunied to have been
evenly distributed between tile point of shift and tile 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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limit of the class.' Thus, the adjusted aggregate income in eachincome class was derived by adding to the aggregate statutory netincome in the class the additional aggregate income hum dedu.tions and tax-exempt interest accruing to those retur,s rcn1ajnjin the class, plus the aggregate net in uti,e and the inco fro,deductions and tax-exempt intel-est of those itti shifting intothe class, and subtracting the aggregate OCt income of thiOsshifting out of the class.
As a result of this procedure the aggregate incon]e of returpwith incomes of $5,000 and over in the three distribtitions com-prising members of family units was increased $1,026 rnilIjoan amount $2qo million greater than the estinted amoumu ofdeductions and tax-exempt interest added to the returns withincomes of $5,000 or more. This (Itiference of S290 million rep-resented the net income and the dedllctiotis and tax-exempt in-terest of returns shifting upivard from the income class directlybelow $5,000.18

18 In the example given above, th midpoint lwtsce, $17,716 and So,000. Theresulting amount of aggiegUte inconie Is-as stlbtractc(l front Income class $15000..$2orjoo and added to income dass $2o.xio-$arx
income from (1eductio, andtax-exempt interest was calculated by multi)lving th nuitiber of returns shiftingby the average amount of dediicti,nis aini

tax-exenlJ)t interest that was addedto their returns.
I? Th.ic, in the example given above, the Jifiount of aggregate net income addedat income class $20, -$2-j was sulrtracte8l frout income classs Although the adjustments of the incotite tax data were matte primaril forthe itwonle range aht,s e S3.wx. it Was necessi,-, in this and it. Stibsequetit ad-justmctfl siC1i to estifijate the cot ret-tiori factor for tCtiirIis iii the inconie intervabdirectly below S5,00o a' well. Th iiuinber of adjusttii,1t5 invoking the shiftingof return', to higher income' classes mark' it cssentj;d to extend the income rangestudieti to a poiflt losser thami S-).ls) in order to avoid iti(otnplete data in thefinal distril)utio,i abose $.-oo. The a(Ijustme,ttc

fur (terluctiotis and tax-exemptititerest in the inco1 classes below wr in itat',' ver% arbjtra sicthe a%ailat)lc tabulations of the In(-ot,ie tax statisti indti,lt.,l rio data on courof incorite ant! (iCdttctjo5 For thi'sctiasses hence it was ttecesar', to assign -timated anln,ptits of (le(Iit(iioiis and tax-exenipt iIIcoiIie to theni. Otliersise theprocedures used in .ldjuistirig this lower range were si niiiar to i hose used for thelevels above Saxio.
Returns reporting net deficits wet-c lint intliiiet! in this anaissis. Of the 94.&return', 'sitti net defidts iii iq, it is estiniatc(I that less than 2,xsi would failin the positise iflcoflI ratlgc. imnlctfja(tIs lnr' ii the figuutes are adjustedin (otiforni to the ilefi tultion of i tet i li( 0,1w' ii sed in t he Nt 11(1% of ('oust,flier Pur-chases.
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C) Ass u mpt ions underling procedures

Implicit in thc mcthod 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 Statist ics 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 difliculties,
without any compensating assurance that the adjusted distribu-
tion would moi-e 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.

'a See .Stali5ticS of 17?(o?flr for 1935, pp. 18-20. lables showing the Ircqucm V ol
specific amounts of deduction items reported at each net income class are asail-
able only for capital loss and business loss.
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Second, the procedure wotik! have required arhjtra, judg.inents as to the allocation of each type of (ledticijon an4capital gains and tax-exempt interest among the returin

Withineach income class, inasiiiiicli aS the avai lal)le tal)ulatiolls
do notindicate the extent of Overlapping in the groups of returtis show.ing the several items. There is no way to determine, for examplethe extent to winch the group of returns showing capital gaiincludes, or excludes, the group of returns in the same 'flcomeclass showing tax-exempt interest. Attempts to assign SpeCifictypes of deductions, capital gaitis and tax-cxemj)t income todifferent groups of returns within a given income class, in eitherequal or varying amounts, would have entailed a series of arbi-

trary judgments which might well have introduced even moreerror than the addition of the same average amount of the
combined items to each returti within an income class.

Third, the statistical pFocC(lUre would have been extremelycomplicated by undertaking separate adjustments for the vartous
income and deduction items, sin(;e it would have been necessaryto keep track of the returns shifted upward front each statutoi.ynet income class as a result of each adjustment step. Those re-turns shifted upward from a given net income class as a result of
adding deductions for interest paid, for example, would have tobe considered together with the returns remaining in the Incomeclass in determining the shifts that would OC(iir when a second ad-
justment, e.g.. for addition of taxes paid. was made. The proce.dure would he further complicated by the fact that in the adjust-
inent to subtract capital gaills the returns would have shifteddownward rather than upward.

In the light of these considerations, it was decided that a less
complicated and less nnIe-constmniing procedure, involving a sin-gle adjustment for the several items, would he more satisfactory.
It seemed better to cotubimie all the deductions, capital gains, and
tax-exempt income at a given income level, and to assign the
same average amount to every return at that income level, ratherthan to venture into th mare of arbitrary (k(isiofls involved inany altcrnati'e procedure

The procedLmrc USC(1 probably tended to underestimate the netamount of additiontl income belonging to the returns in the up-
PCI- frtiomm of each net income class, and to overestimate the



USE OF INCOME TAX DATA 179

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

pie deduction and capital gain also rise steadily as income increases,
similar tendencies no doubt prevail within an income class.

me 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-

hi- come. If tile returns in the upper portion of each income interval

ore had been arbitrarily assigned higher average amounts of deduc-

the' tions, capital gains, and tax-exempt income than those in the
lower portion, the average income (net income pitis additional

