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SUMMARY

This bulletin presents and evaluates a partlcular method of
estimating the yields and incidence of various possible types
of income tax. The method is one of dividing the population
into income brackets and estimating the pumber of people and
average tax in each bracket. The basic data are the income
dustmbutlons of families and single individuals in 1935 -36 pub-
lished in **Consumer Incomes in the United States' by the
National Resoureces Committee and the - Internal Revenue
Bureaun’s *‘ Statistics of Income’’ for various years.

It is necessary to combine data from these two sources since
“‘Statisties of Income’’ presents information for higher income
brackets only while the National Resources Committee’s defini-
tion of income does not exactly correspond to the income on
which a person is taxed. To make estimates wsing National
Resources Committee data it is necessary to ndJust the data

for (1) the increase in _population since the data were com-
piled, (2) the increase in national income, (3) the tendency
of some persons to understate their incomes in filing tax re.
turns, (4) the inclusion of home-grown food and oceupancy of
owned houses in NRC estimates, and (5) deduetions and exemp— '
tions to which the taxpapers are entitled.

It was hoped to produce estimates apphcable to 1941 1942,
angd possibly 1943. It was assumed that the income dxstrlbutlon
for a given year could be approximated by multiplying the
number of persons in each income bracket by the.ratio of
population in the given year to the population in 1935-36, and
the average income in each bracket by the ratio of national
income in the given year to 62.5 billion dollars, the national
income in the fiseal year, 1935-36. This is equivalent to assum-
ing that a Lorenz curve fitted to the 1935-36 income distribu-
tien would also describe the income distribution of the given
year. Separate sets of estimates were made for national in.

. comes of 80 billion, 90 billion, 100 billion and 110 billion dol-
lars since it was believed that national income will lie in that
range in the next few years. The National Resources Commit-
tee’s separate distributions for families and sm"le individuals
were maintained. .

When the income distributions had been&estlmated for a
particular level of national income, average incomes in each
income bracket were reduced successwely by allowances for



780

understatement, imputed incomes, and deductions. Amounts
‘to allow for understatement and imputed incomes were ob-
tained from National Resources Committee estimates. A fairly
systematie relation between the percent of income allowed as
deductions and the size of income was found in *‘Statistics of
Income.’’” A curve was fitted to this data and deductions were
-estimated from readings on the curve.

To estimate taxable income, one must also deduet exemptions
&nd the earned income eredit. The 1941 exemptions were $750 for
a single person and $1,500 for a married couple plus $400 for
each additional dependent. An average number of dependents
for families in each income bracket was obtained from the
National Resources Committee estimates of average size of
family in each income bracket. To facilitate making estimates
for various exemption levels, and either with or without earned
. income credit, the exemptions and the earned income credit
were aggregated before being tabulated in Family and Individ-
ual Tables 6-9. From these tables, tax revenue under various
exemptions ean be readily calculated. Revenue estimates for
. 7 levels of exemptions and each of the 4 levels of national in-
- come are given in table 10, p. 806. Corresponding estimates of
tax base are shown graphically in fig. 2, p. 808. Useful informa-
tion on the incidence of taxes with various exemptions and at
various rates can readily be obtained from these caleiilations.
Some are shown in table 11, p. 807, ' ‘

To make the final estimates possible, several simplifieations
and approximations were used. - The author sought some clue
- as to the magnitude of error that might have been caused by .
each. One of the most dangerous assumptions and one of
the most difficult to evaluate was the assamption that the
concentration of income did not change appreciably, In an
effort to evalunate the effect of changes in income distribution,
the author made similar estimates for a distribution con-
siderably more concentrated than the estimated 1941 distribu-
tion and another set of estimates for a distribution considerably
less concentrated than the estimated 1941 distribution. Sub-
stitution of the more concentrated distribution raises the rev-
enue estimate under 1940 exemptions by about 14 percent, it
raises the estimate under one-half 1940 exemptions by about
10 percent and has a negligible effect on the estimate under no
exemptions. Substitution of the less concentrated distribution
lowers the estimate under 1940 exemptions by about 12 percent,
it lowers the estimate nnder one-half 1940 exemptions by about
6 percent, and has a negligible effect on the estimate under no
exemptions. This shows that a substantial error in estimat-
ing income distribution leads to a substantial error in revenue
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estimates except when the exemptions considered are very low. -
Since data on year to year changes in distribution are not
available, no method could be free of error on this ground.

Assigning everyone in a particular income bracket average
amounts of income, understatement, deductions, ete., causes
serious error in brackets near the division between taxable
and nontaxable brackets, This error would be present in all
brackets if surtax rather than normal tax revenue were being
estimated. In the present normal tax estimates, tax base ap-
pears to be understated by something in the meighborhood of
8 percent because of this type of error,

In making these estimates no adjustment was made to cor-
respond to the National Resources Committee correction for
nonreporting, It was believed that future tax adminstration
and lowered exemptions would largely eliminate nonreporting
and that the combined nonreporting and understatement cor-
rections suggested in *‘Consumer Incomes’’ wre probably too
large, llowever, if they are correct and are going to continue
to be about the same magnitude, the nonreporting correction
should have been made. To have included the nonreporting
correction would have reduced revenue estimates under .1940
exemptions by about 9 percent, under 1941 exemptions by about
10 percent, estimates under one-half 1940 exemptions would be
reduced by about 13 percent and estimates under no exemptions
by about 17 percent, .

If the normal tax rate for which estimates are being made
is above 23 percent, allowance must be made for the faet that
some adjustment in surtax rates would necessarily be made to
keep some individuals from bemg taxed at more than 100 percent
on part of their income. It is quite possible that as the normal
rose, surtax adjustments would be made before the 100 percent
total rate (combined normal rate and surtax rate) was reached.
The loss of surtax revenue for various normal rates has been
estimated under the assumption that the present surtax rates
are to be maintained until the combined rate reaches 90
cent and are given in table 14, p. 814 A similar set of esti-
mates under the assumption that present surtax rates are to
be maintained until the combined rate reaches 100 percent is -
given in table 16, p. 818. The method used in making these
estimates is of some interest since it could be used to estimate
revenue raised by various surtax schedules, It is outlined
on pages 815 to 818,

The method was put to a further test by using it to esti-
mate normal tax revenue in the years 1934 to 1939 and eom-
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paring the estimate to actnal normal tax revenue. Compari-
sons for 1938 and 1939 were of little value since the alternative
tax had been introduced. For 1934 throngh 1937, the compari-
son is summarized below, This summary is tnken from the
historical tests on pages 819 to 82"

ESTIMATED AND ACTUAL NORMAL TAX '!‘!!‘.LDS
(Figures in Millim of Dollars)

“Year ’ Ditterence as &
Estimated yield) Actual yield % of sctoal

1984........ . — 133 123 +8 .
1986, 160 153 +5
1988..... H L] 0 -4
1967, 319 - 335 -~

" Bource for Actnal Yield: Statisties ol !nwmo. United States - Bntean of Internal
Re-nnno. ‘Washington.
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Estimation of Income Tax
Revenue and Inc1dence*

By Cuwrroep G. HILpaeTH
With government defense expenditures running into 11
figures, with prices showing a steady rise and with Congress
having tecently passed the largest revenue bill in history, it is to
everyone's interest to know how much revenue various prospec-
tive taxes will produce, how the tax payments will be appor-
tioned among the taxpayers and how these payments will affect
prices, production and the effectiveness of our war effort,

The authors of Paying for Defense (The Blakiston Company,
Philadelphia, 1941), discussed these questions for many differ-
ent types of taxes and, in addition, set forth the principles on
which the government should determine how much revenueto
raise by taxation as opposed to borrowing. Two types of gen-
eral sales tax and a broad personal income tax were subjected
to the closest scrutiny since the investigation showed that they
were the only available taxes which could raise the necessary
amount of revenue. The investigation of sales and income taxes
involved making estimates of the probable yield aud incidence
of these taxes with only a brief account of the methods used in
making the estimates. This bulletin is intended to describe,
critically examine and historically test the method nsed in mak :
ing income tax caleulations.

I. DESCRIPTION OF THE METHOD

The estimates of tax yield and incidence are based on the
tables of income distribution given in Consumer Incomes in the
Usnited States (National Resources Committee, IVashington,
1938). Separate distributions for families and smo'le individ-
uals wers used since they are allowed different exemptmns from
personal income tax and since they received somewhat different
trestment in the Consumer Incomes and Consumer Ezpendi-

* The writer is greatly indebted to Dr. Albert G. Hart who enoperated in working
out the methods used, Dr, Hart slso comtributed earveful eriticism of various sections
of the manuscript, Eeversl valuable surgestions were recsived from Dr. Gerhard
Tiotaer and Pm( Milton Priedman, Su.\m lpm is alss extended the
Amerioan Farm Buresn Fed i whoss B pport was vespomnible for the

of the imv hﬂl‘,_.dlSll N

Project 721 of the Iowa Agricuhural Experiment Station. oL

-



NUMBER OF FAMILIES IM EACH INCOME CLASS AND AVERAGE INCOME AT VARIOUS LEVELS Ol'
NATIONAL INCOME,
{Money Figures in Thoussnds of Doilars.)

FAMILY TABLE 1,

Estimated | Estimated | Estimated | Estimated | Estimsted [ Estimated
No. ot Av. no. of av. av. av. av. po, of
Class Incoms class o tamilies income familles [ { ; | P per
do. . 1085-38 1685-36 1 sobillion | 9o bilion | 100 billion | 110 biliion tamily
- Dollars Dollars Dollsrs Dollars
(1.2356)/ 1.3901) (1.5445) (1.6000)

-1, | Below 0.25. 1,162,890 6.117 1,208,800 0.145 0.163 0.181 0.109 8.26
. | 0.260-0.500. 8,015,394 0.887 8,121,400 0.478 0.5%8 ' 0.508 0.658 §.68
8. | 6.500-0.750. 8,709,215 0.628 8,982,700 0.778 0.873 0.970 1.067 8.5
4. | 0.750-1.00, 4,977,048 0.874 4,427,400 1.080 1.216 . 1.350 1.486 3.86
8. | 1.00-1.26 8,882,444 1.120° | 4,018,900 1.884 1.557 1.730 1.908 3.80
6. | 1.95-1.50. 2,865,478 1.364 2,066,200 | °  1.685 1.896 2.107 2.318 8.47
Y. | 1.60-1.75. 8,848,959 1.612 2,425,700 1.602 2.241 2.400 2.730 8.88
8. | 1.75-8.00 1,897,087 1.828 1,063,700 2,260 2.542 2.825 8.108 8.86
9. | .00-8.95. 1,420,889 2118 1,470,800 2.611 2.087 8.264 B.560 3.89

10. | 8.86-2.50. 1,043,977 2.863 1,080,700 2.026 8.292 3.657 4.028 3.88

11, | 8.50-8.00. 1,814,199 2.7158 1,860,400 8.356 8.774 4,193 4,612 4.00

13, | 8.00-8.50 743,550 3. 20 769,700 8,965 4.461 4.966 5.452 8.90
u, | 8.50-4.00 438,428 8.708 478,800 4.582 5.15 5.721 8.300 4.02

N, | 4.00-4.50. 249,248 ¢.19¢ 258,700 5.182 5.830 6.478 7.128 . 4.18

15, | 4.50-5.00. 152,647 4713 168,000 5.824 6.551 1.219 8.007 4.08

16, | 5.00-7.50. 950 b.88¢ 4,300 7.270 8.179 - 9.088 9.997 8.80

7, } 7.5-10.0 187,060 8,584 193,600 10.607 11.032 13.258 14.584 4.02

18, | 10,35 181,821 11,858 138,500 14.098 16.781 17.585 19.258 4.02

19, | 15.-% 68,487 17.881 60,540 21.415 24,001 25.768 29.445 4.02

20, { 90.-25 84,208 22,282 85,410 27.532 30.973 84.415 87.856 4.02

o1, | 25.-30 £2,233 28.827 23,010 84.878 89,987 43.507 47.957 4.02

22, | 80,40 15,561 86.012 16,116 © 44,497 50.069 56.621 61.183 4.02

23, | 40.-50 6,603 47.658 6,835 58,887 66.248 73.600 80.970 4.02

4. | 50.-100, 10,672 1.4 10,940 88,252 69,283 110.814 121.345 +.02

25, | 100.-250, 8,338 132.061 3,453 163.118 183,573 208,971 224.368 4.02

w4, | 250.-500 699 286,873 24 353.849 398.075 442.308 488539 4.02

€7, | 500,-1,000 197 563.218 204 695.927 782.909 869.908 956.808 402

. § 1,000, 8nd up-..-. 75 1,902,000 8 2,850.161 2,643.902 2,937.681 8,231,449 4.2
. 8,400,300 8,162.556 | 90,433,004 8,008.726 4,307,268 4,885,873 5,374,461

¥8L
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tures* studies. Column 1 of Family Table 1 shows the brackets
into which American families were divided in the National Re- ~
sources Committee study. It is simply transcribed from table
3, page 18 of Consumer Incomes in the United States. Column
2'is also taken from this table. It shows the number of families
in each income bracket on the basis of their incomes during the |
fiscal year, 1935-36. Column 3 shows the average incomes of
families in each bracket. '
The estimated number of families in each bracket in 1941
shown in column 4, was obtained by multiplying the number of
families in each bracket in 1935-36 by the ratio of the popula-
tion of the United States in 1941 to the population in 1935-36.
The population in 1935-36 was taken to be an average of the
midyear estimates of the Population of Continental United
States for 1935 and 1936 published by the Bureau of Census.
The estimate of population for 1941 was obtained by adding the
average annual increase in the 3 years, 1938-40, to the Census
Bureau’s midyear estimate for 1940. The population of 1935-
36 thus estimated was 127,975,000 as compared with 132,473,.
000 for the 1941 estimate. This makes the population ratio
1.035147. Estimates of the average incomes of families in each
bracket under various assumptions as to the level of national
income are presented in columns 5, 6 and 7 of Family Table 1.

