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LETTER OF TRANS~nTTAL 

COXGRESS OF THE UXITED STATES, 
JOIXT CO~I:\IITTEE OX IXTERXAL REVENUE TAXATION, 

lrashington, J111W 20, 1930. 
To JIembers oJ the Joint Committee on Internal Raen'lle Ta:mtion: 

There is transnlitted herewith a "Preliminary Report on Earned 
Income," as prepared by our staff. 

The report presents three possible methods of determining earned 
inc01ne relief for the consideration of the cOlluuittee. Our staff con­
tend that anyone of these methods is superior to the present method 
both on the basis of simplicity and on the basis of equity and adequac:L 

Your comments a-nd suggestions OIl this subject will be appreciated. 
Very truly :rOUl's, 

\YILLIS C. HAWLEY, 

Chairman Joint Committee on Internal Rerenue Ta:ration. 
v 



LETTER OF SUB.\IITTAL 

CONGRESS OF THE UNITED STATES, 
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION, 

Hon. \VILLIS C. HAWLEY, 
lrashington, April 7, 1930. 

Ohairman Joint Oommittee on Internal Recenue Taxation, 
llouse oj Representatires, lTTashington, D. C. 

My DEAR CHAIRMAN: There is respectfully submitted herewith a 
Teport on earned income. 

In my opinion, the report is sufficient to establish, first, that earned 
income relief is justifiable; second, that the present method of granting 
the relief is too complicated and in many cases inadequate; and, 
third, that new methods are available which will correct the defects 
of the present method. 

Three new methods of computing the earned income relief are 
presented for the consideration of the committee. The first method 
proposes a deduction of 12}~ per cent of the earned net income from 
the income subject to normal and surtax. The second method con­
templates the allowance of a 33% per cent deduction from the income 
subjeet to normal tax only. The third method uses a table of con­
stants so designed as to permit of the determination of an earned 
income tax credit directly from the table as soon as the earned net 
ineome has been computed. 

These methods give results which yary to a considerable extent, 
but they all give slightly greater relief than the present method on 
'earned net incomes of less than $30,000 and substantially greater 
relief on incomes in excess of that amount. 

The fact that greater earned income relief is advocated on incomes 
above $30,000 than below that amount will be surprising at first 
sight. The reasons for this are comparatively simple, however. 

In the first place, earned incomes below $30,000 now receive a 
25 per cent relief from tax, while those over $30,000 receive a much 
less percentage relief. In fact, on earned incomes of $100,000 the 
Telief is only 3 per cent. Furthermore, in the case of the smaller 
incomcs, the tax is so low already that it is impossible to give much 
greater relief without eliminating the tax altogether. For instance, 
a married man with a salary of $4,000 now pays a tax of $5.63 after 
an earned income tax credit of $1.87. In other words, the earned 
income rclief is substantial and fairly adequate on the smaller incomes 
and only a relatively slight further relief seems justified. 

In the second place, however, where the earned income exceeds 
$30,000 the relief appears entirely inadequate to provide for the 
diffeI'~ntial in tax between earned income and unearned income 
which appears proper. The present situation in" regard to these 
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larger earned incomes and the relief proposed by the three new 
methods may be best shown by a hypothetical case as follows: 

HYPOTHETICAL CASE 

Mr. A, a married man, has $1,250,000 capital left him by his father, 
from which he derives an income of $75,000 per annum (all derived 
from first mortgages). His tax is $10,309.38. 

Mr. B is in the same situation as Mr. A except he has his money 
invested in the preferred stock of domestic corporations. His tax 
is $6,960. 

Mr. C is a married man and has a net income of $75,000 per annum 
derived from his business as a lawyer. His tax after the deduct jon of 
the present earned income credit is $9,818.75. 

The proposed lnethocls would result in the following taxes on 111'. 
C's income: 
First method (12% per cent deduction from net income subject to 

normal and surtax) __________________________________________ $8,202.50 
Second method (3373 per cent deduction from net income subject to 

normal tax only) ___ __ __ _ _ __ ___ _ _ _ __ __ _ __ _ __ __ _ _ _____ _ _ __ _ _ __ 9, 123.33 
Third method (table of constants)_______________________________ 8,904.00 

It is believed that the above hypot-hetical case shows on its face 
the justice of additional earned ineome relief. Mr. A and 111'. Bare 
both millionaires in a situation which assures not only themselves 
but their posterity of an ample income. On the other hand, the 
situation of Mr. C is such that he is subject to the chances of business, 
he has no capital on which he can retire, his posterity is not provided 
for, his necessary expenses which are not deductible for income-tax 

~ purposes are large, and his present tax of $9,818.75 is larger than 
Mr. B's and almost as great as Mr. A's. This tax, in fact, is sufficiently 
heavy to prevent Mr. C from setting aside a reasonable capital reserve. 
In this situation the increase in the present relief from $496.25 to 
$1,191.67, to $1,411, c1' even to $2,112.50, which result, respectively, 
from the three suggested methods, seems entirely within reason. 

The suggestions and comments of the members of the committee 
in respect to the submitted report are respectfully requested. 

Very respectfully, 
L. H. PARKER, 

Chiej oj Staff. 





PRELIlVIINARY REPORT ON EARNED INCOME 

A. FOREWORD 

The present income tax law provides for the taxat.ion of earned 
income up to amounts not in excess of $:30,000 hy a method which, in 
effect, taxes this form of income at lov.er rates than the rates used in 
taxing income from capital. This method consists of the allowance 
of a tax credit of 25 per eent of the amount of the tax which would 
have heen payable upon the earned net income of the taxpayer com­
puted as if this earned net income constituted his entire net income. 
The computation of the credit requires no less than 14 separate 
items upon the standard form of return. The method is therefore 
open to serious objection hecause of its complieated nature. 

Two reports 011 earned income have heen published by the sta.fr of 
the joint committee. The primary object of both was simplification. 
The first report recommended in lieu of the 25 per cent tax credit the 
allo\vance of a deduction from net taxable income of an amount equal 
to 10 per cent of the amount of the earned net income, subject to 
InaximUlll and minimum limits equiyalent to those fixed by existing 
law. \Vhile this reconunendation was approved by the joint commit­
tee and included in their report dated November 15, 1927, the Com­
mittee on V\T ays and Means failed to adopt it during the consideration 
of the revenue act of 1928. Acting on suggestions made during the 
discussion before the Committee on \Yays and .l\,ieans, the stafl' pre­
pareel and published a second report under date of 1,la1'ch 13, 1928. 
The latter report developed a method by which the tax credit aIlow­
~ble could be found in a table after computation of the earned net 
Income. 

Subsequent to the publication of the above-mentioned reports 
there has been considerable public discussion as to the adequacy of 
the present earned income relief, and many reasons have been advanced 
for the extension of such relief. Inasmuch as the former reports did 
not cover this phase of the subject, this further report is prepared for 
the purpose of discllssing the adequacy and distribution of the present 
relief, and for the purpose of developing certain new methods which 
will give equity as well as simplicity. 

B. SYNOPSIS 

( i...-EARNgn lNCOl\[E DEFINED-.-------

... / ....... "E~ income may be defined as compensation for seryices 
rendered, such as salaries, wages, professional fees, and husiness 
profits due to personal endeavor. It is one of the three great divi­
sions into which income subject to tax is divided and must be dis­
tinguished from the two other divisions, namely, investment incomo 
ilnd capital gains. 

51676-31--2 1 
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2. AR GU MENTS FOR EARNED-INCOl\IE - RELIEF. 

The principal reasons advanced for a differentiation between the 
tax on ('al'ned income and the other forms are brieflv as follows: 

(a) Inasmuch as the productive agent of in,;estment income, 
namely, capital, reeeives deductions from taxable income on account 
of depreciation or exhaustion, it is proper that the productive agent 
of earned income, namely, the indi,ridual, should receive proportionate 
relief since the latter is also subject to the exhaustion of earning 
power. 

(b) The individual with earned income generally bears expenses 
not borne by the individual with unearned income, and the majority 
of these expenses are not allowable deductions for tax purposes. 

(c) Earned income is more uncertain than unearned income. 
(d) Since capital gains rf'C'eive tax relief by a method purporting to 

distinguish gains for investment purposes from gains for speculative 
purposes, it is also propel' that earned income should receive relief 
aecording to its peeuliar characteristics, for brain and brawn are 
entitled to as much consideration as capital. 

(e) The fact that the principle of earned income is recognjzed by 
such countries as Great Britain, France, Italy, Belgium, and Spain 
is persuasive as to its soundness. 

3. 'ARGUMENTS AGAINST EARNED-INCOME RELIEF. 

There are two principal arguments against earned-income relief as 
follmvs: 

(0) There is already sufficient discrimination in favor of earned 
income because the local taxes on property, plus the income ttlX on 
investment income therefrom, already place a heavier burden on in­
vestment income than on earned income. 

(b) A distinction between earned income and unearned income is 
not justified, because such income does not, in either case, vary us to 
the deserts of the recipient. 'l~"t (('t ..... ~(,!.~1.(1. • r. ( I 

It is belicved that these argum~)ts- are refutable. The tacts do 
not support the first argument, as over" 65 per cent of the total local 
taxes are paid by individuals ,vith practically no investment income, 
and, therefore, the local taxes are paid in large measure out of earned 
income instead of out of investment income. In regard to the second 
argument, it appears impossible to base ~ practical tax law on moral 
issues. -/:¥ .. I (t.-. • I r I,. • "". ( '" f, ':.~ ~ J 1_ 

4. THE RELIEF PROVIDED BY THE REVENUE ACT. 

The present earned-income provision provides for a tax credit of 
25 per cent of the amount which would be payable on the earned net 
income of the taxpayer, computed as if such earned net income com­
prised his entire net income. However, the law provides that earned 
net ineoIlle shall not be reeognized as such in excess of $30,000. It 
also limits the amount to be recognized as earned in the case of busi­
ness profits partly attributable to capital to 20 per cent of the total 
profits. 
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5. OBJECTIONS TO PRESENT ~lETHOD OF RELIEF. 

There are three major objections to the present eanwd-income­
relief proyision, as follows: 

(a) The present method is too complieated, requiring no less than 
14 entries on the return, and results in errors and expense to both 
Government and taxpayer. 

(b) 1;he method is inadequate, especially in the case of ineomes of 
over $:30,000. 

(c) The 20 per cent limit applied to business profits in determining 
the amount earned is unfair and entirely arbitrary. 

6. REl\IEDY FOR COl\lPLEXITY. 

Two new methods which " 'ould remedy the complexity of the pres­
ent method have already been snggested in published staff reports. 
It seems certain that any other new method of computing the earned­
income relIef that may be adopted should not disregard the neces~ity 
for the simplification of the present provision. 

7. DETERMINATION OF ADEQUACY 01{ INADEQUACY. 

It appears that the extent of the present earned-income relief was 
based rather on revenue requirements than 011 any scientific basis. 
It is necessary, therefore, to set up certain theoretical, practical, and 
comparative tests for the adequacy or inadequacy of our present 
provision. 