1

amounts for deductions, etc.) of those returns shifting to the next
e ' higher bracket would, of course, have been raised. On the other
US hand, this procedure might very possibly have reduced the nitn-

ber of returns shifting, and hence have reduced both the aggre-
oil gate net income and tile aggregate additional income from deduc-
re- tions, etc., shifted to the higher level. The results are virtually
of indeterminate, until the exact basis of allocation of the income
to and deduction items is decided, and the calculations actually car-

me ned through.
ad- It is to be regretted that the special tabulations of the igti

income tax returns, as now planned, will not afford any satisfac-
tory basis for judging the nature or the extent of the error intro-
duced into tile 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

nd income and each deduction item, together with a frequency dis-
he tribution of returns Showing specified amounts of each item.
er Since the income classes used for these tabulations will be based
in on statutory net income excluding capital gains and losses, the

problem of adjustitig for these two items will be eliminated. But
et the problem of adding tax-exempt interest and the deduction
p- items of interest paid. contributions, taxes paid, and 'other de-

he ductions' will remain. Tabulations of the three groups of returns
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t'AkTlisted at the begintilag of this section according to

adjusted'income classesstattitory net income minus capital
gains, pills

capitaL losses, interest paid, contributions, taxes paid, and 'othdcductious'svoflkl afford perhaps the only factual basis for ap.
praising the results of the National Resources

Committee pro.
cedures in adjusting the income tax data to allow for these items.6 ADJUSTING To i95-36

BASIS

The distribution of fatuity units obtained in the precedingstqwas based entirely on income tax data for the calendar year 1935.This distribution was now adjusted to reflect the effects ofsubstantially larger national income rCCCIVCOI by Americait consumers during the fiscal year Iq-36. As the figures in Tablesand 4 indicate, this
adjustment had a very

significanteffect on both the number of family units and the
aggregate netincome in the tipper income ranges. Unfortunately,
the availabledata and the methods used iti making the adjustment were nogeared to the importance of the task in hand.Comparison of the income tax tabulations for 1935 and thepreliminary data for the calendar year m36 afforded
some itteas-tire of the differences in the number of returns showing net in-comes of $5,000and over and in the aggregate income reported inthe two years,2° hut they offered no clue as to how much of thischange should be attributed to the continued

expansion of thenational income during the last half of I 936. The only availabledata hearing on this general
question were the monthly estimatesof national income paid out. prepared by the National IncomeSection of the Department of Comnierce.' These estimates indi-cate a total national income of $62.44 I million paid out duringthe calendar year 1936, representing a 13.6 i' cent rise over theestimated amount for iq3j. All estimate lot' H)3rj-36, based onmonthly estimates for the last half of mqrj and the first half of

21 fhesc rcliniiii.n data difFered (fll% 'cr s!itl1Il% lirtin the Iitirvs for 1936
suI)sequenrlv ptiltiiheti in %'azisticc uf Inrnnu'. [he

agregatr twt income for
returwi with itwolnes of $r,000 and oer. for eamik', w.t est iinated at $8713
nililion in the prelitninan

tahulaiion%, while tite tinal tigwe for this income rJn
wa $$q3 mtllion.
i See R. R. Nathan and F. NI. Coue.

'McnuIth Income Paments in the United
Ss, It)29-57', Sun'ev of (;urrern Bucutess. Feinuarv tq$.
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1936, showed a 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 inoinc
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,
interest 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 36.5 per cent from 1935 to 1936.

The assumption was now made that the increase in aggregate
income (as defined above) between i 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. Tile percentage distribution
of aggregate income (as defined above) among the various types
of returns in 1935 was used as the basis for this (livision. 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. III, 3) and the group of re-
turns of non-members (groups 6, 7, and 9) as representative of
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1935-36 also, or to attempt a purely arbitrary cOrrectj of thedata. Subsequent comparison of the i q6 telatiisJ)iJ)S
with thfor ig' indicate sufficient similarity to justify the

a(Ceptance ofthe 1q35 data as a basis for the divisio,i.:
That portion of the ilicreased iumnie attributable to returp,filed by family members, $815 million, was now (listribtø

byincome level according to the percentage distribution 01 aggre.gate income shown by the family (iiStIihtiijon for 1fl(Olfl of$5,000 and over derived from the i9'55 income tax data. Again iiseemed better, In the absence of a (letaikd income
classificatjofor the 1936 data, to accept the relationships than to attemptan entirely arbitrary adjustment. Subsequent comJ)arjsois of the

1935 and 1936 income tax data for all types of returns conihjnreveal a very marked similarity in tile two percentage distrib.tions.23 The niet hod may have overstated to some slight extentthe proportions of the increased national income received by the
income classes between $.000 and Si r.000, and to have under.stated slightly tile Proportion received by tile income range k-tween $15,000 and $i3Ooo,00.

The additional amounts of aggretate income assigned to thevarious income levels by tile procedure described above werethen added to the aggregate amounts shown in the 1935 family
distribution to obtain a distrihtititj of aggregate family incomefor 1935-36.

The number of family units at each income level in the 1935-36 (liStrihution was determined by dividing the 1935-36 ag,gre-gate income at cacti income interval by tile average (mean)income within that interval, as shown by the family distribution
derived from the nj' data. This procedure was based OH theassumption that there would be no sigmii licant change from oneyear to another in the distribution 01 family units within any
given income interval. The validity ol thuis assumption might
2 Øf the aggregate net Iti(onic reported iii 4,laIjq,- of lünip for returns withiiet irlaiJn of and o Cr, pCi cerii iii I 'iitI 2I9 J tern lfl1936 repre'.en ted the iiic-onie of nlein hers of fa nil k 1111115.23 Of the aggregate net IflWrn reporte(l iii St'ltzti(s of Income for returns withincomes of $5,000 and over. 37 per tent fell iii the lange S,xi-$io,: 15 percut, Sio,M i'i(Mv pet tuut, Si Nkt2il(,): 21 jJ(I teill.9 per cent, $50.nOo-$l00(x. and

9 per cent, $uoo.000 and 05cr in 1935. Tue cci-respoiiding percentages in 1936 were 31. i. g, 22. iii, and ii.
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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 l96 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.24 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 al-c
particularly 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 agt cement on cer-
tain aspects of the problem: (i) 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

245cc. e.g., estimates for 1929 by Leven in Maurice Leveri, H. C. Moulton, and
Clark Warburton, America's Capacity to Con.cume (Brookings Institution, 1q34).
p. 167 and footnotes to Table s; and estimates For 1918 by Macaulay in
W. C. Mitchell, W. I. King, F. R. Macaulay, and 0. W. Knauth, Income in the
United States (National Bureau of Economic Research, I (uq2i), log,
and II (1922). 25-68.
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above $20,000; (si) that (m(Ierstatc,nent also LCII(IS tO be relatj.el
more frequent at the lowei im me levels ht,t

extends furtheup the income scale. The exact percentages apl)lted by the .