" They were obtained by multiplying average income in each

bracket in 1935-36 by the ratio of assumed per capita income
in 1941 to per capita income in 1935-36. These ratios are
shown at the top of columns 5 to 7. In computing them, per
capita income in 1935-36 was obtained by dividing the 62,546
million-dollar total income payments, shown by the monthly
series of the U. 8. Department of Commerce, by 127,975,000,
the 1935-36 population. The assumed per capita incomes for
1941 were obtained by dividing each assumed level of income .
by the estimated 1941 population, .
This procedure is equivalent to assuming that the increase

in population and the inerease in income between 1935-36 and
1941 were distributed among the various income brackets in
proportion to the numbers of people and amount of income
each bracket contained in 1935-36. This would mean that the

.same Lorenz curve eould be used to describe the pattern of

income" distribution in 1935-36 and in 1941. While no one
would eontend that this is the exact truth, the writer feels that
it is the most reasonable assumption to make in the absence
of detailed information for 1941 and that it is not seriously
in error. Estimates of the average number of persons per
family in each income bracket were ealculated from the informa.

19.‘3.)“-" Ksponditures in U. 5. (Nationsl Bevources Committee, Washingtom,



INDIVIDUAL TABLE 1, NUMBER AND AVERAGE INCOMES OF INDIVIDUALS IN .EAGH II.QCOME

LEVELS OF NATIONAL INCOME.

CLABS AT VARIOUS

Estimated { Estlmated | Est!mated | Estimated
Estimated av. av. av, BY.
No. ot Average no. of S at | i at | at | fi at
Class Incoms clasa tadividuals {neome individuala { $80 bilifon | $90 billioa | $100 billion | $210 billion
No. 193536 1035-86 1941 level level leve) level

Dollars Dollars Dollars Deollars Dollars * Doliars

1. | Under 250. 060,844 - 165 904,400 204 299 256 280
2, | 950-500. 1,571,083 882 1,621,200 472 531 ' 560 849
8. | &0-750. 1,972,745 624 2,042,100 77 867 964 1,000
4. | 750-1,000. 1,599,030 870 1,655,200 1,075 1,200 1,844 1,478
5. | 1,000-1,850, 1,108,551 1,118 1,147,500 1,883 1,566 1,728 1,901
6. | 1,250-1,600. 877,956 1,368 - 908,800 1,600 1,002 2,113 2,824
.} 1,600-1,750. ... 546,546 . 1,818 . 65,800 1,987 2,246 2,406 2,746
8. | 1,760-2,000. 898,985 1,868 413,000 2,308 2,507 2,886 8,174
9, § $,000-2,260. 288,652 2,118 298,600 2,617 2,944 8,271 8,608
10. | 2,250-2,500..... 210,009 2,307 217,500 2,925 8,200 8,650 |, 4,022
11. | 8,500-8,000. 161,275 2,704 166,500 3,341 3,750 4,178 4,604
18, | 8,000-3,500, 18,800 8,225 112,200 8,885 4,483 T 4,981 © 5,470
18, § 8,500-¢,000 63,731 8,727 65,870 4,605 5,181 5,756 6,332
M. | 4,000-4,500. 86,105 4,218 87,370 ., B,286 5,947 6,807 7,268
15, | ¢,500-6,000. 25,491 4,799 26,390 5,930 6,671 7,412 8,153
18, | 5,000-7,500 57,318 8,007 50,830 7,422 8,350 9,278 10,208
17. { 7,600-10,000. 28,582 8,473 29,500 10,460 11,978 13,087 14,396
18, | 10,000-15,000. 20,861 12,000 21,500 14,828 16,881 18,534 20,887
19. ] 15,000-26,000. 9,436 17,068 - 9,768 21,071 23,705 26,339 28,973
20. { 20,000-25,000. 5,617 22,688 5,814 27,010 31,399 34,833 38,377
21, | 25,000-30,000. 3,350 27,672 3,468 34,192 88,466 42,740 47,014
22, | 80,000-49,000. ... - 2,398 33,729 2,482 41,676 46,885 52,005 67,304
23, | 46,000-50,000. ... 1,787 48,536 1,798 53,794 60,518 67,242 73,068
24, {.60,000-100,000, 2,470 62,138 2,557 76,773 86,369 95,0968 105,563

25, | 100,000-260,000. - 808 121,847 836 150,557 169,375 188,106 207,014
¥, | 250,000-500,000. a7 206,424 225 366,260 412,048 457,833 602,616
27, { 500,000-1,000.000. 43 554,628 45 685,318 , 968 856,635 942,298
28. | 1,000,000 & over-.. 2 1,215,583 12 1,502,006 1,689,738 1,877,495 2,065,244
10,058,000 2,452,903 | 10,411,445 3,000,860 | 3,400,801 8,788,561 4,167,418

98L
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tion given in table 4, page 21, and table 8B, page 97, of Con-
sumer Incomes in the United States. In an exactly parallel
manner, Individual Table 1 was bmlt up from the basic dis-
tribution of single individuals given in table 15, page 30, of
Consumer Incomes.

When the average incomes are inflated as described above, the
limits of each class are also inflated. Income class 1 includes
families and individuals whose incomes are below $250 when
national income is at the 1935-36 level, at the 80 billion dollar-
level class 1 includes those with incomes below $309, at the
90 billion dollar-level the limit is $348 and with a 100 billion
dollar-national income the upper limit of elass 1 becomes $386.
Sumlarly, the limits of class 2 vary from $250 and $500 with
national income at the 1935- 36 level to $425 and $849 with
national income at the 110 billion dollar-level. It is possible,
of course, to reallocate the families and individuals among
classes with the original limits each time natiomal income is
assumed to vary, but such a reallocation would involve extensive
calenlations and would add little to the accuracy of subsequent
computations, People with incomes between $27,800 and
$34,750, for example, are about as homogencous a group as
people with incomes between $20,000 and $25,000. -

Incomes thus derived from National Resources Committee
data differ from tagable incomes for the following reasons:

1. The Committee’s definition® of income in their étudy ex-
cludes capital gains and losses,

2. Some persons successfully understate their incomes in theu'
tax reports or fail to file reports. .

3. The Committee’s estimates include certain non-cash items
of income and some nontaxable cash income.

4. Taxpayers are allowed to claim eertain deductlons, ex-
emptions and an earned income credit.

Since capital gains and losses fluctuate sharply from year to
year, they were left out of the basic calculations. Capital gains
are virtually certain to exceed capital losses in income tax
statistics because deductible eapital losses for any person were
limited to $2,000 more than his reported ecapital gains prior to
1938, and at present short-term capital losses are limited to the
amount of reported short-term ecapital gains. Omission of eapi-
tal gains and losses gives the estimates of tax revenue a small
and variable downward bias. Some idea of the size of this bias
may be obtained by examining the historical series, pp. 819-822,

"Ihis definition iz explained on page 41, Consumer Incomes in the United States.



FAMILY TABLE 3. PER-FAMILY TAX BASE ON AN $0 BILLION-DOLLAR INCOME.

/.

S . Av,

Class Av, Av. Av. Av, ) earned
No. Av, under imputed imputed “reported . Av, fncome

incoms statement tood housing income™ Deductlons | net income* eredit

Dollars Dollara Daollars Dollarg Dollars Doliars Dollars Doilars
1 146 24 ki d 15 88 1 33 4
] 78 80 72 43 \ 253 20 263 28
& 776 129 )3 50 £25 ‘43 483 ]
4 1,080 180 T2 B7 ™m a8 708 0
8. 1,884 231 2 ki3 1,008 L 218 0
] 1,685 281 ki 89 1,248 18 1,125 13
1. 1,008 ] 72 102 1,488 146 1,340 134
8. 2,260 877 72 s 108 1,705 b¥) 1,534 168
9. 2,611 435 . 72 125 1,879 208 | 1,177 178
19, 2,928 487 k] ‘140 8,227 232 1,005 200
1 8,356 550 72 ‘101 2,563 272 2,291 228
13 8,966 660 72 186 8,047 832 2,186 e
18. 4,682 768 kel 215 8,533 892 3,140 807
Wo... 5,182 863 cong 298 4,019 454 8,566 928
15, 5,824 971 hid 256 4,528 620 4,006 350
14 7.270 48 7 284 5,968 %10 5,56 413
17 10,607 1,883 <72 414 8,738 1,002 7.846 532
18 14,098 1,820 ki d 506 11,622 1,499 ° 10,128 656
19. 21,415 2,798 kv 728 17,822 2,424 15,508 920
0. ..... 27,542 2,502 2 826 24,133 | . 8,408 20,720 1,186
1 34,878 1,660 ) 1.046 82,100 4,654 27,446 1,400
22 £4,497 2,118 7”2 1,335 40,972 6,105 84,867 1.400
L TR —— L 88T 2,804 2 1,767 54,244 8,290 45,945 1,400
24 28,258 [ k&4 2,648 85,682 13,686 71,847 1,400
o4, 163,118 o 72 4,895 158,211 98,896 131,315 1,400
26, 358,849 [ 72 10,615 343,162 82,112 T 281,050 1,400
2T, 495,927 [ 72 878 674,977 129,508 645,381 1,400
88 2,850,161 [} T2 X 2,279,584 480,992 1,798,502 1,400

8,908,726 22,400 2,018 118,202 3,760,009 744,531 8,021,479 17,400

* In the sense in which the term is used by thoia\xreau of Internal Revenue:

88L
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. UNDERSTATEMENT

The Consumer Incomes study used income tax statxstlcs to
adjust sample data for higher income levels, The successive
adjustments made are described on pages 80-87 of Consumer
Incomes in the United States. Theoretmally, since that study
obtained a distribution of actual incomes by successive adjust-
ment of income tax data, one could estimate income tax liability
by reversing those adjustments, For the most part, this is
what has been done in the present study. To allow for under-
statement, average incomes of families and individuals in
elasses 16 through 19 were reduced by 13.04 percent; average
incomes in class 20, by 9.09 percent; and those of classes 21
through 23, by 4.76 percent, This exactly reverses the Con-
sumer Incomes adjustment for understatement. llowever, this
voncerned only income classes above $5,000 and since they
stated, as seems reasonable, that understatement is proportion.’
ately greater at the lower income levels a correction nf 16. 67

[ND!VIDULL TABLE 2. TAX BASE PER INDIVIDUAL ON AN 80 BILLION.
DOLLAR INCOME.

Av. Av.