(a) Theoretical tests.-Two theoretical tests have been den~loped 
which show as follows: 

(1) On the basis that the productive agent of earned income, 
namely, the individual, is entitled to similar allowances for the return 
of capital as are allowed to the productive agent of in,~estment income, 
namely, capital, it is foulld that from 10 per cent to 13 per cent of 
the earned net ineome should be exempted from tax. This is deter­
mined by usc of the future expected profits method of valuation. 

(2) On the basis of a similar theory, it is helieved that, SIllce the 
average allowance for depreciation granted corporation~ is 12,% per 
cent of their net income, it is consistent to exempt individuals frOlH 
tax on 127~ per cent of their earned net income. 

(b) Practical tests for adeq'llacy.-Two practieal tests for adequacy 
have been developed as follows: 

(1) It is believed that liying expenses increase with salaries and 
that it is necessary in the a,~erage case for a salaried lUan to live in 
a manner compattble with his posit jon. A schedule has been set up 
showing estimated neeessary living expenses on different salaries 
vaTying from $3,600 on a $4,000 sa]ary to $9,050 on a $100,000 salary. 

,(2) It would be desirable if every person were able to save such a. 
sum during a normal working life as would allow him to retire at 
the expiration of such period on half pay. "~orking out this propo­
sition, it is found that. if a person puts aside from 107~ per cent to 13 
per cent of his annual salary he "'ould be able to retire nt the end 
of a working life of 30 years at one-half his average annual salary. 

(c) Relatire tests for adequacy.-Thesc tests simply compaTe the 
present tax on earned income w'ith the tax on like amounts of income 
derived from ordinary investments, from dividends, from tax-exempt 
interest, and from capital gains. 
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(d) Inadequacy oj present reliej.-Finally, it is shown on the basis 
of the tests set up that the present earned-income relief can be prop­
erly increased somewhat on net incomes up to about $28,000; that 
no additional relief should be given on net incomes between $28,000 
and $31,000; and that on net incomes above $31,000 considerably 

. more relief should be given. 

8. REMEDY FOR INEQUITY OF 20 PER CENT LIMIT. 

The arbitrary 20 per cent limit now used in determining the earned 
income where capital is a material income-producing factor has been 
fOllnd unjust. It is believed, for practical purposes, that this limit 
should be increased to not more than 50 per cent, with the proviso 
that the conunissioner shall retain the power to reduce this percent­
age in the light of the facts and circumstances of each individual case. 

9. PERTINENT STATISTICS ON EARNED INCOl\lE. 

The statistics which appear pertinent to a study of earned income 
are given and show, among other things, that-

(a) The number of taxpayers with net incomes of less than $10,000 
is decreasing. 

(b) The number of taxpayers with net incomes of more than 
$10,000 is increasing. 

(c) The present earned income-tax relief amounts to about $34,000,-
000 per annum. 

10. PRINCIPLES ADVOCATED FOR EARNED-INCOME RELIEF. 

It is believed that the following two principles should be accepted 
in granting earned-income relief: 

(a) The individual should be tax-exempt on such certain percentage 
of his earned income as would represent a fair allowance for the ex­
ha ustion of his earning power. 

(b) Due to the structure of our present income tax law, which 
ceases to make any distinction in the individual's ability to pay on 
incomes in excess of $100,000, it is believed that earned income should 
not be recognized above that limit. From practical considerations, 
it seems probable the limit to which incOlne is recognized as earned 
should be set at $75,000. 

11. DESCRIPTION OF FIVE PRACTICAL X EW ~IETHOD. 

~ Five possihle methods based on the principles set forth seem worthy 
of considera tion. These methods mav be described as follows: 

(a) Present method with no l1·mit.~This method consists of the 
allowance of a tax credit of 25 per cent of the amount of tax which 
would be payable if the taxpayer's earned net income constituted his 
entire net income. The method is the same as the present method 
without the $30,000 maximum limit. Dnder the tests developed in 
paragraph 7, this Inethocl is shown to give excessive relief on net in­
comes of over $30,000, and its use is not recommended. 

(b) 10 per cent dechlction from net income.-This second method 
proposes a deduction from net income of 10 per cent of the amount 
of the earned net income. 'Vhile this method appears theoretically 
sOllnd it is somewhat too eonservative and inereases the tax on some 
of the small taxpayers. It is believed that the 10 per cent rate is too 
low and that the rate used should be increased. 
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(c) 12X per cent deduction from net income.-The third method is 
the same as the seeond with the exception of the rate whieh is in­
creased to 127~ per cent. This method meets the tests shown in 
paragraph 7 and appears advantageous both from the standpoint of 
adequacy and of simplicity. 

(d) 40 per cellt deduction from net income subject to normal tax.-As 
a fourth method, it is proposed to allow as a deduction from the net 
income subject to normal tax, a sum equal to 40 per cent of the earned 
net ineome. In the computation of the surtax no effect would be 
given to earned income. 'Vhen this method is tested it appears to 
give excessive relief on the smaller incomes and, therefore, its use is 
not recommended. 

(e) 337~ per cent deduction from net income subject to normal tax.­
This fifth method is the same as the fourth, except that the rate used 
is 337~ per cent. 'Vhen tested, it is found that this method has cer­
tain adva,ntages, especially from the point of view of the small tax­
payer. 
12. ARBITRARY TABLE OF CONSTANTS :NIETHOD. 

In addition to the above methods, which are based, at least to 
some extent, on theory, there is set up a further method, which is 
entirely arbitrary and elastic. This is the table of constants Inethod 
already considered in detail in a published staff report to the joint 
committee dated 1\1arch 21, 1928. (Vol. I, pt. 5.) This method is 
simple and any desired relief can be given by its use. A definite set 
of figures have been set up for purposes of comparison with the other 
methods. 
13. COMPARISON OF THE THREE PREFERABLE METHODS AS TO 

ADEQUACY. 

Of the methods described, the three which seem preferable are as 
follows: 

1Iethod No.3: 127~ per cent deduction from net income. 
11ethocl No.5: 33H per cent deduction from net income subject to 

normal tax. 
Table of constants method. 
A cOlnparison of these three methods leads to the conclusion that 

method No.3 is most favorable from a theoretical standpoin t, and also 
from the standpoint of the larger salaried person. :\lethod No.5 is 
most favorable to the small taxpayer. The table of constants method, 
as arbitrarily developed in the report, adopts a middle course between 
the other two methods. 

The final ehoice between these methods will rest largely on prac­
tical considerations, such as revenue requirements, liberality to the 
sillall taxpayers, and simplicity. 
14. ,REFINEMENT OF WIETHODS TO :~vIEET OTHER REQUIREMENTS. 

It is recommended that, in the event anyone of these methods is 
used, it be modified as follows: 

First, all amounts of net income subject to normal tax up to $5,000 
should be recognized as earned whether actually earned or not. 

Second, when the earned net income of a taxpayer exceeds $75,000, 
only $75,000 should be recognized as earned net income for tax 
purposes. 
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15. TEST FOR COMPLEXITY. 
An examination of the three preferable methods described shows 

that they remedy the complexity found in the present provision. 
The new methods eliminate fronl 11 to 13 items out of the 14 items 
at present necessary on the standard fonn of return. 

16. PROBABLE Loss OF REVENUE BY PROPOSED 11ETHODS. 
Inasmuch as each of the methods suggested increases the earned 

incOlne allowances, it is evident that the adoption of either would 
occasion a loss of revenue. The annual loss of revenue which would 
result is estimated as follows : 

By method No. 3 ____________________ __ ________ _ $34,000,000 
By method No. 5_ ______________________________ 24,000,000 
By table of constants method __________________ __ 20,000,000 

17 . RECOMMENDATIO N. 
It is recommended that the committee consider the three new 

methods for the determination of the earned income allowance in 
three respects: 

First, as to which method is considered preferable. 
Second, as to the limit to be set for the recognition of earned income. 
Third, as to the increase in the present 20 per cent limit on business 

profits. 
C. DISCUSSION 

1. EARNED INCOME DEFINED AND DISTINGUISHED. 
For tax purposes, income may be divided in to (1) earned income, 

(2) investment income, and (3) capital gain. It is important to 
distinguish between these forms of income in order to develop a fau. 
tax upon earned income as conlpared with the tax levied on the other 
forms. This is the more necessary because of the difference in the 
conception of these terms from an economic and a tax standpoint. 

Earned incon~e may be defined as the gain derived from labor, such 
as salaries, wages, professional fees, and profits due to the personal 
endeavor of the taxpayer as distinguished from profits arising from 
the employment of capital. In general, all of this income is taxable, 
but there are certain exemptions based on constitutional limitations; 
such as the salary of the President of the United States, the salaries" 
of the judges of constitutional courts, and the salaries of officers and 
employees of the States. 

Investment income may be defined as the gain derived from capital, 
snch as interest, dividends, rents, and gains from the sale or conversion 
of nssets held less than two years. This form of income Iuay be 
s uhdivided into (1) investment income subject to both normal and 
surtax, such as ordinary interest, rents, royalties, etc.; (2) investment 
income suhjeet only to surtax, such as dividends, and Liberty bond 
interest; and (3) investment income which is tax exempt, such as 
in terest on Government bonds (other than Liberty bonds) and the 
obligations of State and local governments. 

Capital gain lllay be defined as the income from the sale or con­
version of assets other than stock in trade, held for a period of more 
than two years; for example, gains from the sale of stocks, bonds, 
patent rights, real property, etc., provided they have been held for 
t he required period. 



REPORTS ON INTERNAL REVEKUE TAXATION 7 

'2. ARGUMENTS FOR EARNED-INCOME RELIEF. 

Adam Smith in his 'Vealth of Nations would ask one question in 
determining the ability to pay-"How much is your income?" This 
test, however, is no longer the only test that should he applied. The 
current viewpoint is aptly stated by Prof. H. L. Lutz in his book on 
Public Finance (1929 edition). After discussing the six tests which 
Sir Josiah Stamp would apply in determining ability to pay, the 
author dra\vs the following conelusion: 

It is no longer sufficient to assert simply that taxation is adjusted in accord­
ance with ability when the rates are levied according to the relative amounts of 
income. It is a far cry from Smith's dictum that equality in taxation consists 
in levying taxes in proportion to the respective revenues of the citizens. 

The amelioration of the tax levied on earned income need not be 
advocated from a sympathetic standpoint, but may be justified on 
equitable grounds. In fnct, the principle of ability to pay constitutes 
a general basis for relief inasmuch as two persons with the same 
taxable net incomes may have \Tery different actual net incomes, for 
certain deductions arc allowed in one case and not in the other, and 
certain obligations attach to one and not to the other. ' Furthermore, 
in at least one ease even the rate of tax is different. 