tional Resources Committee to corre(;t for
tIn(letctate1IleIt anlnonreportmg reflect these ('OlflpOSi Ic opi 0 ui Ls. The t(tjU5

were made in two consecutive steps.

a) Adjustment for nonreporting

The correction for non reporting was intended to account for the
incomes of those families that are legally required to file inco
tax returns and fail to do so, as well as for the incomes receive4by
state and local officials, whose salaries are not subject to fedeniincome taxation.25 The adjustment, which affected both the flum.
her of families and aggregate net income, was based on arbitrary
estimates of the probable percentage increase in income tax re-
turns if all families with incomes of $r,,000 and over had bled re-
turns on their incomes for the 'ear 15Sfi,

'i'he assumption that most IlOnreporting is concentratetl in the

The number of state and local officers and emploees whose calarie Stit
exempt from the federal income tax in iq' was esi iInaIe(l at 2 bo$.asq, hut otis
16,206 of these persons had salaries alx)ve S.ono: see H'aring before Comniiuee
on Wwt-s and Means, House of Represenza:izs'c, 6th Cong.. I-st Ses., Jan. 26. tgj.lax-Exempt Salaries. lable i, p. 6. The estittiateti nii,,,l,cr ot state and loul
officers and cinplosees in 1q37. 1w salary classes. as presented in these H'athigs
by J. W. Hanes, LTn(Iersccretary of Treasury, is given below. The distribution
would, of course, be higher ii the tabulation were made on the basis of income
classes, including income other than salaries, rather than on ike basis of salars
classes.

S%l'.Ry (:l.VisFs
Si ,tsx and tinder

1.001 1.5(X)
2,1551

2,500
2.501 3.000

3.500
3,501 4.000
4,00, 4,5(5)
4.501 5,000
5.001 6,000
6.00i-- 7,000
7.001 8,000
8,00,- 9,000
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lower ranges and is negligible abo'.e $20,000 recognizes two con-
siderations: (i) that the exempted salaries of state and local olli-
cialsdo 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 $,000 and $20,000

are, of course, wholly arbitrary. The number of returns and ag-
C gregate income between $r,000 and $10,000 were increased 25

1fle per cent, those between $io,000 and $15,000, i per cent; and
Liby those between $i,000 and $20,000, 5 per cent.

urn- b) A d ju.stin en I for understate meat

rary Like nonreporting, understatement of income was assume(l tO
re- vary l)y income level and to be proportionately greater at the
re- lower levels. This assumption recognized that returns showing

higher incomes are probably based on more adequate accounts
the and are subject to a more careful audit by Treasury officials---

both factors which would tend to discourage illegal understate-

inent for the purpose of evading income tax payments. Specifi-

cally, it was decided that the aggregate income of families with

incomes between $,000 and $2o,000 should be increased 15 Ci

cent, that of families between $20,000 and $25,000. to per cent,

and that of families between $25,000 and $o.000, 5 per cent.25

Although these percentages were applied to total income at
the various levels, they were designed to reflect primarily the tin-
derstaernent of income from the four sources mentioned above:

(i)business profits; (2) partnership profits; () rents and royalties;

2'S A direct comparison of these percentages and of those for nonrcporting with

the percentages used by Leven in the Brookings estimates for 1929 and by Macaulav

in the National Bureau estimates for igiS is not possible. Leven does not make

seixtrale adjiistnleflts for nonrcportiflg and untlerstatemcflt. He indicates that a

correction for underreporting and evasion was made by incleasing the estimated

number of income tax returns for l)USiliCSS and professional incomes 65 per cent.

As Merwin poilits Otit (l'art One. Sec. U, . c) it is not clear whether the same

percentage was used in correcting each income class above $5.(55.

Macaulay's adjustments of the 1918 data included both an adjustment fat-

F:ti.ncrs anti small lstisine"S tiicii who filed no returns and all adiusiment to allow

for evasion l)y persons actually reporting. ihe exact percentages imsesi in adjust

ilIg the data at different income levels are not shown, but the aggregate income

reportC(I on returns between $5,000 and $50000 was increased $2 ilillion to allots

for understatement of incomes at these levels. Op. tit.. II. 259.
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() 'other income' (induding income froiti all sources not
Specifi.cally reported). The proportion of aggregate statutory net incomeon all types of returns in mt attributable to these four sonris shown by time abiilations in Sta1ictjc5 of Inp'

ej have de-dined as incomes increased above $5,000. Thus the proportjo0at the statutory net income class $5000$7,rjoo was 29 per cent,while that at class $40,000-_$5o,000 was 2 per Cent. The addi.tional amounts of income added at the several income (lasses toadjust for tmderstatemeiit represented increases of per cent inthe income from these four sources for the income class $5,00..$7,500 and 26 per cent for the income class $4o,000_35o Thetotal amount added for Lmdei-state,iient ill the income range$5,000 to $50,000 was equal to approximately o per cent of the
aggregate amount reported froni these four Sources of income byall returns showing net incomes of $5,000 and over. These esti-mates of understatement (Jo hot take into account any legal eva-sions of income tax liability which may result in understatement
at levels above $50,000. It is quite Possible that this type of eva-sion increases rather than decreases as income rises, and the fail-tire of the National Resources (omnmjttee estimates to make

specific allowance for such understatement may tend toward anunderestimate of the mmumber of families and aggregate incomein the very high lilcome ranges.
The actual Procedure of correcting for tlndcrstateiuient dif-fered from that used for noureportitig in that the number of re-turns was not increased, except as a result of returims shifting fromthe income class directly below $r,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 tothe aggregate income figures shown t)V the Iq'35'6 family distri-
27 Since the correction for tlnderstaterneiji