Class Under- *re~ Av. earped
No, Av. stato- | ported | Dedue~ Bet fncome
Incoms | ment | income™| tions | income* eredit

Dollare | Dollars | Doliers | Dollare | Dollars | Dollars

DOV 204 8¢ 170 n T 10 b}
2 472 8 894 30 364 »
3 ™m 128 648 - 86 588 (]
4 1,075 1% 896 81 815 £
5. 1,883 230 1,158 108 3,045 104
8. 1,690 281 1,409 37 1.y 17
T 1,907 333 1,665 167 1,408 150
8. £,9508 384 1,92 Wt ., 1,78 B ¥¢ ]
| 617 43% 2,18 14 1,954 b3
10. 2,9% 487 2,438 56 2.182 . 28
n 3,511 566 2,785 208 2,487 . us
13 3,085 064 8,821 365 2,668 96
18 4,005 ki 8,838 430 3,408 =0
2] 5,286 811 4,406 502 3,908 45
18, 5,900 968 4,942 678 4,%9 368
6. T.428 268 6,454 Tia 5,659 434
17 — 10,409 1,865 [ R 1,147 1,97 M8
IR, 14,898 1,98¢ 12,804 1,689 11,906 ne
| L S v —————— A o b ] 27,01 2,748 18,828 2,408 18,831 941
oS — AT 2,537 953878 $,57 | 1,76 1.200
2 84,108 1,629 82,564 4,728 27,812 1,400
”® 41,676 1,94 39,602 B.674 23,818 1,400
”n 53,79¢ 2,561 51,938 1,787 43,440 3 ° 1,000
| . - ., [} 16,7173 12,190 | 64,649 1,400
5, 150,557 0| 150,557 25,444 | 195,118 1,400
». 508 %9 o | 306,909 66,661 1 209,608 1,400
< (R — 3 T 6] 5,58 | 131,50 | &8,738 1,608
n. 1,502,008 @ 11,602,006 | 308,400 11,195, 507 1,400
l:.oao.au 22,150 ‘:,ms.'m mm F.&'A.ﬂ 17.80

*In the sense in which ¢the tovm is woed by the B of Tut ! R




' FAMILY TABLE 8, PER-FAMILY TAX BA‘SE ON A ¢0 BILLION-DOLLAR INCOME.

06

- - - Av.

Av, . Av, Av. - Av. esrned

Clan - Av, under- imputed § Imputed “reported Av. {neome

No, . {ncoms statement food bousing fncome” | Dsducti t § o eredit
Dullars Dollara Dollars Dollars Dollars -Doliars Doilars Dollara
1 168 2 15 49 8 46 3
£ &9 27 48 829 25 o} 304 80
8 873 145 72 58 400 52 548 66
4 1,218 202 ki 64 . 877 81 796 80
3. 1,85¢ 250 2 841 -+ 1,162 110 1,082 108
[} 1,808 816 ki 100 1,408 139 1,20 127
1 3,241 3718 ] . 114 1,682 170 1,612 151
8 2,543 428 72 119 1,028 199 1,720 173
9 2,837 489 72 141 2,236 236 2,000 200
W0 8,202 548 2 158 2,514 269 2,48 295
11 3,774 629 = 381 2,899 815 2,677 258
13, 4,481 43 7 210 8,436 884 8,062 803
1 6,154 [ 72 | 242 8,981 54 8,527 a2
4 5,880 971 72 257 4,530 625 4,006 850
15, 6,551 1,001 288 5,100 602 4,408 375
18, 8,179 1,006 72 819 6,722 820 5,902 445
7. 11,082 1,608 2 465 9,839 1,20 8,680 519
18, 15,781 2,058 72 568 13,083 1,727 11,356 T8
18, 24,081 8,142 2 819 20,068 2,768 17,290 1,015
20, 80,978 £,816 ki 929 27,167 8,883 28,274 1,314
3 89,987 1,868 ki1 1,177 ,120 5,310 30,810 1,400
2 50,059 2,888 73 1,502 |+ 46,102 6,91 - 89,141 1,400
23, 66,248 3,154 2 1,987 61,035 0,460 61,575 1,400
4 0y, 288 [ 72 2,978 96,238 15,500 80,643 1,400
25, 183,578 0 73 6,807 177,994 30,615 147,379 1,400
26, 898,075 14 72 11,842 386,061 71,085 815,026 1,400
7. 782,900 [ ] 98,487 59 147,314 612,036 1,400
28, 2,643,002 1] ‘72 * 19,817 2,564,513 546,241 2,018,272 1,400
4,867,266 25,206 2,016 138,074 4,236,970 846,514 8,390,424 18,032

% In the semss in which the term is used by the Bureau of Interna! Revenus.
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percent was made in classes 1 to 15. Consumer Incomes made
an additional allowance for nonreporting (i.e., failure to file
a return); but since the present study was designed to esti-
mate revenue principally for a broadened tax base under which
nonreporting . should be substantially eliminated,® thig nonre-
porting adjustment was not made. Omnitting this adjustment
makes but a small difference in the final estimates as is shown
in Section 11, pages 813 and 814. The understatement correction
for each income bracket is shown in column 2 of Family and
Individual Tables 2, 3, 4 and 5.

INDIVIDUAL TABLE 8. TAX BASE FER INDIVIDUAL ON A 90 BILLION.
DOLLAR INCOME, '

. Av. Av,
Class Under- “re~ Av. enrned
No. g \ Av. state- | ported | Deduo- net tncome

! income { ment | income™| tions | income® | credit

Dollars { Dollars | Dollars | Dollars | Dollars | Doliars
1 229 8 m 13 i) 18
) 631 [ 443 &% 408 T4
s 867 Y44 ] I 050 o
¢ 1,%00 202 1,007 L (1) 91
8 1,666 1,208 24 1,171 ny
[ 1,002 81y 1,685 157 1,498 14
T 2,246 s 1,678 189 1,638 [
8. 2,57 433 2,164 28 1,030 | - 104
) 1,94 €01 2,458 258 2,105 230
Voo 8,290 s8] 2,72 208 240 25
1 8,759 a6 8,188 oL N 2,792 29 ¢
12, 4,488 kg 1,736 418 8,58 816
M. 5,181 57 &0 “wa 3,825 © Ml
14, 5,547 991 956 L1643 4,851 b
16, 8,61 Lus &§,660 656 4,908 3%
16. 8,850 1,089 1,861 856 8,375 460
11 1,78 1,686 10,948 3,301 8,941 7
X, 36,681 2.1% 14,506 1,929 12,676 ™
”. 23,06 8,002 | ,618 2,845 11,268 1,638
2. 11,899 2,658 , 644 4,062 24,468 1 ° 1,373
20 23,460 1,680 1 36,604 5351 32401 1,400
b g 46,885 8,258 4,652 6,68 37,954 1,400
. 80,618 1,883 $7,650 8,876 48 M0 1,400
u 86,509 o] 86,5%0| 13.519] ¥2.5600 1,400
25, 0876 e 160,37 8,008 | 140,412 1,400
.. 412,048 o] ©iz048] T5,mY| 398.2m 1,40
[ 170,968 ' 968 | 149,568 | e1,900| 3,000 -
™. . 1,660,758 ® 1,699,738 { 239,637 [1,350,204 1,400

3,400,001 0,9%8 t:,su.m 3,8 F.'mm 18,450

* In the senos in which the term is vend by the Bureaw of Internal Revemme,

e ———
'umdnomnl.hummunlhlbmnnw-gmm
more dffimk. Use of on e D.m Bocial Security or
n-hwo-uulmulu Ay Jor onse shou minate
inexcusable losphole. ! / llunhdp o this




FAMILY TABLE 4, PER-FAMILY TAX BASE ON AN 100 BILLION-DOLLAR INOOM

+

E..
. v . Av.
Class - Av. Av, Av. Av. esrned
No, Av., der & d ! d *roported Av. income
income statement food bousing ineome’! | Deduetions | pet ineome* eredit
Dollars Dollars Dollars Doliars Dollars Dollars + Dollars Pollars
1 18 80 72 16 63 3 0 L.d
1) 668 100 Kt 54 a2 28 344 84
8. 970 161 72 62 675 58 a7 82
¢. 1,350 226 72 73 981 80 862 80
8. ’ 1,730 268 hid 88 1,277 21 1,156 118
8. 2,107 . 851 72 112 1,612 158 1,416 142
1 2,490 415 72 127 1,876 189 1,687 160
8. 2,825 470 72 - 188 2,160 221 1,929 198
9. 3,964 544 72 157 2,491 264 2,297 223
0. 8,657 600 k2 176 2,800 - 300 2,600 250
11 4,108 608 7 201 8,222 854 2,868 287
1% 4,958 828 72 233 3,825 428 3,397 220
18, 5, 954 2 269 4,432 506 3,927 348
14, 8,478 1,020 72 285 5,042 500 4,452 573
16. P 7,219 1,218 72 320 5,674 670 5,004 400
18, D,088 1,185 72 854 7,477 8:0 6,557 478
17. 18,258 1,729 k4 517 10,940 1,400 2,540 €27
18, 17,536 ‘9,287 | 72 &t 14,545 1,934 12,611 781
19, 26,768 3,491 72 910 . 22,205 3,099 19,196 1,110
20, 84,415 8,128 7% 1,082 30,183 4,348 25,837 1,400
48,597 2,076 k4 1,808 40,141 8,941 84,200 1,400
28 56,621 2,648 72 1,660 61,232 7787 43,445 1,40
23 3,600 3,505 72 2,208 67,824 10,648 57,176 1,400
24 110,814 o 72 2,308 106,933 17,537 89,306 1,400
25, 208,97% (1] 72 6,119 197,780 34,218 168,564 1,400
26 442,308 o 72 13,269 428,967 79,350 349,608 1,400
£7. 869,908 o 2 26,007 843,734 161,528 679,208 1,400
28, 2,637,881 0 2 £8,130 2,849,479 609,759 2,239,690 1,400
4,885,878 23,012 2,016 147,863 4,707,982 945,480 3,762,502 18,608

* In the sense in which the term is used by the Burean of

Tntarnal Rewenna

1

o6l
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IMPUTED INCOMES

The National Resources Committee estimates of the average
value of imputed food and imputed housing for American
families (they considered such items negligible for single indi-
viduals) are given in table 6A, page 78, and table 8A, page 79,
of Consumer Expenditures in the United States. These include
the value of home-produced food and the rental value of owned .
homes. Since these averages are estimated for 1935-36, some
presumption must be made as to what happens to imputed food
and housing as average incomes rise. It was taken as reason. -
able that home-produced food should remain at a constant ab-
solute level, while rental value of owned homes should remain
a constant proportion of income as incomes rose. The figures
for imputed value of home-produced food do not seem to vary
significantly with income level so a flat $72 was deducted from

D

INDIVIDUAL TABLE & TAX BABE PER INDIVIDUAL ON AN 3100 BILLION.
DOLLAR INCOME,

R Av. . Av.

Clurs - Under- “re- Av. earned
No. Av. state~ | ported | Deduo- net income
Income ment | Income” | tions | income® ] eredit

Dollars | Dollare | Dollars | Dollars | Dollars | Dollars

1 955 42 213 " 199 0
) 500 €« 492 40 458 (3
s 064 161 208 n = &l
¢ 1,344 24 1,10 1041 1,006 108
5 — 1,08 =8 1,440 140 1,300 130
[ R, 8,118 858 1,761 176 1,586 § - i d
| — #,406 416 2,080 214 1,866 18t
8. £,885 481 2,404 52 2,152 215
9. 8,811 545 2,7% 202 2,434 243
0. 8,666 gy 2,047 832 2,75 e
u 4,18 08 3,430 396 8,004 506
12 am——— 4,981 B30 4,151 73 3,678 234
5,758 %69 4,97 566 4,241 208

6,607 1101 5,506 650 . 4,856 208

7.412 1,235 6,177 ™ 5,436 [ ]

9,278 1,230 8,068 1,000 7,068 ]

13,087 1,707 11,898 1,468 9,912 648

18,534 L.417 %017 2,160 13,967 e

W, 98,339 8.436 22,008 3,906 .67 1,135
20, $4,668 2,172 n,ne 4,509 L7 1,400
2 42,740 2,085 40, %5 8,065 34,640 1,400
7 62,008 2,481 49,614 7.5641 42,013 1,408
n. 87,242 3,202 64,040 9,990 54,050 1,408
", 95,008 L 95,968 15,546 80,490 1,400
5. 188,196 @] 188,19 22,870 | 156,825 1,400
" - 457,838 O] 457,883 85,157 | 372,06 1,400
L ¢ ..} B856.63% 8| 856,685 ! 167,900 | 648,735 1,400
=" 1L.677,606 @ 1,877,495 | 390,519 [1,486,978 3.400
3,768,561 | 27,607 3,700,864 | ¥31,962 p.ozs,00e | 18,904

‘ln&omhv\id&-hiwbmnmudhi;ldm



FAHILY: TABLE 5. PER-FAMILY TAX BASE ON AN 110 BILLION-DOLLAR INCOME.