Specific arguments for earned-income tax relief may he briefly 
sta ted as follows: 

First, the produetive agent of investment income, namely, capital, 
is ea.refully guarded by the existing law from bearing any tax through 
allowances for depreciation, depletion, ohsolescence, and loss of useful 
value. Therefore, the productive agent of earned income, namely, 
the individual, should he protected through a similar allowance for 
the exhaustion of the individual's earning power. This argument is 
lnore forcibly expressed in the report of the National Tax Association, 
as follows: 

Income has been likened to the fruit of the tree of capital. In the case of the 
earner it is the fruit of his toil and the margin above his expenses is in fact his 
capital. Income from capital can bear taxes at progressive rates, the capital 
remains intact and the owner is at most deprived of the use of a part of his wealth. 
The earner is attempting to grow his tree of capital and a heav~' progressive 
tax is in effect cutting down the growth of his tree. A doctor's skill, a lawyer's 
int.ellect, an author's inspiration, or a business executive's energy are not fixed 
and indestructible, capable of producing annual income forever. Yet the income 
they produce is taxed on a pa.rity with tha.t of capital. Capital is permitted to 
replenish its loss by dipping into income through depreciation, obsolescence, 
depletion. But the human vitality, hea.lth, and strength lost in earning salaries, 
fees, and similar compensation can Hot be deducted as depreciation, obsolescence, 
or depletion from the income of the eamer. 

Second, the individual with earned ineome has expenses not horne 
by the individual with in vestment incorne. The former must live 
near his place of employment and maintain a standard of living in 
keeping with the dignity of his position. On the other hand, the 
investor may elect to reside wherever he pleases, thus avoiding the 
excess expenses required ill a particular community, and his standard 
of living has no effect on the return deriY(~d from his investments. 
Inasmueh as the major portion of these excess expenses horne by 
the individual with earned incoIlle is not deduetihle for tax purposes, 
it results that earned income is taxed to some extent on a gross hasis 
while investment income is taxed on a net basis. 
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Third, earned income is more uncertain than income derived from 
capital. If the investor places his funds with reasonable care, with­
out the objective of exorbitant profits, he is assured of a stable income. 
On the other hand, the individual with earned income is always con­
fronted \vith the possibility of illness or accident, either of which may 
temporarily or permanent suspend his income, thus creating the 
necessity for savings to protect hinl and his family from charity. 
Both this and the preceding argument are summed up by Sir Josiah 
Stamp in his book on The Principles of Taxation as follows: 

* * * It was long ago recognized that £100 from toil was "weaker" than 
£100 from dividends, because the toiler has to make provision for precariousness 
of employment, sickness, old age, and other infirmities, and also because he is 
tied and often has to incur extra expenditure through living near his work and being 
unable to select his abode very widely. In this connection it must not be for­
gotten that we do not get our season ticket expense between bouse and business, 
or the extra cost of our meals in town, allowed as deductions from income. 

Fourth, the present law imposes a tax of 12}~ per cent on the gain 
from the sale or conversion of capital assets held for a period of lnore 
than two years. "There the net income is $30,000 or more, this results 
in a material reduction in tax. There appears to be no reason why 
earned income arising fronl personal endeavor should not receive as 
much consideration as capital gains occurring in many cases without 
effort on the part of the taxpayer. 

Fifth, the example set by such countries as Great Britain, France r 
Italy, Belgium, and Spain, in recognizing the principle of earned in­
come in their tax systems, is persuasive of the soundness of a distinc­
tion between earned and unearned incomes. The general point of 
view of the British on this subject was well summed up by l\1r. Asquith 
in 1907, as follows: 

Comparing two individuals, one who derives, we will say, £1,000 a year from a 
perfectly safe investment in the funds perhaps accumulated and left to him by his 
father, and, 011 the other hand, a man making the same nominal sum by personal 
labor in the pursuit of some arduous and perhaps precarious profession, or some 
form of business, to say that those two people are, from the point of view of the 
state, to be taxed in the same way, is, to my mind. Hying in face of justice and 
common sense. 

3. ARGUMENTS ~\..GAINST EARNED-INCOME RELIEF. 

There are comparatively few arguments against earned-income tax 
relief. This is undoubtedly due in pnrt to the paucity of discussion 
011 this subject. In fact, only two arguments have been found which 
appear to have sufficient weight to deserve consideration. 

First, it is held that there is n sufficient discrimination in favor of 
earned income becallse the local taxes on property, plus the income 
tax on investment income therefrom, already place a heavier burden 
on investment income than on earned income. It is claimed this 
eliminates the necessity for nny earned-income relief provision in the 
Federal law. This point of view has not only been taken by eertain 
economists but the lcgislative history of the revenue acts discloses 
that a simila,r position was taken hy SOlHC of the ~le,m bel'S of Congress. 
The arglllllent appears hest snmn1u.rizNl in the recent text on public 
finance by Prof. H. L. Lutz, which is quoted as follows: 

A filial judgment as to the proper treatment of personal and property incomes 
can not be reached by cOllsidering the Federal income tax only. The tax system 
of the American States will probably always contain the property tax in some 
form. The combination of property and income taxes results in a heavier total 
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taxation of the funded or unearned incomes, ,vithout the necessity of emphasizing 
the distinction in the income tax. CR. L. Lutz, Public Finance, p. 308.) 

This argument does not appear to be supported by the facts. In­
deed, an opposite conr.lusion seems jllstified. An examination of the 
table in Appendix I disr.loses that the individu,;ll with little wealth 
pays an average of 5 per cent of his total income in property taxes in 
spite of the fact that 75 per cent of his income is earned income. On 
the other hand, the wealthy individual with only 16 per cent of his 
income earned pays in local taxes only 2 pel' cent of his total income. 
It must be appareilt, then, that the earned income class pay more than 
their proportionate share of the property tax and that it is eminently 
fair to give them a reduction in Federal tax on earned income sinee 
the Federal Government can not give reduction on their property 
taxes. These figures confirm what might have been reasonably 
expected, namely, the salaried man with practically no investment 
income but who owns his own home is bearing the bulk of the local 
property taxes. These taxes are paid out of earned income, for there 
is no investment income out of which to pay them. Thus the facts 
do not appear to support the argument that locnl taxes on property, 
added to income taxes on the re\·enue therefrom, result in a heavier 
tax burden on investment income than on earned income. 

Second, it is contended that no distinction between earned and in­
vestment income is justified, because sneh income docs not in either 
case vary as to the deserts of the recipient. This conception is set 
forth in Lord Hugh Cecil's exposition of political theory, Conserva­
tism, in his ehapter on Property and Taxa tion. The author, after' 
providing the reader with a special definition of the word" unearned," 
proceeds to argue that no distinction should be made. After dis­
cussing necessary limitations on absolute ownership, he says: 

The conception which lies more or less definitely in people's minds, that a man 
is justly entitled to what he owns because he has deserved to acquire it, is, I sug­
gest, a d~lusion; and all consequent distinctions about" earned" or "unearned" 
increment of wealth are equally unfounded. 

Further on in his discussion, in comparing "em'ned" and "un­
earned" income, he says: 

Let us say, then, that a man gets wealth by lending his possessions or lending 
his exertions. A distinction may fairly be drawn between the two forms of 
lending, and the word" earned" may be properly applied to the second method 
of acquisition. But, if so, "earned" must not be understood to connote any 
element of desert; for a moment's consideration is sufficient to show that exertions 
are not paid for in proportion to their desert. 

And at this point he compares the easy gains of popular or vicious 
writing with the niggardly profits of a good scientific. work and refers 
to the fact that a barrister and a plowman, a prima donna and a 
laborer do not necessarily differ in desert. Then, after fully discussing 
the nature and causes of "increment," he concludes: 

All property is seen to be on the same moralle,"el, as something acquired with­
out injustice, that is to say, without fraud or violence, but not meritoriously so 
that the owner's title may rest on his virtues. 

It seems unnec.essary to attempt to disprove the above argument for 
the author is viewing the tax system as having been constructed on 
an entirely different basis than the Federal income tax laws. The 
writer is viewing the distinction solely from a moral basis. Taxing 
authorities have never adopted any such test as a guide in enacting 
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It can be seen from the aboye that the tax on all amounts of earned 
net income up to and including $30,000 receive a tax reduction of 
25 per cent. The actual amount of tax relief varies from 0 to $496.25. 
It is apparent that there is no self-evident answer to the question as to 
whether this relief is adequate or inadequate. 

In the ease of earned net incomes in exeess of $30,000, the per­
centage relief does not remain constant at 25 per cent, but the actual 
amount of the relief becomes fixed at $496.25. The result, of course, 
is that the percentage relief <h·ops rapidly from 25 per cent on earned 
net incomes of $30,000 until it becomes comparatively negligible at 
slightly more than 1 per cent on earned net incomes of $200,000. 

5. (c) Inequity of 20 per cent limit on business profits.-The revenue 
act of 1928 ,,,hich has already been quoted in full contains the 
following limitation on earned incomes derived from business profits: 

In the case of a taxpayer engaged in a trade or business in which both personal 
:services and capital are material income producing factors, a reasonable allowance 
as compensation for the personal services actually rendered by the taxpayer not 
in excess of 20 per centum of his share of the net profits of such trade or business, 
shall be considered as earned income. 

It is contended that this provision is entirely arbitrary and inde­
fensible except on the ground that it is easy of administration. For 
example, suppose a man has a capital of $25,000 and by working 
hard 16 hours a day suppose he makes a profit of $25,000. His 
earned income under the law is $5,000, the other $20,000 of profit 
being allocated to capital. This aUoca tion of an 80 per cent profit 
to capital seems absurd. The harshness ascribed to this rule is 
further illustrated by the case of the small unincorporated taxpayer 
whose earned income is limited to 20 per cent of his net profits, in 
con trfist to the principal officer of a close eorporation whose earned 
income (salary) lllay be increased at his will and subject only to the 
maximum limit of $30,000. 

The Joint Committee on Internal Revenue Taxation approved the 
following conclusion in the report of its staff dated N ovem bel' 15, 1927: 

The arbitrary 20 per cent limit placed on the earnings from a business where 
capital is a material income producing factor, which is assumed to represent 
earned income, is unjust in the case of small business men. 

6. REl\IEDY FOR COl\IPLEXITY. 

The mechanics of the present method are chiefly responsible for its 
complexity. This is due to the fact that relief is provided by means 
of a tax credit which requires two separate and distinct tax computa­
tions. 

The staff of the joint committee recommended, in a report dated 
No,~ember 15,1927, the elimination of the present method and the 
substitution therefor, of a method by which the relief would be deter­
mined by allowing a deduction in computing net income of fill flmollnt 
equal to a certain percentage of the earned net income. The latter 
method, not only eliminated 13 items from the return, but also 
required but one tax computation. 

A second method was proposed in a staff report dated March .21, 
1928, by which the tax credit was determined from a table of constants 
to be printed on the return. This table was constructed so as to 
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show the tax credit allowable opposite the amoun t of the earned net 
income. 