(liSIIlsscsl here applied only to thereturns of members of family units, the lr(entagrs of llnilersLlIeIlleflt shouldpreferably be related to the income reporteil from the four ulccs b thoce typeof returns representing family flielnbeis. llowes'er, data for sources of income areas a i Ia ble only for all types of ret urns cIunhiflC(l, includi tig the returns of singleindividuals and of estates and trusts ike
corrcctuin for slliderstatement of lamilsincome front these four sources is therefore .solnc.what greater than 50 jr cent.ibis figure of 50 per CCitt is inaccurate also lie(aLls statutory net income classesare used heic for the four sources of incoll)e, whi! the aggregatr amount oftlllderstatenje,it refers to income r1'.. -------------- - - -

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 deductions 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 amount by the number of family units 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 deduc-
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 iiifor-
mation on the incomes received by non-dependent members of
economic families other than wives. Yet to achieve comparability
with the Consumer 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 included in the family
income figures total income from all sources, entries for the indi-
vidual family members pertained only to earnings. Hence the

t dif- schedule data offered no adequate basis for estimating total in-
f re- come contributed by non-dependent income recipients. Because

from of this deficiency in the available data on supplementary income,
fin- and because the method otherwise tended, as explained below,

state- to overestimate the average number of supplementary earners at
es to the various income levels, no specific adjustment was made to
istri- allow for supplementary incomes other than earnings. The omis-

Sian of su plementary income from rents, investments, royalties,

hould pensions, etc., may result in a slight understatement of the aggre-
gate income of family units.

e Available tabulations from the Study of Consumer Purchases
sIn&c showed for individual sample communities the number of sup-
arni1

plementary earners at each income level. These supplementary
cIa earners were classified into four typeshusbands, wives, others,
nt of i6 years and over, and others under m6 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 (leJ)Cii(ielit

children flderi8 are required by law to be included as part oF the lam ily '°mein a joint return, in the separate returns (>1 lRISl)lfl(f
afl(j Wife,or in a single return by the head of the family.J1 i11co11e tadata were presumably deficient only by the amottist of the inc0

received by the i8 year and over part of the
StiJ)I)lduhent.(ry earfl.ers of the third type. those persons i6 Vears and over Other thanhusbands or wives.

Available tabulations of the Consumer Purchases data did notmake it possible to segregate supplementary earfiers between theages of i6 and i8 years, so that it was necessary to make the ad-justment on the basis of the data for the entire group of supple.
lflefltary earners (other than husbands and wives) over i6. The
upward l)ias introduced by this procedure was, as ol)served earlierin the discussion, at least partly compensated for by the lack ofany adjustment for supplementary Income recipiclits who werenot earners, or for income received l)v supplemeiltar).

earnersfroni other sources.
The adjustments for supplementary incomes were made onthe basis of prelinliflary tabulations for eight large cities in.cluded in the St tidy of Consumer Purchases. It would have beenmore desirable, of course, to have util lied data from all types ofcommunity, properly weigh ted to obtain nat tonal averages. Thiswas not possil)le, and an exalnjllatioii of sample data for other

communities indicated that the eight cities were not unrepresent.
ative. From these sample data were calculated the average num-ber of supplenientary earners of i6 years and over for families ineach income class up to $10,000, and the average earnings persupplementaty earner in each class. By multiplying the averagenumber of supplementary. earners pr family by the average earn-ings per supplementars. earner, there was obtained for each in-come ('lass up to $ 10.000 an average i!fl0lui1t of suipplenientary

earnings per family Eu he added to the incomc of the families inthe Iq5-'6 family distribution
The average amounts to be added at Successive income classesabove Sio,000 were estimated by plotting the data for the classesbelow $10,000 and extending the curve freehand to read off the

Data from .tIaiila Ca., Chicago, Iii.. ColsjIflj)uc O. 1h-ir. Coin., \cw York,N. V.. Omaha, Nehr..Couni Biulh, iova. l'orlIafl(i Ore.. I'rovj(k-rl(c R. I.
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US OF INCOME TAX DATA i8g

extrapolated values. The extrapolated values naturally showed a
declining number of supplementary earners per family as in-
;oiies advance beyond $io,000. The average number of supple-

mentaiy earners per family ranged from .38 at the income level
$5,000--$7,500 to .17 at the level $io,00o and over. The average
amount of supplementary earnings per earner ranged from ap-
proximately $ ,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 toJ) 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 and 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.

() 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 income 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 o 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.

Comisuniption data collected in the Study of Consumer Pur-
chases yielded (lata on the average value of lion-money items of
income at each income level up to $20,000 and over. These aver-
age amoiant. 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 fani-
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ihes whose tnc0ntC were suthcteittiv iittteased by the addcome to cause them to move into a higher
income classthe several income classes within the $20,000 tfld over ratewas necessary to resort to extrapolated figures read from a ihand extension of a curve plotted tram the (lata for lower inlevels.

I'! Con ection of Pielim mary Income Distribution bo.sedoCo nsu ni er Pureliases Data
The addition of the imputed value of non-money items of iflcocompleted the series of adjustments of the income tax data, aryielded a distribution of family unitsand of aggregate income1income levels above $7,500 which was, within the lii'nitationsthe data and of the procedures adopted, ott a comparable

bashwith the estimated national distribution l)uilt up front thepie income data collected in the Study of Consumer PurchaThe latter distribution, known to be (let icient in the high incolevels, s'as now corrected by adding at each income interval abate$7,500 the additional number of families afl(l amount of are-gate income that the adjusted income tax data indicated
belongedin those income intervals. This correction, in effect, sutstitutedabove $7,500 the distribution based on corrected income tax datafor the distribution based on sample data.Since the population weights used in building up the estimatednational distribution had included all families in the UnitedStates as of January i. tq.6. it was necessary to reduce the num-ber of families in the income intervals below 57,r0O to aIlowfthe increased number of families in the higher income mtervals.On the assumption that the sample data below $7,5oo rellectedaccurately the relative proportions of families at the different income levels, i.e., that the tendency

toward underrepresentatioflatthe high income levels (lid HOt begin until the S7.500 level, thetotal reduction in the number of families below $7,500 was dis-tributed among the ys income intervals in proportion to therelative number of families in each interval before the correctloflwas nla(k.
rhese proportions %vete obtained h\ t.tltiilatittg a perceuta(lIStilbtLtiOfl, l)S imonte level, of the total number of families be-
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USE OF INCOME TAX DA1A 191

low the $7,5oo 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-

TABI.E 2

COMPARISON OF ESTIMATED NUMBER OF FAMILIES HAVING INCOMES
BETWEEN $7,50o AND $10,000. AND INCOMES ABOVE $io.000. BASED ON