¥6L

. Ay,
Clasg Av. oo Aw Av. Av. earned
No, Ay. d 1 1 i d *reported Av, income
{ncome statement food housipg ) 4 Ded pet 1 * credit
Dollars Dollars Dollars Dollara Dollars Dollars Dollars Dollars
1 199 83 ki IR 18 . 5 n T
) 668 110 ki 42 29 898 40
8. 1,067 178 2 58 950 85 694 70
[ 1,485 248 kil ™ 1,088 100 886 ]
[ 1,908 817 2 89 1,426 140 1,285 128
8. 2,818 838 Kt piy e 1,748 m 1,678 158
7. 2,780 457 ki 131 2,019 212 1,867 187
8 8,108 518 7% * 148 2,872 251 2,121 212
0. 8,500 568 kid . 189 2,761 292 2,450 248
10. 4,028 en it 177 103 838 2,765 276
1 4,012 169 72 208 3,668 403 3,166 808
12 65,453 900 ki 218 4,258 481 8,777 839
18. . 6,500 1,060 72 26 4,982 572 €,360 868
- 7,126 1,188 73 2. 5,588 648 4,940 v 89T
15, 8,007 1,836 kil 812 9,288 66 , 633 «1
16, 9,907 1,804 ™ 890 8,231 1,021 7,210 510
17 14,5684 1,002 ki) 525 12,085 1,588 10,502 676
18 19,238 2,616 72 &6 16,045 2,168 18,879 844
19, 29,445 8,840 72 888 24,650 8,500 21,150 1,208
20. 87,866 8,441 k3 1,138 88,207 4,815 28,892 1,400
el 47,067 2,289 k) 1,489 44,163 6,536 87,027 1,400
22 a ; 61,188 2,912 T2 1,835 1864 8,798 47,6M 1,400
23 80,970 8,854 kil 2,42 74,615 11,864 62,751 1,400
8¢ . 121,846 [ k) 8,640 117,433 19,527 98,108 1,400
25, i 224,368 [} 72 6,731 217,565 87,850 179,708 1,400
28, 488,539 . 2 72 14,656 471,81 88,712 888,160 1,400
or. R 056,808 [} kel 28,701 928,114 183,767 744,847 1,400
2 8,221,449 [ 72 96,3 8,134,434 683,307 | . 2,451,127 1,400
5,874,461 - 80,818 2,016 162,182 5,179,445 1,057,918 4,121,529 19,009

* In the sense in which the term is used by the Bureau of Internal Revenne.
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the average incomes of families in each bracket. The allow-
ance for imputed housing was 9.0 percent in income classes 1
and 2, 6.4 percent in class 3, 5.3 percent in class 4, etc., as
listed in table 6A of Consumer Exrpenditures. The actual
amounts subtracted are given in column 4 of Family Table 2,
3,4 and 5. . .

No amount was subtracted to allow for the portion of income
composed of tax-exempt interest, The recent tendency has
been to eliminate such exemptions, and such elimination is ad-
vocated by the authors of Paying for Defense. Past effects of
such exemptions on tax revenue are shown’ in the historical
test of the method on pages 819 to 822, :

INDIVIDUAL TABLEK 5. TAX BASE PER INDIVIDUAL NN AN 110 BILLION.
DOLLAR INCOME, '

Av. Av.
Class Under- | “ro- Av, carned
No. Av, state~ | ported | Dedue- net inecome
B ' incoms | ment |income”| tions | fneore® | eredit
Dollars | Dollars | Dollare | Doliars | Dollsrw | Dollars
1 £80 47 8 9 14 n
[ W 649 108 641 “ © 496 o]
& 1,000 177 853 T6 8071 -
& 1,478 246 1,282 ne 1,110 112
[y 1,900 Y 1,684 166 1,429 43
6 2,80 87|  Lwy wl L. s
1. £,740 458 £,288 243 2,045 04
[ 8,174 629 | - 8,645 20| 2,%6 . 238
9. $,508 000 2,908 27 8,671 27
0. 4,028 (.0 3,352 e ] 2.7 290
1n 4,5¢ o8 8,829 443 3,55 0
1 [ X 0] 13 4,666 5% 4,050 b ]
18 6,352 1,066 6,276 (1] 4,664 =3
M. ¥,968 1,212 8,068 k-4 5,529 418
16 8,168 1,869 6,794 815 5,079 449
18 10,308 1,881 8,878 1,200 1,775 539 |
17 14,396 1877 18,R9 1,640 10,8791 - [ )
18. 20,387 2,668 7,7 3,303 15,838 Y
1. 9,973 3,78 26,196 3,678 £1,67 1,231
20.. 88,977 8,488 84,59 6,050 29,830 1,400
21 41,014 8,258 44,76 6,806 n,90 1,400
. 57,304 2,78 54,57 8,296 46,5690 1,400
-1 13,966 8,621 0,445 30,999 9,456 1,400
[ T 6,568 o 305,568 17,300 88, 400 1,400
=, 07,014 o] 01,04 36,000 | 170,994 1,400
” 8,616 o] 608,618 94,000 | 408,058 1,400
7. 2,208 Of 942,998 | 198,575 | 155,728 1,400
»n. 2,065,344 [ ] F.ﬂ.ﬂ“ 431,696 11,638,608 1,408
L1608 | 30,066 ]c.ua.n 00,815 2,000,157 | 1,408

'lnﬁ-mhvﬁdﬂo\n-hwbymnmuuhwlmu
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DEDUCTIONS -

Subtraction of these items gives ‘*Reported Income’’ which
is shown in column 5 of Family Tables 2 to 5, and column 3
of Individual Tables 2 to 5. *‘‘Reported Income’’ differs from
taxable income by deductions, exemptions, earned income credit
and eapital gains and losses. In the present study, systematic
allowances have been made for deductions, exemptions and
earned income credit. Capital gains and losses were omitted
from the basic estimates as explained on page 787.

The correct allowances to make for deductions were approxi-
mated from Statistics of Income (United States Internal Rev-
enue Office, Washington) for various years. From tables* show-
ing income and deductions by sources for each of ten income
brackets for the years 1936, 1937, 1938 and 1939, deductions
net of capital loss and total income net of ecapital gain were
computed for each bracket for each year. Total income as used
in Statistics of Income, less capital gains is roughly the equiva-
lent of ‘‘Reported Income’’ which appears in Family and In-
dividual Tables 2 to 5. Deductions net of capital loss for each
bracket were expressed as & percent of income net of capital
gains and plotted against average income net of capital gain.
It was found that when the income was plotted on a logarith-
mie scale, the plotted points approximated & straight line. The
points and the straight line which was fitted to them are shown
in fig. 1.. This line, then, gives deductions as a percent of re-
ported income. The deductions shown in column 6 of Family
Tables 2 to 5 and column 4 of Individual Tables 2 to 5 were
calculated by substituting the logarithm of each reported in-
come for logX in the regression equation and taking the result- -
ing percentage (y) times the reported income. )

EARNED INCOME CREDIT

‘‘Reported Income’’ less deductions gives ‘“net income’’ in
the sense in which the term.is used in Statistics of Imcome.
Average net income for each bracket for each income level is
. shown in column 7 of Family Tables 2 to 5, and column 5 of
Individual Tables 2 to 5. This is the amount on whieh each
person’s tax would be based if no exemptions and no earned in-
come credit were allowed. The present law allows each person
to deduet 10 percent of his earned income (income for wages,

‘The tables used are found on pages 11-13, Sistiteice of Incoms for 1936, part 1
pages 13:15, Statistice of Income for 1937, part 1; pages B-11, Statistics of Inosms
for 1938, preliminary repott of individusl income tax returns and taxable fduciary
inoome tax reterns fled in the period Janwary through June, 1939; und page & of
& prows veleass from the Trossury Departwent dated April 4, 1941, comcerning 16
turns o8 1939 inoemes,
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FAMILY TABLE 6. AGGREGATE TAX BASE FOR FAMILIES WITH EARNED -
INCOME CREDIT AND EXEMPTIONS WHICH APPLIED TO 1941
INCOMES ON AN 80 BILLION-DOLLAR INCOME.

(Money l‘iguru_ in Millions of Dolars.)

Tax base
Tax base with
Clasy with no ex~ 1941 exemptions 1041 exemp-
MNo. or Earned| tions and
earned in— Head Credit tor | income| earned in-
come credit | of ftamily | dependents | credit | come eredit
Yt e i 3 1,806 602 5 (2,870)
2 81 4,683 2,085 (5,
s 1,808 5,809 2,87 189 (7,071)
4 » §,n2 6,641 3,204 810 (7,133)
& 3,600 6,008 2,894 366 (5,619)
& 3,837 4,449 2,219 332 (9,663
"9 3,250 8,638 1,806 8256 (2,518)
a 8,012 2,96 1,458 300 (1,688)
Iy 2,614 2,206 1,112 262 066)
T W 2,156 L 804 216 485)
1n 3,07 2,011 1,088 33 ( 824)
7 T 2,000 1,164 613 200 114
18 14% 681 367 139 238
922 388 226 86 223
633 237 130 65 a1
1,751 o2 276 138 843
1,480 20 139 103 948
1,383 206 no 20 o1
%2 91 49 56 736
T34 63 29 42 [0
639 84 19 82 647
53 % 13 23 602
814 10 a p! 28
186 16 4 15 746
453 & 8 40
208 1 1 3 200
m . 0 0 ne
.
140 (] 140
41,583 45,849 22,174 3, M {29,940)
7,812

* Classes grouped are below $500,000.

salaries, professional fees or other personal compensation) from

hig net, income before it is taxed, with the provision that the

first $3,000 of any income is considered to be earned and no

one may claim an earned income credit on more than $14,000.

- This means that everyone whose net income is below $3,000 gets

a credit of 10 percent of net income; those with net incomes

« above $3,000 and earned incomes below $3,000 get a credit

- . of $300; those with earned ineomes between $3,000 and $14,000

get a credit of 10 percent of earnmed income; and those with
earned ineomes above $14,000 get a eredit of $1,400.

Thus, the earned income eredits allowed have only a very

_ erude relationship to actnal earned inecomes and a number have
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suggested abohshmg the earned income credit. Since new de-
fense taxes are likely to be levied on net income without an
earned income credit, it seemed desirable to provide a means of
making estimates exther with or without the earned income
credit. Accordingly, average earned income credit was esti-
mated for each income bracket but was not subtracted from’
net income.

An examination of earned income credits allowed in several
years (Basic Table 2, Statistics of Income for each year) re-
vealed that about half of the ineome reported in excess of
$3,000 was counted as earned and that this proportion did not
vary much with the income level considered. Average earned

INDIVIDUAL TABLE 6, AGGREGATE TAX BASE FOR INDIVIDUALS WITH
EARNED INCOME CREDIT AND EXEMPTIONS WHICH APPLIED
TO 1941 INCOMES ON AN 80 BILLION-DOLLAR INCOME.

(Money Figureg in Millions of Dollars.)

Tax bass Tax base
Clans with no : with 141
No. exemptions exemptions
or earned Personal . Earned lnd eamed
fnsome credit pti eredi eredit
1 - 158 46 10 (603)
) 5oz 1,221 59 (638)
s 1,901 1,533 120 (451)
¢ 1,840 1,241 134 € 96)
&, 1,199 [] 119 79
[ 1,156 632 s 350
Y. B8 425 85 238
8. e 300 n - 35U
9. 74 290 . e . %07
- 168 : Lig 265
196 43 17
84 L] 15
50 21 154
23 13 105
20 » 85
“ » %7
-1 10 T
16 15 .o
] [ 4 133
& T 118
] [ ]
L s »”.
1 ] T8
] 4 150
1 w3
]
* » ”n -
"
1,29 Y811 1.0 2,396
. 4,154

* Classes grouped sre belew $500,000.
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income credits were therefore approximated in the fol'owing
manner :
. A. For all average net incomes below $3,000, a credlt of 10
percent was taken.
B." For average net incomes above $25,000, a-credit of $1,400
was taken. |
C. For average net mcomea between $3,000 and $2o()00 5
pereent of the excess of net income over $3, 000 was added
to $300. . .

-Average earned income credits computed in this way are-
shown in column 8 of Family Tables 2 to 5, and column 6 of
Individual Tables 2 to 5.