Either method appears to be practical and would solye the present 
difficulties of computation. In fact, the first method has been proven 
practical by use in England. In that country the method was 
adopted about 1920 as a substitute for a former and unsatisfactory 
provision providing for a difl'erenee in tax rate. 
7. DETERMINATION OF ADEQUACY OR INADEQUACY. 

The most difficult and important problem to be dealt with in this 
report is the determination of the extent to which the earned income 
relief should be allowed. I t has been shown tha t the pres en t relief 
is not a guide because it appears to have been based on judgment 
controlled by the necessities of the revenue, without regard to scien­
tific basis or social conditions. Before any definite opinion can be 
expressed as to the adequacy or inadequacy of our present allowance, 
certain theoretical, practical, and relative tests for measuring the 
extent of the relief must be discussed. 

7. (a) Theoretical tests for adequacy.-In a preceding paragraph, 
eertain arguments for granting earned income relief were stated. The 
first argument was that the productive agent of earned income, 
namely, the individual, is entitled to relief similar to that granted to 
the productive agent of investment income, namely, capital, through 
depreciation, depletion, and other allowances of like character. If 
the theory underlying this argument is followed it is possible to make 
two theoretical tests for the adequacy of earned income relief. 

7. (a) (1) Return of capital.-In the c:ase of property subject to 
wear and tear, exhaustion, obsolescence, and other causes resulting 
in the reduction in value of such property, the income tax law permits 
a taxpayer to put aside annually tax-free, a sum which will compen­
sate for such reduction in value. In the ordinary case of deprecia­
tion and depletion, a certain percentage of the actual cost of the 
property is put aside annually in a reserve-the percentage allowed 
being predicated on the probable life of the property. In a great 
many cases, however, the cost of the property is not the basis, blit 
the value as of a certain date. In these latter cases, the value is 
often obtained by a formula which, by discounting the future ex­
pected profits from the property back to the basic date, gives an 
approximation of the value at that time. 

If the individual is to be granted deductions comparable with those 
allowed to capital for exhaustion, it is apparent that the basis of cost 
will never be available, but that the basis of value determined from 
future expected profits sometimes used for capital may be applicable. 
This can be readily shown by a hypothetical case. 

For instance, suppose on March 1, 1913, a man has a mine, which 
will be exhausted in 30 years and which is returning an annual net 
profit of $1,000 per year. The method employed under the tax law 
in determining the March 1, 1913 value and the depletion allowances 
would be about as follows: 
Present value of $1,000 per annum for 30 years with 15 per cent inter-

est allowed purchaser and 4 per cent sinking fund rate ____________ $5,958.47 
Annual depletion allowable wOllld be $5,958.47 divided by 30, equals__ 198.62 
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Next, suppose a resident of the United States on ~farch 1, 1913, 
had a slaye in Africa, where slayery was legal, and suppose the net 
profit from the labor of this slave was $1,000 per annum and that he 
had a life expectancy of 30 years. It is believed that in this case a 
taxpayer could claim a ~Iarch 1,1913, value of the slave of$5,958.47, 
and an annual depreciation allowance of $198.62, exactly as in the 
case of the mine. 

Finally, suppose an individual on ~:larch 1, 1913, had logical 
reasons for believing that through his mental and physical equipment 
he would make a profit of $1,000 per annum for 30 years through 
the use of sueh faculties. 'Yhv should he not be allowed an annual 
deduction of $198.62 exactly ~s in the ease of the mine and of the 
slave? 

If our law had provided for depreciation on any productive agent 
of income which was subject to exhaustion and decay it would then 
be obvious that every individual ,vould he entitled to depreciation on 
his individual value as a producer of income. The computation of 
sueh depreciation allowances accordingly affords a Ineasure for proper 
earned ineome relief. 

If, therefore, the 'principle is adopted that a taxpayer should be 
allowed to put aside annually a sum which at the end of his productive 
life will amount to his value at the beginning of his productive life, 
it will be possible to seeurc ~L definite measure of the earned income 
relief. In other words, a theoretical test for adequacy has been 
found. 

To illustrate this test, assume, for the first case, that a man has a 
working life of 30 years and that his salary for that period is $10,000 
per annum. Assume further that his necessary living expenses are 
35 per cent of his sa.lary or $3,500 per annUlll, and, therefore, that the 
annual profit from his salary is $6,500. The facts are now available 
for determining the value of the individual at the beginning of his 
productive life, exactly as the value of eapital is often retrospectively 
determined. 

The computation of his valu(l is as follows: 
Present ntlue of $1 per annum for 30 years, allowing for 15 per cent 

interest rate and 4 pel' cpnt sinking fund rate, equals__ _____ _____ $5.9585 
Pre:sellt value of $G,500 per anllum for 30 years, at same rates, equals 

$6,500 times $5.9535, 01'- _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 38, 730 

Applying the same rule that we apply in arriving at the deprecia­
tion or depletion deduction on capital items, it ,vill be seen that the 
annual earned income deduction should be $38,370, divided by 30, or 
the sum of $1,291. This amount then represents an annual deduction 
of approximately 13 per cent of the annual earned income of $10,000. 
It should be noted that in the above computation interest rates of 
15 and 4 per cen t have been selected for discount purposes, not arbi­
trarily, but consistently with the rates llsed in the ca.se of capital, 
due aceount being taken of the risk involved. (See A. R. ~1. 34, 
ruling of Bureau of Internal Revenue.) 

As far as this case is concerned, t.herefore, it would seem that a 
deduction from income amounting to 13 per eent of the earned income 
would exempt from tax an amount equivalent to that exempted 
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through depreciation and depletion allowances in the case of income 
from capital. 

Of course, the above case is not sufficient to prove the propriety 
of the percentage except in cases where a uniform salary is received. 
Therefore, a second case will be taken where the annual salary varies 
in a reasonable manner. 

Assume the following facts: 
Average working life, 30 years. 
Annual salary first 5 years ______ - _ - - - -- - - - - - - - - - - - - - ------ - - - ____ _ 
Ann ual salary second 5 years _____________________________________ _ 
Annual salary third 5 years ______________________________________ _ 
Annual salary fourth 5 years _____________________________________ _ 
Ann ual salary fifth 5 years _______________________________________ _ 
Annual salary sixth 5 years _______________________________________ _ 
Necessary annual expenses, 3.5 per cent of annual salary ; interest rat e, 

15 per cent; redemption rate, -:I: per cent . 

$5, 000 
10,000 
15, 000 
15, 000 
15, 000 
5, 000 

Average annual salary ________________________ ____ ______ __________ 10, 833 

Solving for the present value of the annual profits above indieated, 
the value at the beginning of productive life is found to be $32,183. 
By an algebraic equation, the percentage of the annunl salary to be 
put aside nnnually which will amonnt to this vnlue at the end of 
30 years will be found to be 0.0 per cent, or approximately 10 per 
cent. 

In view of the two representative cases given above, and numerous 
other cases which have been computed, it is believed, on the hasis 
of this test, that the exemption from tax of from 10 to 13 per cent 
of the earned net income will result in adequate earned income tax 
relief. 

Additional weight is given to the above conclusion from the fact 
that for many years Great Britnin granted for earned income relief 
a deduction from net income of 10 per cent of the amount of the earned 
net income. In their last finance act, however, the percentage was 
increased to 16% per cent. It is possible, therefore, that the upper 
limit of 13 per cent which has been stated is somewhat conservative. 

7. (a) (2) Exhaustion of earning power.- Based on the same theory 
that the earning power of the individual is entitled to similar allow­
ances for exhaustion as is granted to capital, it is possible to make 
a direct test for adequacy in the case of the earned income relief. 

The net profits of all taxpaying corporations in 1027 amounted to 
$13,187,344,678 before the depreciatIOn allowance of $2,493,105,405 
was deducted. Therefore the depreciation allowance reduced net 
income by approximately 19 per cent for tax purposes. Now, if this 
percentage is applied to the earned income of an individual, after 
the deduction of a reasonable amount for living expenses in order 
to make the test consistent, it will he found that the 19 per cent is 
equivalent to a 12% per cent deduction from the gross earned income 
of the individual. For instance, a man has a salary of $10,000, his 
living expenses are $3,500, and his net profit from the salary is $6,500. 
An allowance of 19 per cent of $6,500 would amount to $1,235, 
which is 12}~ per cent of the gross salary of $10,000. 

This result, therefore, is in agreement with the test made in para­
graph 7 (a) (1), where the percentage was fonnd to he between 10 
and 13 per cent. 
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7. (b) Practical tests for adequacy.- lt is also possible to make cer­
tain practical tests for the ndequacy of earned income relief on the 
basis of common sense rather than on any particular tax theory 
applied to other forms of income. Two such tests will now be 
described. 

7. (b) (1) Proportionate 1'ncrease of Zil'i ng eJ'penses with saZary.-Con­
sidering exclusively salaried persons, it is seen that the revenue act 
taxes their salaries at progressive rates on amounts jn excess of a 
certain fixed exemption, purporting to be for normal living expenses. 

For instance, all married men without dependents and with salaries 
less than $3,500 pay no tax, those with salaries of $7,500 pay taxes 
on $4,000, those with salnries of $100,000 pay taxes on $96,500, and 
so on. There is also a very substantial increase in the rate of tax 
applied, vaTying from 1 % per cent (% per cent, 1929) to 25 per cent. 

\Vhile the principle of ability to pay is tlms completely recognized 
as far as the gross salary is concerned, onr taxing statute fails to 
apply a consistent theory in regard to personal exemption and credits 
for dependents, which are fixed and invariahle for each class of 
taxpayers. 

It must be admitted as a practical matter that our conventions 
and customs are snch as to practically reqnire a lllan to increase his 
expenses as his salary increases. It is obviously a very exceptional 
case when a married man with a $100,000 annnal salary finds it 
necessary to spend only $:3,.500, the exemption allowed under the 
statute. It is highly probable that if snch a man had failed to 
increase his expenses in accordance with his station in life, he would 
never have risen to the $100,000 salary. 

There are no relia hIe and complete figures on actual living expenses 
of individuals classified hy size of salaries. I t is only possible to 
make what seems to be a reasonable assumption based on jndgment 
and common sense. After considerable study on this point, the' 
necessary living expenses of married persons with no depe,ndents 
have been arrived at by the following rule: 

On salaries of more than $3,500 but not more than $10,000, the necessary living 
expenses are estimated at $3,500 plus 20 per cent of the excess of the salary over 
$3,500. 

On salaries of more than $10,000 but not more than $15,000, the necesssary living 
expenses are estimated at $4,800 plus 15 per cent of the excess of the salary over 
$10,000. 

On salaries of more than $15,000 but not more than $30,000, the necessary 
living expenses are estimated at $5,550 plus 10 per cent of the excess of the salary 
over $15,000. 

On salaries of more than $30,000 but not more than $50,000, the necessary living 
expenses are estimated at $7,050 plus 5 per cent of the excess of the salary over 
$30,000. 