CONSUMER PURCHASES DA1A AND ON FEDERAL INCOME
TAX DATA, 1935-1936

INS! RIHL;TI0N OF EAMII.ILS BASI.L1 ON:
(OSSUMER PURCHASES DATA FEDERAl, INCOME TAX DA1A

PERCENTAGE OF I'FRCFNTACE OF

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

comes of $7,500 and over from 0.47 to i .6i per cent. I' is tinfor-
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-

INCOME CLASS NUMBER AlL FAMILIES I NUMBER All. FAMILIES
$7,500-$10,000 71,394 0.24 I7,06O 0.64
io,000and over 66,562 .23 283,791 .97
Total 137,956 .47 470,851 i.6i
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ri bution below the $7,509 level, there Set,ned lit tie to be gainedby adopting any compromise method tiE Splicinu the tW disiri.butioiis, Such as was used in the case of i JIC (list it bitt10115
for singleindivjduaIs.

1'!! Siunm,- of Results of l'arjou.s ihiji .stme,its
The results of the various adjustments in the Ifl( )flle tax dataare summarized in Tables Table SLinunari,es the changesin the aggregate income of members of family units s ith incomesof $7.500 and over; Tables 4 and compare the (tistributio,5

byincollie level, resulting from the series of adjustments of the dataThese tables present the figures only for the income range aboveS7,50o. Although the series of adjustments extended to lOwerconiC classes, the comparisons have been Colifitied to the incomerange for Which an adequate distribution was available after thefinal adjustment had been made. l)ata for the income classes im-mediately below $7,500 were incomplete because of the shiftingof frequencies and of aggregate income from one income leet tothe next higher level as the series of adjustments was carriedthrough.

I CUANG IN AGGREGATF INCOME
Table shows the aggregate income of the $7,500 and over inconic range before and after each type of adjustment, and theincrease in income resulting from cacti step. The aggregate in.collie of members of family units reporting statutory net incomesof S7.5oo and over was reported in Statistics of Income as $3,732inilliomi. As a result of the series of adjustiiie,its. the aggregate in.tome of families with adjusted' tiet inco of S7,5oo and overwas S8,o'o million, an increase of approximnLtely i i6 per cent.

2 Ihe disiti bitt ioiis for suigle I i1(liSt(IIi;I Is wvie J)I ii eu i I I 1IC SS. kAl iI1(fifllCline, and the cit rs es for sit ig it' men i nil wtru s it h I ucoines bet went Sj uwrind S,cwx), I,;iscd
Oil 51i111 uit' <Ia Ii. c sii tot lieu it) U iii ft H III 1111)1 ( (l(,'Ctt ttile (Ill se stunt n its tlI .luIjIIsieuI utiunie i.i dna: see (must, nor !Hrtspfl,t itt1 n ii ed SI5, In LIt. (tip M
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TABLE 3

SUMMARY OF CHANGES IN AGGREGATE INCOME OF MEMBERS OF
FAMILY UNITS WITH INCOMES OF $7,00 AND OVER, RESULTING FROM
SIJCCFSSIVE ADJUSTMENTS OF DA1A FROM FEDERAL INI)IVLDL'AL

INCOME TAX RETURNS FOR i

TYPE OF ADJUSTMF,N1

Individual returns as reported
in Statistics of Income 2

Joint returns and returns
of male and female heads of
families

Sep:irate returns of:
Husbands
Wives

Community property returns
Total

INCREASE ACCEEGAIE
AGGRECATE INCOME DIrE io INCOME AFTER
ISEFORE ADJUSTMENT ADJUSTMENT I ADJUSTMENT

(millions of dollars)

1.125
392
284

3,712

Adjustment for net capital
gains. deductions From gross
income, and interest from
tax-exempt securities

Joint returns and returns
of male and female heads
of families

Separate returns (md. com-
munity property returns) of:

Husbands
Wivcs

Total

Pairing separate returns of
husbands and of wives (md.
colnnlunitv property returns)

Adjustment from 1935 to
1935-36 basis (joint returnS.
returns of heads of families,
paired returns of husbands
and wives, and community
property returns)

Adjustment for:
Nonreporting
Understatement
Income from supplemen-
tary earners
Imputed value of non-
money items of income

I The amounts listed in this column can, in most cases, be divided into the part due
to 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 adjustment. The latter
amounts were estimated at million in the adjustment for deductions added to

I

2.167 338 2.505

5,048 659 5,707

5.707 423 6,io
6,io 1,154 7,234

7,284 312 7,596

7.596 434 8,030

1,911 1)32 2,543

1,330 263 '.593
471 103 574

3,712 998 4,710
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The $4,318 million added by the adjustments of thedistributed as follows: $q8 million, or 23 per cent of the
toamouut, resulted from the adjustment made to stibtract

net cap.tal gains, and to add the various types of deductioi5 itIlowedthe income tax returns and the tax-exempt intercst fwmor partly tax-exempt securities; $'i8 million, or 8 per cent,the pairing of the separate returns of husbands and wives tofamily units; $659 million, 01 15 per Wit, froni the adjustm(ofthe iq data to a 1935-36 basis; $423 million, or io perfrom the adjustment for nonreporting of incomes; $l,l4 jj.lion, or 27 per cent, from the adjustment for
understatement ofincomes; $312 million, or 7 per cent, from the addition Of incof supplementary earners; and million, or to per cent. frthe addition of the imputed value of non-money items of income.In almost all tile adjustments. the amount by which the agate income above $7.500 was raised includes more than theamount attributable to the particular income items that were he-ing added to the distribution, that is. the increase in aggregateincome due to the adjustment for capital gains, deductions, etc.,was more than the total amount of deductions and taxexemincome added to the group having statutory net incomes alve$7,500. Similarly, the increase due to the adjustment for under-statement of incomes was more than the estimated aggregateunderstatcment for this income range. A relatively

large part ofthe increase in aggregate income resulting from each adjustmentstep represents the income of those returns which are shifted upward from below the $7,500 level as a result of the adjustment.The exact amounts added because of these shifts are indicated infootnote m to Table . In instances where the
assumed averageamount of correction, e.g., the average amount of deductions or

(footnotes to Table
joint returns, at $58 million For deductions added to separate returns of husnth.and at $a million for deductions added to separate returns of wises. All the $338million added by the combination into husband-wife units represented the aTegate income of returns of btisl,ands and of wis'es

whose (ornbncd income brought
them up into the range aboe $7,500. 'lhc increases due to the adjustments forunderstatemeor of incomes, for income from

suppienwntar earners, and fortw'puted value of
non-money items of income intlusled $&9. $2t4, and $2I IOIIhOO.respectively, which represented the aggregate income of returns shifted upwtdfrom below the $7,500 line.