. PAMILY TABLE 7. AGGREGATE TAX BASE FOR FAMILIES WITH EARNED
1IXCOME CREDIT AND EXEMPTIONS WHICH APPLIED TO 1941
INCOMES ON A 90 BILLION-DOLLAR INCOME,

(Money Figures in Millions of Dollars.}

Tax base -
: Tax base . R with
Class - . wlth ne ex- 1941 exemptions 1941 exemp-
No. . Earned| tions and
~earned in— Bead Credit tor | income| earned in-
eome credit ] ot family | dependents | eredit | come credit
1 [ 1,800 [ 6 (2,350)
2 MY 4,682 2,035 04 (5,862)
s 2,156 5,208 2,879 216 (6,839)
A 3,524 8,641 8,204 854 (6,765}
B 4,148 6,008 2,504 414 55.]88)
& 3,764 4,449 . 2,219 377 3,281)
T. 3,668 3,638 1,805 - 366 (2,141)
8 8,895 2,945 1,453 840 1,33)
9. 2,942 2,206 1,112 204 { 60
- 10 2,426 1,621 804 243 { 242)
1 3,506 2,01 1,088 51 2
12 2,349 1,154 613 233 349
13 < 1,601 6481 367 M8 405
iy 1,436 8 226 0 ‘331
15, i n 287 ., 10 B 285
16 1,973 02 275 19 1,m7
17. 1,661 200 139 1nz 1,120
18 1,550 - 206 10 sl 1,137
19. 1,047 97 49 6t 6
20. 824 53 2 47 [
2, 00 34 19 32 624
2 631 2% 13 29 571
b2 453 .10 8 10 827
24, 882 16 o 15 842
5. 500 5 2 [ e
: ®g 1 . 225
- 2 ¢ » T ) o 124
B 157 } - 1By
48,878 45,648 22,374 4,139 (2,083)
9,607

* Classes grouped are below $500,000.
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INDIVIDUAL TABLE 7. AGGREGATE TAX BASE FOR INDIVIDUALS WITH
EARNED INCOME CREDIT AND EXENPTIONS WHICH APPLIED
TO 1941 INCOMES OX A 960 BILLION-DOLLAR INCOME.

(Money Figures in Millions of Dollars.)

Tax base ' . : Tex barx -
Claes with no - . with 1941
No, exemptions exemptions
or esrned Peorgonal Esrned and earned
i eredi th income eredit | income evedit
1 1 45 18 (5e8)
3 . 4 7 1,22 o7 (a24)
[ 1,48 1,632 135 (319)
4 1,618 1,241 151 o
5. 1,845 861 134 . 350
[ 1,208 682 130 486
T [ 425 95 LL ]
[} 801 00 20 412
L) 644 220 65 »
10. 533 163 63 n7
1n 466 1 . 47 203
12 872 84 3% 258
18 252 50 " 150
1. 164 ol B T 128
15. 129 «0 o] o
18. 378 “ % 206
17, 265 29 18 05 -
R 278 ] 1 230
19, 174 8 10 156
20 142 [ [ 199
n 106 i 1 - ¥00
22 o ] 3 ]
", 83 1 3 . 84
u 186 2’ . 160
25. ur 1 ne
2 % o [
27, o8 1 o7
28, 16 16
: 12,608 .51 1,154 3,637
5100

* Clanses grouped sre all under §500,000.

EXEMPTIONS

In addition to his earned income eredit each taxpayer is al-
Jowed a personal exemption. On 1940 incomes, these exemptions
were $800 for a single person, $2,000 for a married person and
$400 for each dependent. On 1939 incomes they were, respec-

“tively, $1,000, $2,500 and $300. In 1941, Congress lowered
them to $750, $1,500 and $400. There is some sentiment in
favor of lowering them still further on 1942 incomes and vari-
ous combinations of exemptions have been suggested. Aecord-
ingly, it was desired to be able to make estimates for any pro-

- spective combination of exemptions. This was done by first

aggregating the net income of families and individuals in each
income bracket by multiplying the average net income in each
bracket by the estimated number of families or individuals in
that bracket (column 4, Family and Individual Tables 1). These
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agzregates are tabulated in column 1 of Family and Individual
Tables 6, 7, 8 and 9. The 1941 head of family exemptions (col-
umn 2, Family Tables 6 to 9) were caleulated by multiplying the
estimated number of families in each bracket by the 1941 head
of family exemption, $1,500, Aggregate 1941 credits for de-
pendents (columan 3, Family Tables 6 to 9) were found by
multiplying the average number of persons per family in each
bracket {eolumn 10, Family Table 1) less two by $400, and the
product by the estimated number of families. Aggregate ex-
emptions for individuals in each bracket (column 2, Individaal
Tables 6 ta 9) were obtained by multiplying the estimated num-
bers of individuals by $750.

4

uﬁn;! TABLE 8. AGGREGATE TAX BASE FOR FAMILIES WITH EARNED
INCOME CREDIT AND EXEMPTIONS WHICH APPLIED TO
1941 INCOMES ON AN 100 BILLION-DOLLAR INCOME,

{Money Figures in Milions of Dellars,}

: Tax base
: : Tax base R - with
Clazs with no ex- 1941 exemptions 1041 exemp-
No.. : . : pt or Earned| tions and
earned in— Head F Credit for | income| earned in-
come eredit | of family | dependents ) eredit | ¢come credit
1 2 1,806 602 7 (2,843)
2. 1,074 4,682 2,035 106 (5,749)
8. 2,426 5,809 2,879 A4 {8,508)
[ 8,949 6,641 - 3,294 394 (6,380)
& 4,848 8,028 2,804 466 {4,742)
[ . 4,200 4,449 2,219 471 (2,889)
1. 4,003 3,638 1,806 410 (1,761)
8. 3,788 2,945 1,453 819 ( 989)
-9 3,275 2,208 1,12 928 ( 3
10 2,70% 1,621 804 270 T
1 3,902 2,041 1,088 800 383
12 2,614 1,154 613 46 601
1 1,782 681 387 157 o7
24, 1,153 388 22 %6 442
15 791 237 130 63 361
16 2,192 502 275 160 31,256
17 1,947 290 139 1m 1,20
18, 1,77 206 110 107 1,290
19. 1,162 .9 49 [ 4 955
0. T 95 53 29 o0 783
21 787 24 19 2] 02
2. ] 2% 13 23 640
3. 391 10 6 i0 363
o s 16 9 15 ”8
25 565 1] 3 5 57
2. 253 1 1 1 250
. 7 129 - [ [ 1] k]
5. . 175 [ /] ] 5
52,200 45,648 22,174 4,568 (20,100)
11,720

* Classes grouped are uwnder $500,000.
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INDIVIDUAL TABLE 8. AGGREGATE TAX BASE FOR IHDIVIDUALB WITH
EARNED INCOME CREDIT AND EXEMPTIONS WHICH APPLIED
TO 1941 INCOMES ON AN 100 BILLION-DOLLAR INCOME.

(Money Figures in Millions of Dollars.)

Tax base - Tax base
Cless : with no with 1941
No. exempticos v exemptions
or earned Personal . Earned nnd earved
income eredit ‘ credit eredit
198 . " » - (667
3 : 735 L n - (650
3 1,405 1,h8% 149 (186)
¢ 1,682 - 1.242 we : 02 i
5. 1,402 #61 - 148 . 482 :
6 1,40 ea- e ot *
[ 4 1,056 " 425 “106 " 625
8 89 0 % Wi
@, ns 20 k) | [x}
10, 501 163 [ b
n fal] 126 81 339
12 a3 84 E 44 - N
1 50 “" 206
" 18 £ 15 138
16 143 20 n nm o,
16 09 “ 0 45
1" 293 22 19 51 ]
18, a0 16 T 18 207
9. 192 8 1 178
20 158 5 [y T
n 120 3 5 nus
) 04 3 3 R
bos Ld 1 8 0 -
u 206 L] 4 200
2, 190 1 129
20 “ Bl 1* : Y
27, 81 I © o0
2. 18 B
18,979 7,811 1,200 4,698
6,219

* Clagses grouped are under $500,000,

RESULTS ‘ .

Average earned income credits were converted to aggregates
and tabulated (column 4, Family Tables 6 to 9, and column 3, .
Individual Tables 6 to 9). The tax base in each bracket eonld
then be computed by subtracting aggregate exemptions and
earned income credit from aggregate net income. This was
done and the results tabulated in eolumn 5 of Family Tables
6 to 9, and column 4 of Individual Tables 6 to 9. Negative
numbers are enclosed in parentheses. To get the tax base for
any of the assumed levels of income, one needs only add the
positive numbers in the family and individual eolumns for that
level of income. The totals immediately at the foot of these
columns are algebraic sums of both positive and negative num-
bers presented for eonvenience in checking. Below these totals
appear the totals of only positive numbers.
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FAMILY TABLE 9. AGGREGATE TAX BASE FOR FAMILIES WITH EARNED
INCOME CREDIT AND EXEMPTIONS WHICH APPLIED TO
1941 INCOMES ON AN 110 BILLION-DOLLAR INCOME.

(Money Figures in Millions of Dollars.}

Tax base
Tax base* with
Class with no ex~ 1941 exemptions 194) exemp—
No. S pti or] Earned! tions and
earned in- Head Credit for | income| earned in-
come credit | of family | dependents | credit | come predit
1 85 1,800 02 8 (2,331)
2 1,242 4,682 2,035 125 (5,600)
8. 2,79 5,800 2,819 215 (6,3%4)
e e i s e 4,366 T 6,641 3,21 438 (6,003)
& 5,164 6,028 2,804 514 4,272)
T 4,881 4,449 2,219 460 (2,456)
4,529 8,630 1,806 454 (1,369}
8. 4,165 2,M6 S 1,458 418 ( 650)
-9 3,617 2,206 1,n2 862 ( 63
L 2,%8 1,621 84 208 260
e = 4,306 2,041 1,088 419 758
12 2,907 1,155 613 251 878’
13, 1,979 681 367 167 764
14 1,278 838 228 103 561
1. 874 - 130 67 40
16. 2,410 " 5oL 215 170 1,464
1 2,033 200 139 131 1,473
18 - 1,804 205 110 1ns 1,
19, 1,200 91 49 73 1,067
2 1,008 [ 29 50 873
21 866 35 19 59 780
2 766 2 13 2
2 429 10 [ 10 403
B v e e 1,013 16 9 15 1,083
2 621 . B ] 5
26, 217 274
. 158 1 » ™ 152
8. 191 191
57,906 145,650 22,174 5,001 (14,919)
14,154

® Clasaes grouped are below ssoo.oob.

Thus, our estimate of income tax base (under the assumptions
of a 90 billion-dollar national income, 1941 exemptions and
an earned income eredit) is 14,773 million dollars—9,607 mil-
lion dollars from Family Table 7, and 5,166 million dollars
from Individual Table 7. This would mean tax revenue of
$590,900,000 under the present 4 percent rate. Estimates under
other exemptions can also be obtained from this table. An esti-
mate of revenue from a tax allowing, for example, exemptions
of $400 for a single individual, $1,000 for a married peison,
$200 for each dependent and no earned income credit can
readily be obtained by determining which income classes are
taxable, taking subtotals of net income and exemptions for
these classes and subtracting the proper fraction of the exemp-
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" tions from-the net income. This, when done for both families
and individuals, gives the tax base to which the rate is applied
to estimate the tax yield. .

In this particular example, the bead of family exemption is
two-thirds the 1941 exemption and the credit for dependents
is one-half the 1941 credit. From Family Table 7 it can be
seen that families in classes 7-28 would be taxable nnder these
provisions, Subtotals of the net income, head of family exemp-
tions, and credit for dependents columns are 32,283 million
dollars, 16,144 million dollars, and $8,251. By subtracting
two-thirds of the second and one-hz2lf of the third from the
first, a tax base for families of 17,394 million dollars is ob-
tained. In similar fashion a tax base of $8,030 for individuals
is obtained from subtotals of classes 2-28 of Individual Table 7.

lNDlVID'UAL TABLE 9, AGGREGATE TAX BASE FOR INDIVIDUALS WITH
EARNED INOOME CREDIT AND EXEMPTIONS WHICH APPLIED -
TO 1941 INCOMES ON AN 110 BILLION-DOLLAB INCOME.