On salaries of more than $50,000 but not more thaIl $100,000, the necessary 
living expenses are estimated at $8,050 plus 2 per cel)t of the excess of the salary 
over $50,000. 

' On salaries of more than $100,000, the necessary living expenses are estimated 
to be constant at $9,050. 

The result of a.pplying the above rule to salaries of various amounts 
may be seen from the follmving table: 
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Necessary livi ng expenses in proportion to salary of m arried man with no dependents 

I 

Neces- Per cent 
I Neces- P er cent 

Salary sary expenses Salary sary expenses living to salary living to salary expenses expenses 

- ------
$3, 500 $3, 500 100 $20,000 $6,050 30.3 
4,000 3, 600 90 22,000 6, 250 28.4 
5,000 3, 800 7H 24,000 6,450 26.\) 
6,000 4,000 66. 7 26,000 6, 650 25.6 
7, 000 4, 200 fiO 28,000 6, 850 24.5 
8,000 4,400 55 30,000 7,050 23. 5 
9,000 4,600 51.1 35, 000 7,300 20. 9 

10,000 4, 800 48 40,000 7, 550 18.9 
11,000 4, 950 45 45, 000 7, 800 17.3 

I 12,000 5,100 42. 5 50,000 8,050 16.1 
I 

I 

13,000 5,250 40.4 60,000 8,250 13. 7 
14,000 5,400 38.6 70,000 8,450 12.1 
15,000 5,550 37 80,000 8,650 10. 8 
16,000 5,650 35.3 90,000 8, 850 IJ. 8 
17,000 5,750 33. 8 100,000 9,050 9.1 

I 
18,000 5.850 32. 5 200.000 9,050 4. 5 
19,000 5,950 31. 3 500,000 9,050 1. 8 

The point of view taken in estimating the necessary living expenses 
shown above is to exclude from such expenses all expenditures for 
pleasures, luxuries, or charities, and to inelude therein only those 
expenses which would be deemed unavoidable for conventional mode 
of life eompatible with the salary received. 

It is admitted that the above figures are very uncertain, but it is 
believed that they are conservative. Search has been made for 
authorities on this subject, but little of value has been found which 
is suitable from a tax standpoint. Charts have been constructed 
from the data secured, but they are not eonsidered sufficiently valuable 
to be included here, although they have been of some assistanee in 
ani ving a t the rule already s ta ted . 

In spite of the admitted inaccuracy of the above schedule of neces­
sary living expenses, it is believed that this is a very important test 
of the earned income relief, for it gives a direct measure of the deserved 
relief aceording to the size of the earned ineome. It will therefore 
be used in examining the propriety of the relief contemplated in cer­
tain new methods to be proposed later. 

7. (b) (2) Retirement on ha~f pay.-As a practieal matter, it must be 
conceded that it would be a "consummation devoutly to be wished" 
if every person was able to save a SUIn during a normal working life 
which would enable him to retire on a comfortable income at the 
expiration of such normal period. 

This idea leads to a method by which the adequacy of earned income 
relief may be tested. Such a method can be developed based on the 
following principle applicable to taxation: 

An individual should be tax exempt on such portion of his annual 
earned income, which, if put aside annually into a retirement fund, 
would amount to a SUIll, the interest from which would enable the 
individual to retire at the expiration of a normal working life. 

In order to apply this principle eoncretely, it will be assumed, first , 
that half pay is a suffieient income for a person on retirement, and, 
second, that the normal working life of an individual is 30 years. 

5167G-31---4 
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The facts which must he considered, on the basis of the first 
theory, in making a comparison between the tax on earned income 
and on domestic dividends are as follows: 

Com parison between tax on earned income and domestic dividends on theory corporate 
tax is passed on 

[Basis: Married m an with no dependents-1928 rates] 

Actual tax Actual t ax Discrimi- Percentage 
I 

on div i- nation 
N et income dends paid on earned aga inst of dis-

income, crimina-b y indi- 1928 act earned tion vidual income 

$3, SOD. 00 ------ - ----- ------- - ---- --- - -------- - -------- -- -
4,000.00 ------------ $5.63 $5.63 - -- ------ - - -
5,000.00 ------------ 16.88 16.88 --- -- --- - - - -
7, 000.00 ------------ 39.38 3P.38 - -- --- - ---- -

10,000. 00 ------------ 101. 25 101. 25 -- - ---- - - - --
15,000.00 $60.00 311. 25 251. 2.5 419 
20,000.00 220.00 618.75 398.75 181 
25,000.00 510.00 1,023.75 513.75 101 
30,000.00 880.00 1,488.75 608.75 fi9 
40,000.00 1, 800.00 2,908.75 1,108.75 62 
50,000.00 2,980.00 4,588.75 1,608.75 54 
75, 000.00 6,960.00 9,818.75 2,858.75 41 

100,000.00 11,660.00 15,768.75 4,108.75 35 
200,000.00 31,660.00 40,768.75 9,108.75 29 

If the theory upon which the above comparison is made is correct, 
the discrimination against earned income is indefensible, for the tax 
on such income is greatly in excess of the tax paid on dividends. 
However, the aboye theory is not the view of the majority, as shown 
helow. 

In a recent report by the National Inuustrial Conference Board, 
data are presented which show that out of 10,000 questionnaires only 
1,036 answers were received in sufficient detail to be useful for an 
analysis of the question "Is the corporate tax shifted?" Out of these 
1,036 replies, 449, or 43 per cen t, answered the question in the nega­
tive; 128, or 12 per cent, answered in the affirmative; and 459, or 
45 per cent, did not answer or indicated no opinion on the subject. 

Thus, it is seen thnt a large nmnber of persons competent to judge 
believe that the corporate tax is not passed on. The questionnaire 
apparently did not contain the question" Is the corporate tax partly 
shifted?" It is believed, however, that a considerable number of 
the 45 per cent expressing no opinion on this subject would have 
answered this In tter question in the affirmative. 

The facts which are pertinent to the second theory, held by 43 per 
cent of the persons answering the questionnaire, are next presented. 
This theory is that the corporate tax is not passed on but is borne 
by the stockholder. 
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Comparison between tax on earned income and domestic dividends on th eory corporate 
tax is not passed on 

[Basis: Married man with no dependents-I928 rates] 

Tax on Tax on net Actual tax 
Tax relief i Percentage gross divi- dividend Total t ax on earned Net income dend paid paid by on divi- income, o~ earned relief 

by corpora- individual dend 1928 act Income I 
tions 

$3,500.00 $420.00 ------- ----- $420.00 ------------ $420.00 
I 100 

4, ODD. 00 480.00 ------------ 41)0.00 $5.63 474.37 98.8 
5, ODD. 00 600.00 ------------ 600.00 16.88 583.12 97.2 
7, ODD. 00 840.00 ------------ 840.00 39.38 800.02 

i 
95.3 

10, ODD. 00 1,200.00 ------------ 1,200.00 101. 25 1,098.75 91 
15, ODD. 00 1,800.00 $32.00 1,832.00 311. 25 1,520.75 83 
20,000.00 2,400.00 128.00 2,528.00 618.75 1,909.25 75.5 
25, ODD. 00 3, ODD. 00 320.00 3,320.00 1,023.75 2,296.25 69.2 
30, ODD. 00 3,600.00 608.00 4,208.00 1,488.75 2,719.25 64.6 
40,000.00 4,800.00 1,328.00 6,128.00 2,908.75 3,219.75 52.5 
50,000.00 6,000.00 2,240.00 8,240.00 4,588.75 3,651. 25 44.3 
75, ODD. 00 9, ODD. 00 5,380.00 14,380.00 9,818.75 4,561. 25 31. 7 

100, ODD. 00 12, ODD. 00 9,380.00 21,380.00 15,768. 75 5,611. 25 26.2 
200,000.00 24, ODD. 00 26,860.00 50,860.00 40,768.75 10,091. 25 

I 
19.8 

It will be observed from the above figures that if the corporate tax 
is not passed on the relief given to earned ineome is excessi\Te, or more 
probably the tax on dividends is too severe. 

In any event, the results shown on this theory are not only entirely 
at variance with those shown on the other theory, but they are in 
opposite directions. For in this case it is found that earned income 
receives too great relief and in the other case it was found that earned 
income not only received no relief but that it was discriminated 
against. 

Finally, those faets necessary in considering the third theory will 
be presented. This theory is thAt part of the corporate tax is passed 
on and part is not passed on. In the absence of any authentie data 
it will be assumed that one-half the corporate tax is passed on and 
the other one-half is not passed on. The figures follow: 

Comparison between tax on earned income and dom estic dividends on theory corporate 
tax is one-half passed on 

[Basis: Married man with no dependents- 1928 rates] 

Taxon Tax on net gross divi- dividend Total tax Tax on Tax relief Percentage Net income dends paid on divi- earned in- on earned 
by corpora- paid by dend income income relief 

tion individual 

$3,500.00 $210.00 ------------ $210.00 ------------ $210.00 100 
4, ODD. 00 240.00 ------------ 240.00 $5.63 234.37 97.7 
5,000.00 300.00 ------------ 300.00 Hi. 88 283.12 94.4 
7, ODD. 00 420.00 ------------ 420.00 39.38 3S0.62 90.6 

10,000.00 600.00 ------------ 600.00 101. 25 49S.75 1\3.1 
15, 000.00 900.00 $42.00 942.00 31 1. 25 630.75 67 
20, ODD. 00 1,200.00 172.00 1, 372.00 618.75 753.25 54.9 
25, ODD. 00 1,500.00 410.00 1,910.00 1,023.75 886.25 46.4 
30, ODD. 00 1,800.00 736.00 2,536.00 1,488.75 1,047. 25 41. 3 
40, ODD. 00 2,400.00 1,560.00 3,960.00 2,908.75 1,051. 25 26.5 
50,000.00 3, ODD. 00 2,600.00 5,600.00 4,588.75 1, OIl. 25 18.1 
75, ODD. 00 4,500.00 6,150.00 10,650.00 9,818.75 831. 25 7.8 

100, ODD. 00 6, ODD. 00 10,620.00 16,520.00 15,768.75 751. 25 4.6 
200,000.00 12, ODD. 00 29,260.00 41,260.00 40,768.75 4V1. 25 1.2 
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Even under this final theory, which represents a compromise 
between the two opposing theories as to the incidence of the corporate 
tax, it can be seen from the above data that the tax on dividends and 
the tax on earned income are irreconcilable. 

The defect in our system lies in our method of taxing dividends 
and, therefore, as far as earned-income relief is concerned, any test 
predicated upon the relative tax on dividends must be abandoned. 

7. (c) (3) Comparison with treatment oj tax-exempt interest.-There is 
no Federal income tax on the obligations of State and local govern­
ments. Such a tax would be ullconstitutional. In addition to this, 
there is no tax on certain Government bonds and on interest up to 
$300 received from building and loan associations. 