2Statistjct of income foi' iq;, Part I, Table r,.

-4
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of understatement, was relatively large br the income class di-
rectly below $7,500, the number of returns shifting upwards 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 $jg 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 levelthe amount rang-
ing from approximately $1,250 at the income level $7,500$io,-

000 to as high as $i8,000 in the case of joint returns and returns
of heads of families, and to $63o,000 in the case of separate re-

turns of husbands, at the income level $i ,000,000 and overan
average amount of understatement was added at only seven in-

come levels above $'7,00. 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 $4o,000$50,000.
The average amount added for income from supplementary

earners decreased as income rose, ranging from approximately

$3oo at the income level $7,500$I0,000 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 5o at the liiCOi1I level
25,000 at the income level $i ,000,000 and oV
The correction for nonrep()rting ta made only for threcome levels above $7,0O. Here, a in the ad jUSIIflCiit toa I935basis, where a correction was apf)lie(l at CtIy inComeaverage income within an Income class reIIIajfle(j tiflchangthe increase in the aggregate income was due entirely to thejcrease in the number of family tilmits in the 'fltOme range at$7,500.

Of the seven types of adjustment, it appears that the aw egincome added by three, namely, the adjustin for netgains, deductions from gross income, and Interest fromexempt secu ri tics, the adjustulen t for i from Suppleiitary earners, and the adjustment for iuhl)uted value ofitems of income, may have I)CCfl too low. As noted above, thefirof these adjustments fails to take account of several iten
of ii1come that were excluded froni gross income as l&'lined by thprovisions of the i Revcn tie Au. rhe Second adjustmentcorrecting for earners rather thait

income recipients, by addionly a nominal amount at the very high
litcOtmie levels, andomitting entirely the Incomes reported on the returns of siikmen and wonI'j not heads of f'ami lies, doubt less tmderstatevj iiamount of SflPplenicutar)'

iticoinc received by family units in t!tippet income ranges. The value of non-money items of inconein Ig35-.36 for these InCome classes has been estimitated in a forth.Coining report of the National Resourtes Committee 30 at aslightly higher figure than the total amount added here for thisadjustrnettt factor. In the case of the other types of adjustment,notably those for undcrstatcnie,it noimreJx)rtillg and the diff-ence in year covered, it is dif1icuj to estimate whether they tenddto overstate or to tmn(k.rstite the amounts a(ldC(l to the areateiflcoflie

Certain of the adjustnwm steps scent to have introduced de-ments of bias into the distrii)ution of aggregate income amongthe various 1OWC classes, thereh)%' affecting the degree of equa'ity of time IlIcoffl distrihtutj,t Thus the timethod adopted Iorpming the separate returns of hlusbaflds and wives may very posmblhave resulted in too great a degree of inequality in the resulting
O Concu,j

FX/pzd,f,grrs tFi t'nhfe(j 'iotr, !sfi,najri for i9-6.
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income distril)utjon of husband-wife units, which would he re-
flected in the final distribution.

The methods 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 adjustments 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 adjustment process
are presented in Table 4, and the corresponding percentage dis-
tril)utions iii 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 470.85 i. an increase of almost 123 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.

3 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,
hut 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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tam arbitrary assumptions, would prove of great
assistance topersons endeavoring to derive an income distribution

ol familyunits in the upper income brackets. Most iinjxbrtaiit of these, rhaps, is a tabulation of the matched separate rcturlis of husban
and wives, classified by their combined net incomt's. Such a tabu.lation, on the basis of net income classes exclusive of capital gaiand losses, is included in the project of the Treasury l)epartmentfor the iq6 and I37 returns and it is to be hoped that tabuh.tions will continue to be made for future years. A similar tabulation of the community property returns of husl)ands and wiywould make it possible to omit 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 NationalResources (ommjttee stud.

For other types of returns as well, the special tabulations on thebasis of net i flCOflie exclusive of capital gains and losses will proveof great help, as will those assigning the 'arious income and de.duction items to the several groups of returns. The problem ofadding other types of (lcduCtj()n as well as tax-exempt interest tothe returns within each net income class, however, will still re-main. As suggested earlier, a tabulation of the income tax returnson the basis of 'adjusted' net income classes (stattitor net incomeplus the five types of deductions and minus capital gains) wouldhe highly desirable, but one unlikely to be undertaken by theBureau 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 ofthe most arbitrary adjustments made in the National Resources
Committee estimates, the Correction for lionreportirig and under-statement could, of course, be greatly improved were it possibleto obtain more definitive data on the extent to which these typesof underreporting prevail. Unforttiiatelv accurate informationin this field is about impossible to obtain.

h) Sample income data

If the primary objective in the col kctiou of sample data on fam-
ily incomes is to obtain a distribution of family incomes by size,using the irla)me tax data for the tipper income levels, it is ob-vious that the period covered b' 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 made on a calendar year basis. In this way
an arbitrary correctioll 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 i8, rather than 6, years of age. Tabulations
o the sample data on supplementary incomes and imputed value
0 non-money items of income for separate income levels above
$io,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-
ti.stic.s 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.
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To those interested in evaluating the reliability of esLirnat oFthe frequency distribution of income, this paper ('OIflcs as a re-freshing departure froui earlier Stti(licS. For the first tiInei'e
haveHot only a COmI)letc and (letaile(1 description of the statisticalPloccdurcs followed in the COIIStiifltin of a distribution butalso an analysis o the limitatioiis of tile various adjustuietits Anyelaboration of this C0illpreheiisi.c and pilitistakitig statement ofmethods and limitations may seem superfluous, but a brief commerit on a few points in the analysis, by way ol adding emphasis,seems desirable. In addition, advantage will be taken of the op-portuni ty to put forward sevei-a I suggest ions.