(Money Figures in Millions of Dollars.) *

Tax base Tax bas
Clams with no with 1941
No, - exemptions exemptions
. or earned Persons! Eearned snd esrned
i t ! [ credit | In eredit
1 218 746 n (554)
B v me bt v ———— . 805 1,22 81 (496) .
8. 1,648 1,658 166 ( &9)
[} 1,847 1,241 166 4
5. 1,640 861 164 6816
] 1,580 682 168 140
1. 1187 24 us 818
8. Lad 810 A . B0
9. e 20 k] 458
10, 650 168 (] 422
n 87 . 195 b8 9
s 453 84 & E <1
13 &8 49 % 34
i¢. 199 28 . 156
15 - 158 20 3 126 -
1. 461 o 52 5
17 2 o 2 - b1 4
18, 331 16 20 %5
19, £11 -1 12 m
0. 173 4 8 03
! 132 3 1 3 24
”, ns 2 3 110
] 107 ) ] 03
™ f ] ] 4 o0
Bnes swwnrs s o pr e b1} [y
28, v P
” St 1 I I
8. » | . »
18,858 1,001 1 | s
| ! 7,502
1 |

¢ Classss greuped are below $500,000.
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.

.

AND WITHOUT EARNED INCOME OREDIT.
(Figures in Miilions of Dollars.)

s

YIELD OF 10 PERCENT NORMAL TAX AT VARIOUS INCOME LEVELS UNDER VARIOUS !IEHPTIONS. ‘WITH

80 billien-doliar national
incoms

90 blllion-dollsr national
income

100 billion~dollar national
ineoms

110 dilllon-dollar nstional
fneome

Olass}’ Exemptiond . -

No. With sarned] wnho?:: With earned; Wlthmll;: With earned W!thm:’l: With earned| Wltbm’:t
¢ gl i ) H PRI S a o=
oredit coms gredit eredit come credit eredit come credit eredit coms credit

1. | 1,000, 8,600, §00.ncrravrerarncrnsnsl 953 1,078 . 1,180 1,820 1,396 1,682 1,860 1,888
2. 800, 8,000, S — 1,085 1,288 . 1,328 1,526 1,602 1,830 1,805 2,170
8. y 1,600, 4001 cn e yomnn e 1,202 1,890 1,478 1.720 1,792 2,082 2,142 2,489
€. - 500, 1,000, 200.cnwsurensseoncaraas 1,743 2,048 3,15 2.5% 2,608 8,030 8,088 8,560
8. 400, 1,000, 200, .unrencneanens. 1,820 2,126 2,282 ' 8,005 2,688 3,118 8,178 8,876
8. 900, ) 300casemmm e cemem e 2,856 8,275 8,405 8,900 8,060 - 4, 4,602 5,20¢

« {no ptions 4,808 5,280 5,418 5,948 6,042 8,628 . 8,688 7,328

908
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\BLE 11, INCIDENCE OF PRESENT INCOME TAX AND AN ADDITIONAL
10 PERCENT NORMAL TAX ON PAMILIES IN VARIOUS INCOME
BRACKETS AT A 90 BILLION-DOLLAR INCOME LEVEL.

\
Av. tax Income | Av. tax '
aes under pet of 1941 | under nddi- | Income net
0. Av. Revenue Federal tional 10% | of added .
. income | Act of 1941 | Income tax | pormal tax | 10% tax
163 ] 163 - 0 163
638 [ 528 [ ] 538
878 0 878 [ 873
1,216 0 1,28 0 1,225
1,667 [} 1,557 ] 1,561
1,808 0 1,898 [ 1,898
2,241 ] 2,241 [} 2,241
2,2 1] 2,542 [ ] 2,642
2,087 [ ] 2,087 [} 2,97
8,202 1 8,201 [} 3.1
8,714 18 8,756 2 8,764
4, % 4,386 ki 4,
5,154 100 1 5,046 89 4,968
5,830 149 5,681 128 5,558
0,561 208 6,343 180 6,163
8,179 88y ¥.792 818 7,49
11,082 862 11,080 6718 10,
15,181 1,458 14,328 £33 18,495
24,001 8,274 0,817 1,807 19,420
80,978 5,088 25,201 1,066 23,
39,957 9,840 29,807 2,710 27,187
50,059 13,738 86,320 , 643 82,983
66,248 20,892 46,356 4,981 40,569 .
99,288 59,751 ' 89,582 1,004 . 51,858
183,673 84,828 98,760 14,867 84,38
398,075 204,768 198,812 81,182 162,180
182,900 430,714 852,196 00,838 291,868
........................ 2,648,502 1,636,496 1,107,408 A1, 456 906,950
4,397,206 £,352,790 2,044,540 833,062 1,712,464

Chis gives a total tax base of $24,484 for an income tax of this
tind. Similar estimates for other income taxes have been made
‘rom Family and Individual Tables 6 to 9 and the estimated
evenues at a 10 percent rate have been listed in table 10,

The exemptions levels presented in table 10 are presented be-
ause of their historical or prospective use. The first set ap-
slied to incomes received from 1932 to 1939. . The second set
ipplied to 1940 incomes. The third set has been approved for
1941 incomes by Congress and the President. The fourth set
was suggested by Miss Mabel Newcomer in Facing the Taz
Problem (The Twentieth Century Fund, New York, 1940). The
next set is exactly half the 1940 exemptions and was recom-
mended to the Senate Finance Committee by Edward S, O'Neal, -
President of the American Farm Bureau Federation. The ex-
emptions in the sixth row are exactly one-fourth those allowed
in 1940 and might have to be considered if defense spending
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goes to hitherto unapproached sums and brings proportionally
greater dangers of inflation. The last row gives estimates for
~ a tax allowing no exemptions. Before authorities lower exemp-
tigns to anything approaching those in row 6, there will be
. considerable increases in rate. Since tax base for a particu-
lar year is not affected by the rate, estimates of revenue at
various rates can be obtained by multiplying revenue at the
10 percent rate by the proper ratio. Estimates may also be

80
Without EIC
70
with EIG
Without EIC
. .
H V{Iih EIC
X
B 40 ,
A
s Without EIC
B
Z With- EIC
Without EIC
With EIC
1940 exemptions
] with EiC
10
u - .
80 90 100 1o

SATIONAY, INCOME (mumbera represent billions of dollars)

Fig. 2. Effect of exemptions and earned income eredit on tax base,
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taken from fig. 2 which shows the tax bases from which lines
2, 8, 5 and 7 were computed. When tax base is plotted against
national income, the line is slightly concave upwards; but is
80 nearly straight that interpolations for income levels between
80 billion and 110 billion dollars can safely be made from fig. 2.

II. EXAMINATION OF THE METHOD

In common with all other estimates, the foregoing fizures are
based on less than completely satisfactory data. Where data
are completely satisfactory, estimates are not needed. To be--
gin with, the result of the Consumer Incomes and Consumer
Ezpenditures studies are taken as data and, therefore, the
present study contains all the qualifications of those studies,
The investigator’s plea that these data represent the best avail-
able on the subject justifies using them but does not remove
the qualifications. - .

Other than this, the two steps in-the procedure, which imply
the most sweeping generalizations and which might reasonably
be questioned, are the inflation of population and income in
each class by constant ratios and the assignment of an average
income, average understatement, average deductions, ete., to
every individual or family in a particular income class. Other
steps involve many possible sources of error. To attempt to
discover each would be an endless task. The attempt in this
section is to discuss those in which the eritical reader is likely
to be most interested and to give him some idea of the magni-
tude of possible deviations involved. Where examples are used,
approximations on only the 90 billion-dollar national income
level are worked out, since it is very close to the actual 1941
income. - ' -

INFLATING THE 1935-36 DISTRIBUTION

One point of interest in connection with the way the numbers
and incomes of each bracket were obtained is the effect of in-
creased population. This is not as interesting from the stand-
point of checking a possible error in the procedure as in deter-
mining to what extent the results calculated for 1941 are ap-
plicable to succeeding years. Population increased about 3%
percent from 1935-36 to 1941. It will probably be at least 5
years before another 314 percent increase is realized, so if the
computations for 1941 would have been substantially the same
without the population eorrection, then the calculations based
on the 1941 population may be used to estimate revenue for
several succeeding years

To test the magnitude of the population effect, a caleulation
was made for the 90 billion-dollar income on the basis of 1935-
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36 numbers of families and individuals. This changed the per-
eapita income ratio to 1.438941. Revenue under 1940 exemp-
tions turned out 1,365 million dollars as eompared with our
previous figure of 1,328 million dollars. Revenues under half-
and quarter-1940 exemptions became 2,293 million dollars and
3,465 million dollars, respectively, as compared with 2,232 mil-
lion- dollars and 3,405 million dollars. Revenue under the
assumption of no exemptions and no earned income eredit (the
above figures are with earned income credit) is 5,947 million
dollars under this method as compared with 5,418 million dol-
lars obtained previously. The indication is that, while it was
worth while to make the population correction as between
.1935-36 and 1941, to use calculations for the proper income
level (or interpolations from fig. 2) and 1941 population would
not involve serious error in 1942 and 1943 when both population
and national income will be closer to the 1941 figures than the
1941 figures were to the 1935-36 figures.

A step in the method which might involve serious error is
the multiplication of the average incomes of each elass by the

TABLE 13. AVERAGE INCOMES OF THE VARIOUS INCOME OLASSES
UNDER THE ESTIMATED 1841 DISTRIBUTION, A LESS EQUAL
DISTRIBUTION AND A MORE EQUAL DISTRIBUTION.

BN Estimate
Class Less equal of 1M1 More equnl
No, distribution | distribution | distribution
Dollars Dollars | Dollars
1 (118) 163 440
2 31 538 765
Bt s At 2 7 e 662 873 . 1,05¢
4 1,080 1,215 1,360
B i ot et e i e . b 1,460 1,667 1,645
6. 1,654 1,806 1,938
T JRN— . 2,240 2,41 2,226
8 2,589 2,642 2,490
by 8,087 2,987 2,887
10.. 3,440 8,202 3,14
i} 3,988 3,714 3,560
2 ~- 4,768 4,461 4,153
pEN 5,556 - 5,154 4,758
M. 6,324 5,80 6,936
15 7,148 6,661 5,960
16 8,908 8,179 7,366
17 13,257 11,932 10,608
18 17,630 15,781 18,933
19, 27,002 24,001 20,812
20 34,801 20,073 27,057
21 44,200 39,237 34,106
2 56,570 50,059 43,544
. 74,969 86,248 §1,629 -
. 112,502 99,283 86,067
% 208,271 183,673 158,883
26. 451,082 398,075 844,234
27. —a ,218 782,909 676,629
. e 3,008,624 2,643,902 2,284,279
4,987,562 4,307,268 3,806,854
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TABLE 13. REVENUE FROM A ¢ PERCENT NORMAL TAX ON AN ASSUMED
90 BILLION-DOLLAR NATIONAL INOOME FOR THREE DISTRI-
BUTION ASSUMPTIONS AND FOUR EXEMPTION LEVELS,

(Pigures in Millions of Dollurs.)

- Estimate
Less equal of 1941 More equal
distribution | distribution | distribution
Doliars Doliare Dollars
10 exemptions
with earned credit, 605 &1 “5
One-halt 1040 exrmptlonl .
without earned 1 eredit 1,124 1.4 960
One-fourth 1940 exemptions
without earned Income eredite e em ccurcones 1,566 1,500 1,521
No exemptions
no earned | credit. 2,857 2,519 2,%6

per-capita income ratio. This, as has already been pointed out,
assumes income distributions of equal concentration® in 1935-36
and 1941. This assumption was made because it was believed
to yield the best estimate of distribution of income in 1941.°

If the true distribution of income is less concentrated than
the distribution used, revenue tends to be overstated; and to
use a distribution less concentrated than the true distribution’
causes revenue to be understated. Xt is posible to get a rough
idea of the probable size of this error by making calculations
for distributions showing both more and less concentration
than the one used in the preceding section. This was done for
two assumed distributions of a 90 billion-dollar national income.
In table 12, average incomes of each class under these distribu-
tions are compared with those under the distribution of the
preceding section. The more equal distribution was obtained
by multiplying each of the 1935-36 average incomes by 1.20083
and adding $300. Average incomes under the assumption of
less equally distributed income were obtained by multiplying
each 1935-36 average by 157935 and substracting $300. The
reader will recall that the original averages for the 90-billion-
dollar level were obtained by multiplying the 1935-36 averages
by 1.390064. These three operations each result in the same total
income. Table 13 compares revenue under different exemptions

*8o far s the writer knows, thers is mo uni tod of
tration of income. 'I'hotvomostoomenlyuedmthedmdn?udamm
(iini's concentration ratio. Givi's ratio, which this writer prefers, is the same for the
1935-36 distribation and the wesumod 1941 distribution. For u discussion snd
bitliography om this subject sce chapter & of The Tbmy of Eoonsmetrics (The
Princips Preas, Bloomington, Xnd., 1941) by Harold T.