Since there is no tax on this class of income and the tax on earned 
income has been already shown, no comparative figures are necessary. 
It seemed important merely to mention the exemption of these certain 
forms of income in order that the fact that certain forms of investment 
income are tax exempt might be kept in mind. 

7 (c) (4) Comparison with capital-gains tax.-It has already been 
pointed out that one of the main divisions of income is capital gains. 
In case these gains result from the sale of assets held over two years, 
special tax relief is given, but the method of giving the relief only 
affects the larger incomes. The facts which should be considered in 
comparing the tax on earned income and the tax on capital gains are 
set forth in the following table: 

Comparison between lax on earned income and on capital gains 

[Basis: l\'Iarried man with no dependents- 1928 rates! 

Net income 

$3,500.00 
4,000.00 
5,000.00 
7,000.00 

10,000.00 
15,000.00 
20,000.00 
25,000.00 
30,000.00 
40,000.00 
50.000.00 
iO, 000. 00 
75,000.00 

100,000.00 
200,000.00 

Tax on 
capital 

gain 

-- ----$5~63 -

16. 88 
46. 88 

129.38 
409.38 
819.38 

1, 359.38 
1,979.38 
3,399.38 
5, Oi9. 38 
8,750.00 
9,375.00 

12,500.00 
25,000.00 

Tax on 
earned 
income 

- --- --$5~63-

16.88 
39.38 

101. 25 
311. 25 
618.75 

1,023.75 
1, -iS8. 75 
2,908.75 
4,588.75 
8,668.75 
9,818.75 

15,768.75 
40,768.75 

Difference 
in tax 

------------
------------
-- ------ -- --

-$7.50 
-28.13 
-91\. 13 

-200. 6.1 
-335.63 
-490.63 
-490.63 
-490.63 
-81.25 
443.75 

3,268. 75 
15,768. 75 

Percentage 
relief on 
earned 
income 

------------
------------
------------

16 
21. 7 
24 
24.5 
24.7 
24.8 
14.4 
9.6 
.9 

-_ ... ---------
------------
------------

Percentage 
discrimi­

nation 
again<;t 
earned 
income 

--- -- -------
-- -- --------
-- --- -------
-- -- --------
------------
------------
-- ----------
------------
------- -- ---
-------- -- --
-------- ----
------------

4.7 
26.1 
63.1 

It can be seen from the above that as fal" as capital gains are con­
cel'ned, the l"elief granted earned income is the same as in .the case of 
ordinary investment income up to ab~ut $70,900. On me~ll1es of 
$75 000 and over it is found that there IS no relIef on earned lllcome, 
but; on the contT~ry, t.he tux on earned ineo~lle is fFom 4.7 to G3.1 per 
cent more than the tax on income from capItal gams. 

This situation must be attributed, however, not to our earned­
income provision but to a .u.efective capital-gains pr?vision., A 
report recommending the reVISIOn of the method of taxmg capItal 
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gains has already been made and is under consideration hy the 
committee. 

For the benefit of those who would prefer a graphic to a statistical 
presentation eomparing the tax on diffcrent classes of income, a chart 
has been prepared showing the composite tax rates on ordinary invest­
ment incomes, earned incomes, capital gains, and dividends. This 
chart shows sueh data for both the revenue act of 1926 and the reve­
nue act of 1928. 

It is believed that the examination of this chart will show the 
present distinction in tax at a glanee, provided that the problem of 
the incidence of the corporation tax is kept in mind. It will he ob­
served that the tax on dividcnds is shown both on the theory that the 
tax is shifted and on the theory the tax is not shifted. The chart 
referred to faces this pnge. 

7. (d) Inadequacy of present reliej.-It appears that a sullieient 
basis has now been established for a consideration of the adequacy 
or inadequacy of our present earned-ineoIlle provision. 

If the eight tests for adequacy, which have just been diseussed, are 
reviewed it will be found that they can be consolidated and eliminated 
for practical application as follows: 

Test (A): This test, designated for convenience as (A), is a con­
solidation of the three tests discussed in paragraphs 7 (a) (1), 7 (a) 
(2), and 7 (b) (2), based on principles of return of capital, exhaustion 
of earning power, and retirement on half pay, respectively. The 
conclusions arrived at in these three cases in the order named were 
briefly as follows: 

7. (a) (1) The deduction of from 10 to 13 per cent of the earned net 
income from the ineome subject to tax results in an adequate earned 
income relief. . 

7. (a) (2) The deduetion of 12}~ per cent of the earned net income 
from the income subject to tax results in an adequate earned income 
relief. 

7. (b) (2) The deduction of from 10}~ per cent to 13 per cent of 
the earned net ineome from the income subject to tax results in an 
adequate earned income relief. 

It is obvious that the conclusions in these three cases, though 
resulting from the application of different principles, are in such 
close agreement that the three may be consolidated into one, as 
follows: 

The deduction oj jrom 10 to 12}~ pel' cent oj the earned net income 
from the income subject to tax results in an adequate earned income 
reliej. 

In regard to the above rate of 12}6 per cent, it should be stated 
that this is selected instead of 13 per cent for practical purposes, as 12X 
per cent equals one-eighth and is more easily applied. 

Test (B): This test is the one discussed in paragraph 7 (b) (1) and 
is not adapted to consolidation with other tests. It is based on the 
principle that necessary living expenses increase as the salary increases. 

Test (C): This is the comparative test discussed in paragraph 
7 (b) (1) and is based on a comparison with the tax on ordinary 
in vestment income. 

Eliminations: The tests diseussed in paragraphs 7 (c) (2), 7 (c) 
(3), and 7 (c) (4) are not directly usable in making direct comparisons 
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for the reasons stated in those paragraphs, and they are eliminated. 
It is obvious that the present taxes on dividends and capital gains 
are inherently defective and not adapted for use in determining 
directly the extent of the relief to which earned income is entitled. 

In order to test the adequacy or inadequacy of the present 25 per 
cent tax credit allowed as earned income relief, it is merely necessary 
then to set forth a table showing, on different amounts of net income, 
(I) the tax payable without earned income relief, (2) the present 
theoretical relief, (3), the relief under test (A) (minimum, 10 per cent), 
(4) the relief under test (A) (maximum, 12}6 per cent), the relief under 
test (B), and the actual relief, test (C). This comparison has been 
set forth in the following table: 

Adequacy or inadequacy of present earned-income relief 

[Basis: Married man with no dependents-I928 rates] 

Test A Test A Test c: 
Present (mini- (maxi- actual 

Tax with- mum): relief in 
out earned theoretical mum): 10 12J,2 per Test B: compari-Net income income relief, 25 per cent cent de- living son with 

relief per cent deduction duction expenses inyest-tax credit from from m£'nt income income income 

$3,500.00 --- ----- ---- ---- - -- - - -- - ------------ --- - ------- - --------- --- - ------- ----
4,000.00 $7.50 $1. 87 $6.00 $7.50 $1. 50 ------------
5,000.00 22.50 5.62 7.50 9.37 4.50 -- ------- ---
7,000.00 ,52,50 13.12 10.50 13,12 10.50 $7.50 

10,000.00 135.00 33.75 30.00 :n.50 39.00 28.13 
]5,000.00 415.00 103.75 ]00.00 122.50 ]33.00 98.13 
20,000.00 825.00 206.25 1~0.00 220.00 225.00 200.63 
25,000.00 1,365.00 341. 25 285.00 352.50 345.00 335.63 
30.000.00 1,985.00 49fi. 25 380.00 470.00 446.00 490.03 
40,000.00 3,405.00 496.25 000.00 740.00 607.00 490.63 
50,000.00 5,085.00 496.25 870.00 1,080.00 793.50 490.63 
75,000,00 10,315. 00 ·HJ6.25 1.700.00 2,112.50 1,161.00 490.63 

]00,000.00 ]6,265.00 496.25 2,400.00 3,000.00 1,332.00 490.63 
200,000.00 41 , 265.00 496.25 5,000.00 6,250.00 

I 
1,377.50 490.63 

An analysis of the above figures leads to the follmving conclusions: 
On net incomes below $7,000, the present relief is inadequate on 

the basis of test A, but adequate on the basis of test B. On account 
of. distortion due to a fixed personal exemption, it appears the present 
relief is not unjust, but that it could be increased reasonably without 
inequity. 

On net incomes from $7,000 to $25,000, inclusive, the present relief 
lies between the minimum and maximum limits shown by test A, 
and is slightly inadequate on the basis of test B. Taken as a \vhole, 
it would seem the present relief was fair but not liberal, and that 
slightly more relief could be given with propriety. . 

On net incomes of about $30,000 the present relief is adequate and 
even somewhat excessive on the hasis of all tests. 

On net incomes of over $30,000, the present relief is inadequate on 
the basis of all tests, and grossly inadequate on net incomes of $50,000 
and over. 

It can be concluded, therefore, that our present earned-income 
relief can properly be somewhat increased on net incomes np to about 
$28,000, that no additional relief should be given bet\veen net in­
comes of $28,000 to $31,000, and that on net incomes about $31,000 
considerably more relief should be given. 
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It will be observed that in the above analysis test C has not been 
discussed. This is because the object of the test is merely to show 
the actual difference between the tax on earned and investment in­
come, and the variation in the figures shown in the test C column 
from those shown under the column headed "Present theoretical 
relief" is due to the fact that our present law recognizes the first 
$5,000 of net ineome as earned whether it is actually earned or not. 

I t, is believed this arbitrary $5,000 allowance is justified on two 
grounds: First, on account of simplification and ease of administra­
tion, and, second, on account of the 12 per cent tax on dividends 
deducted at the source. It is not felt that persons with earned income 
should complain because a fair measure of relief given them is ex­
tended to a different class consisting of small taxpayers who are 
inequitably treated in certain other respects. 

8. REMEDY FOR INEQUITY OF 20 PER CENT LIMIT. 

In a preceding paragraph, the following conclusion was found 
justified: 

The arbitrary 20 per cent limit placed on the earnings from a business where 
capital is a material income-producing factor, which is assumed to represent 
earned income, is unjust in the case of small business men. 

The proper theoretical method for remedying this inequity is 
obvious. The capital employed in the business should be determined, 
and after a fail' rate of profit has been assigned to such capital, the 
earned income should be found by deducting from the total profit 
the profit assignable to capital by the application of the fail' rate to 
the amount of such capital. 

Such a method, however, is complieated and eonstitutes a return 
to invested capital computations, the extreme difficulty of which has 
been amply demonstrated. As a result it would seem best to reeom­
mend the retention of the present arbitrary method with an increase 
in the percentage limit as was suggested in the first report on this 
subject. 

Putting this in conerete form, it is recommended that the earned 
income allowance, in the case of a business where capital is a material 
income-producing factor, shall not exceed 50 per cent of the net 
profits of such business. 

It should be observed that this recommendation provides merely 
for a greater maximum limit and that the commissioner retains the 
power to deny the maximum amount ,vhere the facts warrant such 
action. 