CO\IBINJNG RETURNS OF }ItYSRANI)S AND WIVES
As indicated by the authors, one of the most difficult problemsConfronting them was the task of pairing the separate income taxretunls of hLlsbaflds and wives as a step in obtainuiig family in-comes. The procedure adoJ)te(I etnI)(xJjc(l the extreme assump-tion that the husban(I with the largest i uconic is married to thewife with the largest inconi, the hIusbaIj(j with the next highestiHCOIIlC to the wife with t lie next highest iuconie, and so forth.The authors' (liscussioli of this StIj)j)OSi( ion seiiS inadequate.Inasmiwhi as the met 110(1 (ii ('0Iill)jIiiIio t lie SCJ)aia(c returns ofhusbands and Wives will to a large cxrciit detcriiijrit the aggTe-gate i I)(OIlle and [lie till tither of ía in ii irs in the tipper incomebrackets, and as these have a sigIiih(),1t effect ott estimates of savings based Oil the income (Iistribtltio,i S(>l1iC further analysis ofthe Validity of this assumptii seems (ie.Sirable.Of the f92 fatnjIj "jilt W(orIIec OF 5 IlW)(H, aml oti. ii ;iie thc ruIt ofpIiririg the ep:lrale ret urns of huskin,ts ;i nI ' r- beIrc adjusirnCitts for the (Iiikrc,ite Iii peiixI . tIouirepoit 111g. elf. '5CC I a bit ).
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The choice of this method of combining 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 betweeh 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-
t-ately 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 al-c likely to be related.2 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 determining
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 anti, 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 folkwing discrisioii is not iiiieiided to appls- w communits property returns.
The reported incomes of husband and wife in the eight slates having the commit-
nity property law are more nearly equal than in the other states. J'robablv a dif-
ferent procedure should he followed in matching the separate returns of these
eight states. It should be realized, however, that because of the exclusion of certain
income front the (-oturnullitv property provisiOns, the reported incomes of bus-
ha lidS and wives in these states at-c 1101 Ilecessati Is equal. though Iui- many
(0tl})1eS this is the case.

See Mabel Newcomer. 'Estimate of the Tax Burden on Different Income Classes',

in Studies in Current Tax Problems i:Twentieth Century Fund, 1937), p. .
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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
(lied the incomes need not be divided as equally as possible and
that a high-income husband is not always married to a high-
income wife,

More direct information on this matter is available from the
Statistics of Income for 1916. While the data are probably not
entirely pertinent because of the time interval that has elapsed,
the manner in which the separate returns 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 placed 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 $I,000,000 and Qver, which contained 86 couples,
the wives' average income was less than 9 per cent of the average
of the combined income of husbands and wives. Under the as-
sulnption 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 igi6 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 assunles. It should 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 \'ol-
ume I of the Wisconsin series.4 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 outs 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 COfll-
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 excepuoll is when one of tile 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 Wisco,uin Individual Income Tax Statistics: 1936 Income, Vol. 1. Thx 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 Wisconsin law as compared with the $2,000 limitation the federal
law imposes and because of the exclusion and deduction of certain types of income
(chiefly the exclusion of income from property outside Wisconsin and the deduc-
Lion 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. I of the Wisconsin series that "although married couples. each having inconse,
should file separate returuss. this practice is not always followed" (p. Auo8).
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11RI rHtdispei sed till otighout tlit iiunu range. Curiously

enough ttable shows that none 01 the iiusbanç the
cla_1$100,000 aiid üvt'r is luated WI tli a WI Ic in EIIC
CIa$50,000 and ovet'. As an CXperitneIu the method followed

inNational ReSources (ouhInittee estinlate WS api)hed torate returns of imusbaiids ami wiveS filed in '1 forThe resulting distribution was tlieii comj)are(j with that ofpaired incomes of' the S1lflC lluSklll(IS Lll(I Wlvcs in Iablej
(pof Volume 1. The application of the National

Resour c.mittee method of combining the separate l'Ctulrn ofand wives viekkd 47 per cent more couples
with IIICOI$100,000 and over than were showii ill [able J,0 There was ahea 65 per cent increase in the aggregate incoilie of this dasThough the number of Wisconsin l'etLmrns in the high

incobrackets is small and titer-c I)1) I)C soin (f tieStlon CoI1cerningI'eJ)rescIItati'et1ess of the Wisc0115111 data, it Seelfl reasonable toaccept these filuliligs as roughly (OIflpaiable with tho
whichwould be obtaine(i by treating the federal income tax data masimilar fashion.

In the light of the preceding (liSCtIssioit the unavoidable con-Seems to be that a less ext [Clue pIocedu-e
would havemore a('curately colflbjfle(1 the incomes of husbands and wiv.As a conSequence of tile method a(loJ)ted in the National Re-sources Committee estimate the number of couples in the highIncome brackets is overstate(l. To a greater degree the sametrue of aggregate income. Conseqtietativ the number of familjiii the middJc_jn('OfflC brackets is tot) small. The results of thel'reasutv tabulatjoia of the iq6 returns, which svill show thew' This is art tlnderslatenicrit sint- thtist- reirii in whit-li one spouse hd awCr elitni11;1 led from i he data. s meui i(,fld a IM)% C. lIla ii Of ttiocc with a deldiu Utier th law would trot has c a deficit U inter i he [eden I law and shiM,therefore, he included in the coIflp,, sn'[here were 15 wrlj)t&w s h ir1111. of

eduditg IhO tha (icjjjI for one sporis If the aj I sic is i-s teiitictl tip I lie ItOt-CE Ilit-OII1C hOCLtIhe lol toss I ng results arc olita i
J rl )(i t 11(1 (' e iii hr iitimtr(Oil pies as dci cnn Ii('( h- the Nat i nra I H e- iii u r ( t it ret' met hi. over theCOltiparaIrle figure in FahI'