*This belid wus strengthened by Professor Miltom lnedmo opinion on the
TR L M S ey o o e e
Tezer!; (Temporary National E e, Oommitien, Washinswn 10407 : and. by he
dose ecrrespondence bezvu- tho !985 36 dmhm and the 1929 distribution as

detorwined by the B d in Amerion’s Cepeacily (o
Consume (The Brookings Immuu, w-smno-. 1934,
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and these three distribution assumptions. While these results
confirm the suspicion that appreciable error in estimates of rev-
enue might be caused by using an inaccurate - distribution, it
shou!d be remembered that the two distributions presented are
probably fairly extreme. Reliable data on year to year changes
in income distribution simply do not exist.

AVERAGING

An even more troublesome source of error is the procedure
of assigning to each member of an income elass an average in-
come, an average amount of imputed income, an ayerage amount
of understatement, ete. Assuming that the inflating process
examined above gave the correct number of- families and the
correct average incomes and limits, the investigator would still
be bothered by the fact that there is considerable dispersion
about the average imcomes, average imputed incomes, average
understatement, average deductions, etc. In some of these
cases, the data do not even give the limits of dispersion.

As an example of this.type of error, consider the estimate
of tax base under a 90 billion-dollar income, 1940 exemptions
and an earned income credit. According to Family Table 7,
families in income class 12 pay no tax under these assumptions.
Yet some families in this class have cash incomes of about $4,800,
do not understate their incomes, bhave only small amount of
deductions and have no dependents. Families in this posi-
tion are actually taxable on about $2,000; but for purposes
- of the above estimates their tax lLiability has been averaged
away by virtue of their being included in an income elass
in which many of the famxlles have <incomes too small to be
taxable.

Class 12 was gubdivided into a large number of smaller groups
. to show the approximate size of this error. It was first divided
into five subslasses with different average incomes. These were
each divided into three groups by assuming that one-fourth of
each subelass understated their incomes by $2,000, one-fourth
understated by $1,000 and one-half did not understate. This
resulted in 15 subelasses which were split into 30 smaller groups
by assuming that one-sixth of each subelass had $430 worth of
imputed income due to home-produced food and the rest had
no home-grown food. Imputed food was only tabulated for
farm families in Consumer Incomes and the tabulation in table
108, page 97, shows that about one-sixth of the members of
class 12 are farmers.

- Half the families were allowed $420 for the rental value of .
owned homes and the other half were assumed to be renters.
Division on this basis brought the number of subgroups to 60.
Three levels of deductions were allowed and four. levels of
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exemptions’ bringing the number of subgroups to 720, of which
234, representing 320 thousand people and 340 million-dollars
of tax base, were taxable according to this method of calcula-
tion. On the assumption that dispersion about the average
is the same in classes 11 and 10 as in class 12, there appeared
to be about 190 million-dollars of tax base in class 11 and about
25 million-dollars in eclass 10, Tax base in classes below 10
is negligible. .

But these are not the only classes in which the averaging
process causes error. In classes just above 12, some families have
incomes smaller than the sum of their deductions, exemptions,
imputed incomes, ete. In the averaging process, their nega-
tive taxable incomes were automatically deducted from the
positive taxable incomes of other families in the same income
classes. By subdividing elass 13 by the same procedure ap-
plied to 12, tax base in class 13 was estimated to be under-
stated by about 210 million dollars because of averaging. Tax
bases in family classes 14 and 15 were estimated to be under-
estimated by about 60 million dollars and 15 million dollars,
respectively. In a class in which everyone pays a tax, com-
putation of tax base by assigning averages does mot involve
error. Understatement of one person’s tax Liability involves
overstatement of someone else’s by the same amount.

The problem is similar but less acute in the case of individ-
uals, since exemptions are uniform and there are no imputed
incomes. Individual classes 3 and 4 were subdivided into 60
groups each and from these subdivisions it was estimated that
understatement due to averaging was about 10 billion dollars
in class 3, 160 billion dollars in class 4 and 10 billion dollars
in class 5. This makes a total underestimate of neirly one
billion dollars of tax base, or 40 million dollars of tax revenue,
which is a fairly serious souree of error on a total tax base
estimated at 13.3 billion dollars and revenue estimated at 531
million dollars, .

NONREPORTING

A possible source of error in the opposite direct yn lies in
the fact that no allowance was made to correspond to the ad-
Jjustment of Consumer Incomes data for nonreporting. The rea-
sons were that the understatement and nonreporting. corrections
listed in Consumer Incomes (p. 81) sppeared very large and
vkat the investigators were primarily interested in estimates
under lowered exemptions and more efficient administration
which should largely eliminate monreporting.

'Ennpﬁon. o( $2,000, $1.560, $3.360 and $4 440 wers allowod to 2, 5,
A ol the familien, respectively. Infermstion underlying this decision ie in

2, and
table 4,
9. 81 and table 8B, p. 97 of Consumer Incomar in the United Stntes,
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+ TABLE 14, EFFECT OF NONREPORTING CORRECTION ON ESTIMATED
TAX REVENUE UNDER A 90 BILLION-DOLLAR NATIONAL IN-
COME AND-A 4 PERCENT RATE FOR VARIOUS EXEMP-
" TION LEVELS WITH NO EARNED INCOME OREDIT.

(Revenue Figures in Millions of Dollars.)

. Estimated Estimated
Class Exemption revenue Tevenus
No. level without with
: . nonreporting | nonreporting
correetion eorrection
1. | 1,000, 2,500, 400 N 528 45
2 800, 2,000, 400. 610 552
8. [ - 750, 1,500, 400 - 688 618
4 500, 1,000, 200. . 1,010 878
6. 400, 1,000, 200 1,042 905
6. €00, 500, 100 1,560 1,206
7. | no exempti 2,379 1,975

However, it is of interest to know what effect it would have

- had on the estimates to have reversed the Consumer Incomes

adjustments. This would have reduced the number of indi-
viduals and families in classes 13, 14, 15 and 16 by 20 percent;
class 17, by 13 percent; and class 18, by 4.8 percent. The Na-
tional Resources Committee adjustments were concerned only
with incomes above $5,000. Since i is unlikely that persons
with lower incomes are any more conscientious about filing re-
turns, the 20 percent reductions were also applied fo elasses
1 to 12 in the nonreporting approximation.

- Table 14 compares the revenue estimates of the previous sec-
tion for the 90 billion-dollar income level with the estimates
that would have been obtained had the nonreporting adjust-
ment been made as deseribed above. Nonreporting on the
scale assumed above could only occur under a very lax tax ad-
ministration so the differences due to nonreporting in table 14
ean be viewed as extreme. ’

LOSS OF SURTAX ASSOCIATED -WITH HIGH NORMAL
TAX RATES

In the first section the reader was invited to make estimates
of the yields of income taxes of various rates by multiplying
the yield of a 10 percent tax, as shown in table 10, by the
proper ratios. However, if the rate for which estimates aredesired
is too large, some adjustment must be made to keep persons
in the highest income classes from being required to pay tax
at a total rate (normal rate plus surtax rate) of more than
- 100 pereent on their last inerements of income. For example,
if the normal rate were raised to 30 percent and no surtax ad-
Justments were made, persons with surtax net incomes above
$5,000,000 would- pay 107 percent on the excess. All persons
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with surtax net inmcomes above $300,000 would be taxed at
more than 100 percent on the portion of their incomes above
$300,000.- - - - T o ) T
~ There i every reason to tax ‘such high incomes at a very

high rate, but rates in excess of 100 percent do mot make

sense. In levying a high normal tax Congress would undoubt-
edly make some adjustment of surtax rates. This would in-

volve a loss or surtax revenue which needs to be deducted from
estimated normal tax revenue to estimate the net addition to

tax revenue occasioned by the rate in question.

If one supposes that the present surtax schedules (passed
by Congress in September, 1941) would be maintained up to
the point where increments of income were taxed at a total rate
of 90 percent, and that increments of income above that level
would be taxed at a total rate of 90 percent, some adjustment
of surtax rates would have to be made when the normal tax rate
became higher than 13 percent. From the schedule of surtax
rates in table 12, it can be seen that if the normal rate were
15 percent, surtax rates above the $2,000,000 level would have
to be adjusted; if the normal rate were 30 percent, rates above
the' $70,000 net income level would have to be adjusted. If
it is supposed, however, that Congress would make the total
rate ceiling 100 percent instead of 90 percent, then no ad-
justment of surtax rates would need to be made until the
normal rate exceeded 23 percent. At a normal rate of 30 per-
cent, adjustments would need to be made in surtax rates on
net incomes above $300,000; and at a normal rate of 40 per-
cent, adjustments would need to be made above $70,000.

The amount of surtax revenue that would be lost by the ad-
justments necessary to keep the total rate ceiling at 90 per-
cent is shown in table 13 for several normal tax rates. Column
4 of this table shows the amount which would be added to tax
revenue by raising the normal tax rate from 4 percent to the
percent indicated in eolumn 1. Each figure in eolumn 4 was
obtained by subtracting the loss of surtax revenue (shown in
column 3) and the 688 million dollars raised by the present .
4 percent normal tax from the estimated yield of the assumed
normal tax,

Similar figures are shown in table 14 for the case in which
the combined normal and surtax rate is allowed to go to 100
percent. This would establish a net income eeiling of $26,720
if the normal rate were 30 percent, a ceiling of $11,020 if the
normal rate were 40 percent and & net income eeiling of $6,100
if the normal rate were 50 percent. . ;

- The procedure used in caleulating the loss of surtax in these
tables is of some interest since a similar procedure eould be
vsed to estimate yields of various combinations of surtax rates.
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TABLE 15. SURTAX RATES WHICH APPLY TO 1941 INCOMES.
{.Clasa Limits in 'I'housands of Dollars.}

- Suriax net income . [Surtax rate on Surtax net income ’Surtax rate on

within ineome within
exceeding | not exceeding | limits (%) di not dl limits (%)

[} 2 6 50 ‘60 87

2 4 9 60 0 59

4 6 13 0 80 61

[ 8 17 80 20 63

8 10 21 90 100 64
10 12 26 100 130 65
12 14 29 150 200 66
4 ~ 8 32 200 250 67
16 18 85 250 800 62
18 - 20 38 300 400 7
20 2 To41 400 500 2
22 26 44 500 750 3

- 2¢ 32 47 750 1,000 74
32 38 50 1,000 2,000 5
88 44 53 2,000 5,000 i8
44 50 55 5,000 and up ki

Source: Revenue Act of 1941, 77th Congress, 1st Session, Washington, 1941.

The difficult part of the problem is estimating the number of
persons and the aggregate net incomes of persons in each sur-
tax bracket. This must be done since a different rate applies
to each surtax bracket. "The reader will recall that, in the
first section, the number .of families and the number of in-
dividuals was estimated in each of 28 gross income brackets for
the 1941 population and an assumed 90 billion-dollar national
income. Average net incomes were then ealeulated by deduct-
ing average values for non-cash incomes, understatement and
- deduetions. Average surtax net income is this value less aver-
- age exemptions, which were also calculated.
" As was shown on page 812, individual deviations from these
average values mean that individuals in any income class be-
eome more dispersed as suceessive averages are deducted. For
example, family class 20 includes families with gross incomes
between $27,801 and $34,752 with national income at 90 bil-
lion dollars. Yet, assuming that-some families near the upper
limit have no non-eash income, do not understate and have
low deductions and exemptions, while some families near the
‘lower limit have considerable non-cash income, understate their
incomes and have high deductions and exemptions, it is quite
likely that surtax net incomes for these families range from
about $15,000 to about $30,000.