9. PERTINENT STATISTICS ON EARNED INCOME. 

Certain pertinent statistics in connection with the income.. and tax 
of individuals should be considered in connection with earned-income 
relief. The years 1925, 1926, and 1927 will be used, as the rates and 
exemptions were the same for individuals in all these three years. 
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TABLE R.-Number of returns 

o to $10,000 (taxable) ______________ ____________________ _ 
$ 10,000 to $25,000 ___ ___________________________________ _ 
$25,000 to $50,000 ________________ ______________________ _ 
$50,000 to $80,000 ________ . _____________________ . ________ _ 
$SO,ooO to $100,000 . ____________________________________ _ 
$100,000 to $150,000 ____________________________________ _ 
$150,000 to ~300,Ooo ___________________ ~ ________________ _ 
$300,000 to $500,000 . __________________________________ _ 
$500,000 to $1,000,000 __________ . ___ . ____________________ _ 
Over $1,000,000 ________________________________________ _ 

192.5 

2,174,148 
2:'6,779 
59, i21 
16,562 
4,396 
4,739 
3,223 

892 
479 
207 

1926 

2,136,671 
246,730 
57,487 
16,162 
4,3.18 
4,724 
3,267 

1)92 
468 
2:n 

1927 

2,095,044 
2.12,Oi9 
60,123 
17,680 
4,893 
5,261 
3,873 
1,141 

557 
290 

2,470,9\/0 2,440,941 
1,6117, 102 1, 660, 606 

Per cent 
increase, 
1927 over 

192.5 

-3.6 
6.5 
.7 

6.7 
11. 3 
10.6 
20.2 
27.9 
16.3 
40.1 

-2.4 
-.6 

Grand totaL-- - -- -- ------------------------------l 4,171,051 4,138,092 4,101, 547 -1. 7 

The above figures show rather surprising results for an era of pros­
perity. 

First, there are more taxpayers in every class with net incomes 
above $10,000 in 1927 than there were in 1925. The greatest rate 
of increase is found to be 40 per cent. 

Second, there are fewer taxpayers in the class with net incomes 
below $10,000 in 1927 than there were in 1925. The decrease amounts 
to 81,104 returns, or 3.6 per cent. 

Third, there are fewer persons filing nontaxable returns as required 
by law in 1927 than there were in 1925. The decrease amounts to 
9, 279 returns, or 0.6 per cent. 

This situation deserves attention in . connection with the study of 
earned income relief, in order to see whether or not it is possible that 
the tax on the individual with a small income can possibly have 
contributed to the unsatisfactory condition in whieh this class appears 
to be. 

The first thing to be examined in this respect is evidently the net 
income and tax of this class of taxpayers with net incomes below 
$10,000. 'Ve find this to be as follows for the years 1925 to 1927, 
inclusive: 

Year Net income Tax 
A vemge Per cent 

tax per in· tax to net 
dividual income 

--------- -------11-----1- ---------
1925. __ • ____________________ • ________________________ _ $8,157,375,183 
1926 _____ • ___ • ______________ • ____________ • __ __ __ _ _ _ _ __ 8,033, \/26, 992 
1927 __________ .... ____________ • ____________ . _________ ___ 7,921,631,297 

$33,057,457 
33,551, 101 
32,416,729 

$15 
·15 
15 

0.41 
.41 
.41 

It is quite obvious that the tax of 4 mills on the dollar or the total 
tax per individual of $15 is entirely too small to account for the con­
dition noted. Moreover, it has already been shown that the number 
of persons who file nontaxable returns has also decreased, and it is, 
of course, impossible to asc.ribe this result to taxes, as none are paid. 
The real reason must be looked for elsewhere. 
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If the total income of all persons making returns (whether taxable 
or nontaxable) with net incomes of less than $10,000 be analyzed, 
some light will be thrown on the subject. This is shown below: 

Year 

!1125 _______ ________ _ • _____________ . ________________ - ___ -- -- - -- ----- _____________ _ 
1926 __________________________________ _________ _________________________________ _ 
1927 ________ ___ ________________________ __ ____________________ . __________________ _ 

I 

Per cent of 
total in· Per ce t of 

come from ~ 
wages, sal a- total In-
ries, busi. co.m~ from 

I 
ness anci tn\est-
partner- ments 

ships 

7.1.86 
75.42 
74.78 

24. 14 
24.58 
25.22 

Thus, it can be seen that the percentage of wages and the percentage 
of business and partnership profits to total income has been decreasing 
since 1925. The income from wages and the income from business 
and partnerships profits in 1925 was $10,990, nI7,629 while in 1927 
it was $10,818,502,902, a decrease of $172,414,727. Now, this decreuse 
comes about Hot through a decrease in wuges but through u decrease 
of business and partnership profits, for from 1925 to 1927 the aggregate 
wages of this class increased from $7,405,578,878 to $7,646,444,712, 
an increase of $240,865,834, while in the same period business and 
purtnership profits decreased from $3,585,338,751 to $3,172,058,190, 
or a total of $413,280,561, 

From the above, and a study of a large number of other statistics, 
which will be omitted for the sake of brevity, it seems reasonably 
certain that the principal reason why there has been a decrease in our 
income-tax class below $10,000 is because the small businesses and 
partnerships have had a decided falling off in profits. This decrease 
in profits has been no less than 11 per cent in the last two years. 
This conclusion, arrived at from a consideration of the statistics, is 
in accordance with what appears to be the general opinion that the 
small business is unable to compete successfully with the la.rge COl'por­
ation, consolidation, and chain store. It is also probably true that 
the increase in the number of $5,000 to $10,000 positions is also very 
small, if there is any increase at all, and that this class in general 
fail to improve their financial position and increase their income 
through savings. 

It must be evident that if the whole tax paid by individuals with 
incomes less than $10,000, and amounting in three years to approxi­
mately $99,000,000, had been eliminated, it would have fallen far 
short of giving any substantial relief to the small individual business 
man whose aggregate profits have decreased $413,000,000 in the last 
three years, for a large portion of the $99,000,000 tax is borne by the 
salaried person and not the man running his own business. It must 
be concluded that the condition of this class can not be substantially 
improyed by reducing the already very light burden pluced upon it 
by the Federal income tax . 

. The income classes above $10,000 will now be considered. Revert­
ing to Table R, already given, it is seen that there has been an increase 
in the number of returns in all these classes. However, in one class, 
with incomes between $25,000 and $50,000, the increase is not 
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substantial, amounting to only seven-tenths of 1 per cent from 1925 
to 1927. In the case of the net income class from $10,000 to $25,000 
and the net income class from $50,000 to $80,000, the increase has 
been in both cases approximately 6}~ per cent. There has been a 
marked increase in all income classes a boye $80,000 amounting in 
no case to less than 10}f pel' cent and reaching a maximum in the case 
of persons whose net income exceeds $1,000,000 where the increase 
has been 40 per cent. From the above it would seem that additional 
earned income relicf would be justifiable in the case of persons with 
net incorilCs below $80,000, with the maximUln of such relief being 
allowed on net incomes between $25,000 and $50,000. 

There is another point \"hich should be considered in respect to the 
distri bution of earned income relief. This is in connection with the 
increase in taxes to our various classes of taxpayers since the original 
revenue act of 1913, the year of lowest tax rates, and also in connect­
ion with the decrease in taxes since the revenue act of 1918, the year 
of highest tax rates. The facts as to this increase and decrease, 
under the revenue act of 1928, are shown below for a married man with 
no dependents and all earned income: 

p" "nt I Per cent Per <-ent Per cent 

Net income · increase decrease 1'\ et incoRle increase decrease 
in tax in tax in tax in tax 

sinee 1913 sinre 1918 since 1913 since 1915 

---
$5,000 6S. S 90.6 $AO, 000 .514. a 56.1 
10, 000 68. S 87.8 iO. 000 537.4 .54.7 
1.5,000 183. a lSI. 4 so. 000 541. 4 54.2 
20,000 2S6.7 76.1; 100,000 528.2 55. a 
25,000 293.8 72.5 200,000 442. Y 1;9.6 
30,000 313.5 69.S 

I 
500.000 362.9 64.2 

40,000 419.4 62.4 1.000, 000 301. 2 65.7 
50,000 503.8 58.4 

It will be observed from the aboye percentages that the class of 
taxpayers with net incomes between $50,000 and $100,000 have had 
a much greater increase in tax since 1913 than any other class, the 
maximum increase being 541.4 per cent on an $80,000 income. It 
will also be observed that this same class has received less tax reduc­
tion since 1918 than any other class, the miniInum reduction being 
54.2 per cent on incomes of $80,000. It would seem, therefore, that 
if the revenue requirements permit there will be ample justification 
for giving the class mentioned earned income relief, since the present 
limit to which earned income is recognized only extends to $30,000. 
Preliminary figures coyering the 1928 returns have been examined, 
and it is found that these figures confirm the conclusion arriycd at 
from the 1925,1926,1927, statistics. 

For the benefit of those \vho wish to analyze the earned income of 
individuals more carefully, there is included in Appendix II a complete 
statement of the earned income of individuals by net income classes 
for the years 1916 to 1927, inclusive. 

Only one other set of statistiC's will be given here. These Hre for 
the purpose of showing the actual earned income tax credit allowed 
for 1924 to 1928, inclusive, by net income classes. The figures 
follow: 



llEPOHTS ON INTERNAL REVENUE TAXATION 29 

Income classes 1924 192.'} 1926 1927 1928 (tenta-
tive) 

$10,000 ________ ________ _________ __ $22, 0\16. 408 $8, 738,764 $8, 723, 175 $7,55£1,125 $8,506,569 
$10,000 to ~25,OOO ______ ___________ 5,613,325 8, 327.360 8,815, 397 9,657,267 9. 6n. 392 
$25,000 to $50,000 _______ __________ 1,545,396 '.524.630 I 4,370.703 4,539,651 8.910,080 
$50,000 to $100,000 _______ _________ 5fil,806 1,909,642 1,811,033 1,952,846 4,135,996 
$100,000 to $150,000 _______________ 120.207 476.211 4 ,~0, 357 516, 3,~9 1,262,066 
$150,000 to $300,000 _______________ 74,833 339,952 331, 828 480,006 1,224,489 
$300,000 to $500,000 _____ _____ _____ 14.171 18.\ 919 I 84,100 117.6S8 420,010 
$.~OO,OOO to $1.000,000 _____________ 9,256 

<G. 537 1 

40, 895 64,756 235.675 
Over $1,000,000 ____ ___ ___________ 2,061 21,168 19, 505 27,617 127,762 

TotaL ___ __________________ 30,637,463 24,570, 183 24,646,993 24,915,315 34,495,039 
I 

The above figures are interesting in that they show the total reduc­
tion in taxes by the earned-income credit. The much larger eredit 

II 

in the case of the income class from ° to $10,000, observable in 1924, " 
is due to a higher rate of tax and smaller personal exemptions, and 
not because the percentage relief for earned ineome was greater. It 
should be noted that for 1925, 1926, and 1927 the earned income relief 
has remained practically constant at slightly less than $25,000,000 
per annum. The tentative figures for 1928 indicate an increase in 
the total earned income relief of about $8,500,000, which is due to the 
increase in the limit to which earned income is recognized from 
$20,000 to $30,000. 