, 5 17 pCI 4 Clii Fin tin- S;liix arid oser de andper Cent 10 the 2o,4wx anti over da ihie pi-u eultig(- tnt I tJM'5 iii the arnreuricor are 27 a nil iq, resJ,(-cc i civ. Rent1 its it CI 4- Ii len hs ti; ioiijif with n Ut111((JJilt- tnt S4).4Kkn ;inl.t ør a rid ln
, n III liii i'iitt ç41 arid orehIiferpoIatj(p,l it ithin the tat her IJOCIpI t I ,ilnfc 7" nIl)M;ur((- ol sou, eli-or which however is tOn ''(hi('sCtI to bi ntorlc.
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arate returns of 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.8 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 inconie for 1935 indicates that only a
portion of the returns in each income bracket, varying front
one-half of the returns with net income of $i,000,000 and over
to one-seventh of those in the $,000 to $6.000 class, report in-
come from capital gains. Furthermore the 1935 Statistics of

On this point see the remarks of Clark Warburton, Studies, l'olume One, pp. qq.
V This adjustment. however, is not in accord with the income concept of the study
which included realized capital gains and los.ses on assets bought and sold within
the given year; see below
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Income text table (p. i8) ross-classifying net U1pita gain bynet income shows that the sue of the capital 1fl varies
Widelwithin an income tiass and that a great litany returns report acapital gain large enough to constitute a substantial proportuoof net income. Selecting the $loo,000 to $iro,000 cIas asexample the following data may he uted: The average necapital gain for the i returns in this group was Si l,45Examination of the table reveals no tendency for the re[urp4in this income bracket with a net capital gain to Cluster aWthis average. For the 71 2 returns reporting a capital gain, theaverage was $22,700. Of these, 192 had a capital gain of ave$2,000 and 8 a galls of $ too,000 and over. The lViscopdata arc also informatj'e in this colulectioti

q i6cent of the returns with stat utor' total incomes of S5,000 andover reported a capital gain as a principal source of incorne.1sThe use of average amounts in thc adjustment for capita]gains may considerably distort the distributioti, especially in thetipper income brackets. In contrast to the National ResourcesCommittee method which shifts all returns to a slightly lowerincome level, a procedure l)ascd on the distrif)fl(iofl of capitalgains would have redistributed a portion of the returns through.out the income scale, while the rest would not be moved at all.Such an adjustment could have becu accomplished in this studyby treating capital gains separately. While, as the authors indi-cate, it is impracticable to adjust individually for each item toadded to or deducted from net income, it (foes seem feasible toadjust separately for the exclusion of capital gains. With the useolthe text table ii, Stat is/ic5 of Ifl(o nip for ig; (Toss-classifying netcapital gain by net income, returns refM)rtilg capital gains couldbe transferred to their appropriate income class. Average amountsof the other items could he a(ldcd to these rettmflis.
The income concept adopted in the National Resources Com-mittee frequency distri bit Uon ind tides real i,ed capital gainsand losses on assets bought and sold within the schedule year.However in the treatment of the incon tax data no attemptwas made to incorporate such gains or losses. That these gainsText Table G (p. 21) Vol. IV A of the Wisc0,11 set ics. Th largest item on asingle and double source return and the two largest items on a multiple tour2return are defined as principal sources Capital g:iins in excess of $5000 have beenincluded as principal sources.
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would be fairly large niay be inferred from a special Treasury
tabulation for i 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 $,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 i 935-36, 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 iU(lividuals 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 returnslarger, however, than in the case of
capital gainsreport 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
ii Stalistirs of Income for xç, Supplement, Sec. II, 'Capital Gains and Losses',
Table I (U. S. 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 NONRIPORTING 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 ta,c 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 bis 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 families
and individuals. Segregating those sources of income fliost 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 snaking separate estimates for nonreporting
lsRscent iiues of SWis a! l'scome present a size distribution of net profit or
lose hem business in a rather broad iwiustrial dassification (Table 8). Information
for recent yezs from inume tax returus on the occupational distribcion of in-
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and underreporting for each occupation and industry. mdc-
peiideut information on the incomes of an occupation or indus-
try would provide the basis for these adjustments. Even though
such itiformation may be quite meager, this procedure should be
more 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-
conic taxation has eliminated for the immediate future the neces-
sity of including these income recipients in the allowance for
nonreporting. However, sufficient data seem to be available to

fol- construct a tolerably accurate size distribution of the salaries
t Of of non-federal government employees for 1935-36.' If this were
01$. done it would have the desirable effect of reducing the area coy-

esent ered by the estimate for nonreporting.
and Another of the unknown quantities in size distribution esti-

these mates is the influence of legal evasion on income tax data. The
lay's absence of quantitative knowledge of this factor virtually pre-

chides the possibility of ascertaining the direction and extent
ould of the bias that may characterize an income distribution. The
ti Treasury undoubtedly has information on the prevalence, in the

rthe- past, of the various methods for reducing income." An investi-
is to gation of the Treasury information should indicate the impor-

so- tance of this factor for frequency distributions of income. Pro-
only vided the data do not disclose individual incomes it may be pos-

the sible to secure this information from the Treasury Department.
nd-

ili The National Resources Committee staff has accomplished

kely the formidable task of transforming an original distribution with

yal- aggregate income of $3,712 million to one with $8,030 million.
The inadequacy of the data in relation to the assignment con-

der- come seems to be confined to the Wisconsin (lata (Vol. iii). However. the iqi6
Statistics of Jm-o,ne did present an occupational classification 1w income classes
(Table 6c). The Treasury also niade a special tabulation of the incomes of dentists
for 1929.

and 13 The Division of lax Research of the Treasury has constructed such a distribti-
tion. See Hearings before a Special Committee on the Taxation of Governmental

tifl Secnrities and Salaries, U. S. Senate, 76th Cong.. 1st Sess., p. 724. This distribution

fit is presented by Miss Baird and Miss Fine in footnote 25.

tia
11 See Hearings before the Co,n,nitlee on Wufls afl(1 Mea,sc--Tax Evasion and

in.
Avoidance, 75th Cong., ist Ses.c., especially pp. 24-33.



214

froiiting the estimators has n eszLateJ se%eraj
are open to question. Further iris (stigation 'if their

vahcjj1advisable. Fort unateiv, aJ ua bfe dat;t o son of tb ,
adjustment iIl bt-(u:ne available U) tlic' near future
Ination as well as inure intensive analysis of

CXiSting dataindicate that revisions in the urigiraI estimate are H.ever, as stated by the authors, there are important gaps j,statistical information that proje-ud studies will not fift.