If average non-cash incomes, understatements, deductions and
exemptions are deducted from the upper and lower gross in-
come limits of class 20, surtax net income limits of $17,974 and
$24224 are obtained. While all families of class 20 'will mot
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bave have surtax net incomes within these limits, the bulk of
them will; and those whose incomes are outside the Limits will
tend to be. replaced by families with gross incomes in classes
19 and 21. It is, therefore, reasonable to suppose that the
number -of families with surtax net incomes between $17,974
and $24,224 is very close to the number with gross imcomes
between $27,801 and $34,752 and that their average surtax net
income is very close to $20,966 which is obtained by subtract-
ing $2,308, the average exemptions in family class 20, from
$23,274, the average net income in family elass 20 as shown in -
column 7 of Family Table 3. :

If a similar procedure is applied to each gross income elass,
distributions of families and individuals by surtax net income
classes are obtained, The limits of these classes, however, do
not correspond to the limits of the surtax brackets given in
table 12, Some method is needed to estimate the numbers and
aggregate incomes of families and individuals in each surtax
bracket. :

1f knowledge of the family income distribution were com-
plete, a distribution eurve could be drawn showing the num-
ber of families having incomes of each particular size. Conven-
tionally, income would be shown on the horizontal axis and
number of families on the vertical axis. The area under such
a curve between any two points on the horizontal scale would
represent the number of families with incomes between the
two limits chosen on the horizontal geale. This is analagous
to the representation of the proportion of cases falling within
certain limits by the area under a probability eurve in sta-
tistical tests of significance. On a family income distribution
curve as described above, the area under the curve between
income limits $17,974 and $24,224 would be very close to
$30,973, since that is our estimate of the number of families
in family class 20. For surtax estimates the number of families
between the limits of $18,000 to $20,000, the number of families
between the limits $20,000 to $22,000, ete. is needed for each
surtax bracket. ) ) ‘

If one assumes that the distribution curve between the limits
$17,974 and $24,224 can be closely approximated by a straight
line, then it can be represented by an equation, y == & + bx.
The number of persons between any limits inside the $17,974

and $24,224 limits is then f i' (2 4+ bx)dx where u and 1 are

the upper ;n(ll lower limita‘:} desired. This integral can be writ-
2

ten au + ‘: —al — )1 and ean be evaluated if a and b

are known. The aggregate income of families in elass 20 ean
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be represented as / 17,974 (ax -+ bx*)dx This. quan‘mty

- must be equal to the average surtax et income in family class
20 times the number of families in class 20 ie, $90 966 X
35,410 == $742,406,060.

Thls gives two equatxons inaand b— -

24,2
fﬁ‘g?: (a-+ bx)dx = 35410

/ i: 332 (ax + bx?)dx == 742,406,060

When solved simultaneously, the equations determine a =
10546 and b = —.0002313. Knowing a and b enables one
to split family class 20 info any desired number of subclasses
mth any desired income limits. ,

Similar operations on the other family and individual classes
enabled the writer to convert the family and individual dis-
tributions to new surtax net income distributions with elasses
which correspond to the surtax brackets shown in table 12, An
examination of ‘the results led to the belief that the linearity
assumption on which the procedure is based is not applicable
to. very high income classes. Accordingly, families and ipdi-
viduals with surtax net incomes over $80,000 were lumped and
redistributed among the surtax brackets above $80,000, accord-
ing to the proportions among numbers of taxpayers in these
brackets in 1936, 1937 and 1938 as shown in Statistics of In-
come. This appeared permissible since, in the very highest
income brackets, the proportion of these highest returns in
each bracket did not seem to bear any significant relation to
the size of national income: When the surtax net income dis-
tributions had been ealculated for actual surtax brackets, the
effects of adjustments in surtax rates could readily be caleulated
with the results shown in tables 16 and 17.

TABLE 16. LOSS OF SURTAX REVENUE - AT VARIOUS NORMAL TAX
.RATES WHEN NORMAL RATE PLUS SURTAX RATE IS NOT .
ALLOWED TO EXCEED $0 PERCENT, UNDER THE AS.
SUMPTION OF A 60 BILLION-DOLLAR NATIONAL IN-
COME, 1941 EXEMPTIONS AND NO EARNED IN- .
COME CREDIT.
{(Money Figures in Millions of Dollars.)

R Addition to
Normal rate Estimawd Loss of surtax revenue due to
%) . revenue - revenue changes in rate

g38e

§'§§§

&¥2e
353
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TABLE 17. LOES OF SBURTAX REVENUE AT VARIOUS KORMAL TAX
BATES WHEN NOBMAL RATE PLUS BCRTAX BATE J§ NOT
ALLOWED TO EXCEED 100 PERCENT, UNDER THE. AS- ’
BUMPTION OF A 90 BILLION-DOLLAR NATIONAL IN-
COME, 19431 EXEMPTIONS AND XO EARNED !V
COME CREDIT.

{Money Figures in Millions of Do!hn.)

: Addition to
Normal rate Estimated Loss of surtsx revenue due to
(%) revenue revenue chaoges in rate
0 5,160 9 4450
0 6,880 @ 6,1%
0 8,600 7,700

" IIL HISTORICAL TEST OF THE METHOD

Section II has indicated the possible order of magmtude of
several types of error associated with the procedure deseribed
in Section I. Section IIL. is an attempt to give the reader a
better idea of the reliability of the method by using it to esti-
mate normal tax revenue from 1934 to 1939 and comparing
these estimates with actual revenue as recorded in Stahstu:s of
Income for each year. ‘

NOBMAL TAX REVENUE FOR 1934

A caleulation following the procedure described in Section I
was carried out for the 1934 national income of 54 billion dol-
lars and population of 126,626,000. Exemptions of $1,000 for
a single person, $2,500 for a married couple and $100 for each
dependent were allowed. The tax base thus calculated was
5,017 million dollars. :

Revenue calculated directly from this base, however, would
not be comparable to revenue actually obtained by the Federal
Government since dividends and interest on government instru-
mentalities were exempted from the normal tax in 1934, In ad-
dition, incomes on which the estimate is based do not include
capital gains or losses. To make the estimate of tax base eom-:
parable with that which existed in 1934, it should be reduced
by the amount of tax exempt interest and the amount of
dividends received by 1934 taxpayers and should be increased
by the excess of statutory capital gains over statutory capital
losses. Statutory eapital gains are virtually eertain to exeeed
statutory eapital losses as explained on page 787. A comparison
between the estimate adjusted for these quantities and lctual'
revenue follows:



8§20

(FIGURES 1IN MILLIONS OF DOLLARS.)

1934 tax base as computed ......... Cmreeentniarearanes 5,017
Lesg: Tax exempt interest ................. chieaas 294
Dmdends ............................... 1,454

. tory net capital losses.
Adjusted tax base .......c.u0
Estimated normal tax revenue
Actual normal tax revenue ....

.o 3,324
.. cerene. 133
cetsiasreiayse 123

The data on dividends, capxtal gains and capltal losses in-
clude all those reported on taxable returns. They are tabulated
on page 3 of Stetistics of Ineome Supplement Compiled from
Income Tax Returns for 1934, Section II (Division of Tax Re-
search of the United States Treasury Department, Washington,
1940). The figure for tax exempt interest includes reported
tax exempt interest on all returns with net income above $5,000,
" as listed on page 18 of Statistics of Income for 1934,

NORMAL TAX REVENUE FOR 1935

"A similar estimate was made for the 1935 population of
127,521,000 and national income of 58,809 million dollars.
Fzgures for tax-exempt interest, dividends and statutory capi-
tal gains and losses could be found only for net income classes
" above $5,000 and were taken from Statzs'tws of Incomes for
1935, part 1, pp. 28 and 68-90,

(FIGURES IN MILLIONS OF DOLLARS.)

1935 tax base as eomputed .......... S 5,762 -
Tax exempt interest .. .
Dividends ....v.veniviiiieannianinn teeas

Add: Excess of statutory net eapxtzd gains over statu-.
tory mnet capital losses ...... Feanertaansaaaes 331
AdJusted taw base .......ccnviviran Ceeearareesaiereaas . 8,997
Estimated normal tax revenue ......... terasetecenanaen 160

Actual normal tax YEVENUE ......ccceemnner®irennccnecs 153

NORMAL TAX REVENUE FOR 1936

In 1936, dividends became taxable. Data on ecapital gains
and losses for all taxable incomes in 1936 are available in
Statistics of Imecome Supplement Compiled from Income Taz
Returns for 1936, Section I, (Division of Tax Research of the
United States Treasury Department Washington, 1940} p. 6.
The figure for tax exempt interest is for net income elasses over
$aO00 and comes from page 30 of part 1 of Statistics of In-
comes for 1936. The actual normal tax yield may be found on
page 84 of Statistics of Income. Population in 1936 was 128,-
429,000 and national income was 67,846,000 million dollars.

»
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(FIGURES INX MILLIONS OF DOLLARS.)

1936 tax base as computed . eerrerenerninorenanesns 1,358

: Lees: Tax exempt ANLETEBt .o .o venrnsesoeanennns 269
Add: Excees of statutory met capital gamu over statu-

tory met capital 1088€8 o.v.ueivcearancisiiaess 821

Ad,)usted tax base ......vciiviennen. vevuenn vivseeneses 1,910

Estimated normal tax revenue ,.......... canensennas ... 318

Actual normal tax Fevenus ...e..ecsesrerrensneraaiiasen 330

NORMAL TAX REVENUE FOR 1937

In 1937 national income stood at 71,783  million dollars,
population at 129,257,000. Tax exempt interest, capital gains
and capital losses for net incomes above $5,000 were obtained
from Statistics of Income for 1937, part 1, pp. 135, 136 and
162. Actual normal tax yield appeared on page 118,

(FIGURES IN MILLIONS OF DOLLARS.)

1937 tax base ms computed ......... eeneesuns vesrseens B,089
Less: Tax exempt interest .................... ees. 801
Add: Excess of statutory net empital gams over statu-

tory net capital 108968 ...uenvrnsnacecesennses 185

Adjustod tax bS8, ...serecrscnranerscnessnvanvasanes . 1973
Estimate of normal tax TeVeNUE ....ceenvassasenerenase 819

Actual normal tax revenue ....... bevesanes pasnanan reens 335 -

NOBRMAL TAX REVENUE FOR 1938

The introduction of the alternative tax in 1938 makes the
comparison for that year of little value. The alternative tax
takes the place of both normal and surtax for many taxpayers
having long-term capital gains or losses. Sfafistics of Income
for 1938 (preliminary edition) gave no indieation of the respee-
tive amounts of normal tax and surtax replaced by the alter-
native tax. Presumably, most persons who pay alternative
tax are in the higher income brackets and most of the alter-

native tax replaces surtax,

Figures for capital gains, capital losses and revenue from.
normal tax, surtax and alternative tax were obtained- from
the prelumnary report of Statistics of Income for 1938. The
275 million-dollar tax exempt interest was estimated from the
1938 figure of 42 million dollars partially tax-exempt interest
in comparison with fizures for wholly and partially tax-exempt
interest in previous years. Tax-exempt interest and excess of
capital gains over capital losses are for mnet incomes above
$5,000. The 1938 population of 130,061,000 and national in-
come of 70,096 million dollars were- used in the eomputation
of the unadjusted tax base.

o
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(FIGURES 1IN MILLIONS OF DOLLARS.)

1938 t.nx base as computed ............. ihredeaaaas ve.. 7,018
: Tax exempt interest...............c.cviiions -275

Add Excess of statutory net capital gam over statu-
tory net eapital losses .......... feeennreanas - 246
Adjusted tax base ...t ceiimararersiianns raaaaes . 3,989
Estimate of nermal tax revenna..............r,...,...... 280

", Aectual normal tax revenue ..

P . 1

AjtemntivetaxreVenne ..... ..... 277

I\OR\[AL TAX REVEXUE FOR 1939

The alternative tax continuéd to apply to 1939 incomes.
Information on capital gains and losses and revenue from nor-
mal tax, surtax and alternative tax was contained in a .press
release from the Treasury Department dated April 4, 1941,
concerning 1939 income tax returns. Tax-exempt mterest
was estimated from the 51 million dollars of partially tax-
exempt interest received in 1939, and the wholly and partially
tax-exempt interest received .in previous years. Population in
v(11939 was 130, 86;)000 national income was 70,096 million

ollars.

(FIGURES IN MILLIONS OF DOLLARS.)

1939 tax base as computed
Less: Tax exempt interest ....
Add: Excess of statutory net capital gams over statu-

tory mnet capital losses B 120

. Adjusted tax base .......eiiiiarainiaiiniiraieareneens A7
Estimate of normal tax .Tevenue...........c...ccouevune. 300

~ Actual normal tax revenue ... ..l il . 275
~ Actunal surtax revenue ..... araaemaan P krnastereranasann 294
Alternative tax revenuye ....... ferareanaar s ceneces 306

The 1938 and 1939 comparisons show only that the computed
results are of the correet order of magnitude. For the other
years, the eomparison shows that estimates by this procedure
tend to be in error by about 5 percent to 10 percent. Exemp-
tions were reduced on 1940 incomes. The tax base ealculated
with these exemptions, population of 131,669,000 and national
income of 74,294 million dollars is 9,464 million dollars. The
writer has been urnable to obtain data for a comparlson with
actual reyenue for that year.