10. PRINCIPLES ADVOCATED FOR EARNED-INCOME RELIEF. 

\Vhile some of the principles have been discussed upon which it 
would appear earned-ineome relief should be based, it is proper before 
discussing possible methods of giving the relief to summarize those 
principles which it is believed should be followed. 

10. (a) Basic principles.-The principle of allowing a deduction 
from net income subject to tax of a certain percentage of the amonnt 
of the earned net ineome, representing a fair allowance for the exhaus­
tion of the earning power of the individual, is deemed to be the most 
fair. 

It has been shown that this principle is consistent with the present 
deduetions allowed in t.he case of income from eapital, and, also, that 
as a practical matter it is equivalent to allowing a man to pnt aside 
annually tax free a sum which at the end of a normal working life will 
permit him to retire on half pay. 

It is believed that the principle stated is especially well adapted 
to application to earned-income relief on net incomes not in exeess 
of $50,000. 

On net incomes above $50,000, where in many eases the eompcnsa­
tion of the individnal is a combination of eompensation for personal 
ability and compensation for power and influence resulting from 
wealth, it is recommended that due weight be gi,-en to the pl'ineiple 
that necessary living expenses compatible with a man's position in 
life increase as salaries increase. 

10. (b) Limitat'ion on amount recognized as earned.-It has already 
been pointed out that our present earned income provision sets up 
t,vo limitations on amounts recognized as earned. The first, and 
lnost important, recognizes as earned only such amounts received as 
wages and personal compensation as do not exceed in toto the 
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arbitrary SHm of $30,000. The second limitation is that of 20 per 
cent placed on business profits partly attributable to capital. 

The first proposition, then, ean be stated in question form as follows: 
Should there be a limit on the amount of income reeognized as earned, 
and, if so, what limit is proper? 

In answering this question, the structure of our present income tax 
act must be eonsidered. It seems clear that inasmuch as we recognize 
the principle of ability to pay only up to $100,000 income by placing 
our maximum surtax rate at that point that it ,vould be consistent 
to place a limit of $100,000 on earned income. 

It is belieyrd further that in the majority of cases where we 11it\~e 
earned incomes of oyer $100,000 tha t the compensa tion is not en tirely 
due to the personal servire of the taxpayer but is paid in part on 
account of the extraordinary power he wields on aeeount of his 
capital. In substantiation of this an actual case is given, showing a 
certain taxpayer's investment ineome and his earned income for a 
series of years: 

Year 

1917 ___ _____ ____ ___ __________ _ 
1918 _________________________ _ 
1919 _________________________ _ 
1920 _________________________ _ 
192L ________________________ _ 

Divi­
dends 

$44, 730 
14,920 
15,8·16 
33,519 
56, ~94 

Salary Year Divi­
dends 

$30,123 1922_ ___ _ _____ ________________ $130,000 
45,871 1923_ _ __ _ __ _ ____ __ _____ ___ ____ 303,880 

61'100 1 1924-- ------------------------ 515.317 
i6,S70 1925__ ________________________ 401,774 
04,990 

I 

Salary 

$88,500 
105,160 
181.417 
IS1,633 

It will be obseI'Yed that this taxpayer's salary increases as his 
dividends increase. It is very doubtful if he had put no money in 
the business that his salary would have had the increase shown. 

A discussion of the question of how much money a taxpayer can 
be considered to earn solely by his personal service will not be entered 
into here. It is believed that the requirements of the revenue will 
demand that some limit be set. It is felt that the limit under present 
conditions should not exceed $75,000, whieh it may be noted in pass­
ing is the salary of the President of the United States. It eertainly 
should never exeeed $100,000 with our maximum surtax rate on that 
point. On the other hand, it is believed that the limit should not 
be less than $50,000 if the revenue requirements permit. The exact 
extent of the limit is largely a matter of judgment upon which the 
committee should pass. In the remainder of this report we will 
accept a tentative figure of $75,000 for the purposes of discussion 
only. 

11. DESCRIPTION OF FIVE PRACTICAL N EW ~1ETHODS. 

N ow that the principles upon which earned income relief should 
be based have heen discussed and the tests and facts necessary in 
determining the extent of such relief have been developed, it is pos­
sible to consider and analyze certain new methods for granting the 
relief which appear to be praetieal. 

The methods which will be discussed are as follows: 
Present method: Tax credit of 25 per cent of the amount of the 

earned net income in excess of personal credits and exemptions, with 
a limit on the amount recognized as earned income of $30,000. 
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Method No.1: Same as the present method with no limit. 
1 1Iethod No.2: A deduction from income in arriying at net income 

of 10 per cent of the amount of the earned net income with no limit 
on amount recognized as earned. 

1tIethod No.3: Same as method No.2 except as to rate, which in 
this case is 12}~ per cent. 

1Iethod No.4: A deduction of 40 per cent of the amount of the 
earned net income in excess of personal credits and exemptions from 
the n('t income subject to normal tax only, with no limit on amount 
recognized as earned. 

1fethod No.5: Same as method No.4 except as to rate, which in 
this case is 33}~ per cent. 

The result of the application of these methods is shown in Table 
No.1, and Chart No.1, which follow: 
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34 REPORTS ON INTERXAL REYENUE TAXATION 

A study of the table and chart just presented is worth while, it being 
noted that the chart is simply a graphic representation of the figures 
shown in the tahle. 

An examination of the results obtained by the use of the five 
methods set forth will now be made. In considering the adequacy 
of such results it should be borne in mind that methods Nos. 2 and 3 
are based directly on the principles and tests already described and 
therefore constitute a maximum and minimum limit for earned­
income tax rf'lief by any of the proposed methods. 

11 (a). Present method with no limit.-This method (No. 1) is 
simply the present 25 per cent tax-credit method with the $30,000 
limit eliminated. If Table I and Chart I are examined, it will be 
found that this method is fairly adequate on net incomes up to 
$30,000, but on net incomes of $30,000 and over the relief hecomes 
excessive as compared with onr theoretical methods 2 and 3. It 
has also been checked by test B, already referred to, and has been 
found still more excessive on the basis of this necessary living-expense 
test. 

It is believed, therefore, that the present method of granting earned­
income relief is not adaptable to extension by removal of the $30,000 
limit, and therefore its nse is not recommended. 

11 (b). 10 per cent deduction from net iTlcome.-1Iethod No.2 pro­
poses to give a deduction from net taxable income of 10 per cent of 
the amount of the earned net income. It is seen that this method 
is nothing more than the direct application of the most important 
principle that has been developed in this report. As already stated, 
this method results in allowances which represen t a minimum for net 
incomes below $40,000. 

It will be observed from Table I and Chart I that this method gives 
somewhat less earned-income relief than the present method up to net 
incomes of $30,000. This feature is certain to meet with objection, 
as an increase of taxes, no matter how small, always raises protests. 

If reference is made to page 24, an examination of this method can 
be made on the basis of test B (living-expense test). The result of 
such an examination leads to the conclnsion that this method meets 
the requirements of this test up to net incomes of $50,000, but above 
that point appears to give excessive relief. 

It is believed that this method with the 10 per cent rate should be 
eliminated from further consideration, not hecause it is unsatisfaetory, 
but because the SfJ.me method with a slightly higher rate does not 
increase the small taxpayer's burden, as will be shown in the next 
parngraph. 

11 (c). 127~ per cent deduction from net income.-This method, 
\vhich has been designated as No.3, is exactly the S9me as method 

. No.2 just described except that it allows H 127~ per cent deduction 
from net taxahle income instead of only a 10 per cent deduction. 

From Table I, Chart I, and test B on page 24 the following con­
clusions may be drawn: 

First, the' earned-income relief granted by this method is adequate 
and consistent for all amonnts of income. The relief appears some­
what too large for incomes above $50,000 only on the basis of the 
very conservative living expense test. 
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Second, no class of individuals will have their taxes increased 
except those having an income of around $30,000, and in this case the 
increase is inconsequential ($20 on a $1,500 tax). 

The method is so advantageous both from the standpoint of 
adequacy and simplicity that it can not be eliminated and must be 
discussed further. 

11 (d). 40 per cent deduction from net income subject to norma.l 
tax.-This fourth method is not based directly on the fundamental 
principles previously developed, although it has a relation to these 
prineiples. It must therefore be tested both by tests ~\ nnd B. 

The method proposes a deduction from net income subject to 
normal tax of 40 per cent of the amount of the earned net income. 
For surtax purposes the earned-income provision would have no effect 
under this method. 

An examination of Table I, Chart I, and the data on page 24 
would lead to the conclusion that this method gives excessive relief on 
net incomes up to $40,000; above this amount is appears to be a fair 
allowance. . 

The relief appears sufficiently excessive on the lower incomes, how­
ever, to force the elimination of this method with the 40 pel' cent rate 
without 'wasting further time on its consideration. 

11. (e) 337~ pe'r cent deducf1'on from net income subject to normal 
tax.-This method (No.5) is the same as that just described except 
that the rate used is 337~ per cent. 

'Vhile this deduction of 33 7~ per cent of the earned net income from 
the net income subject to normal tax is not as sound theoretically as 
method No.3 it has certain practical advantages. 

On the basis of the tests set up for adequacy, this method shows 
the following characteristics: 

First, on llet incomes up to $25,000 the earned income relief seems 
to be somewhat excessive, but not to an extraordinary degree. On 
the average, it appears to be about 25 per cent too high. 

Second, on net incomes above $25,000, the relief is less than indi­
cated as proper by test A (exhaustion of earning power) and is fairly 
well supported by test B (living expenses). 

This method will be reserved for further discllssion in view of 
certain practical advantages in connection with the revenue and in 
connection with giving the smull taxpayer the benefit of the doubt 
in the matter of earned income relief. 

12. THE ARBITRARY TABLE OF CONSTANTS ~.fETHOD. 
Before proceeding with a further description und comparison of 

those methods whieh have been selected as preferable, it will be 
necessary to describe one further method which is entirely arbitrary 
and eh"lstic. This is the tnble of constants method already consid­
ered in detnil in the stuff report to the joint committee dated 1Iurch 21, 
1928 (vol. 1, pt. 5). 

The method suggested would proyide substuntially ns follows, re­
taining the same definition for enrned income as in the present act: 

1. If the individual's net income is not more thnn $5,000, the tnx 
shall be credited with an earned-income tax credit of 337~ per eent of 
the amount of the tax computed under section 2'10. (This section 
provides for the compntntion of the normal tax). 
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2. If the individual's net income is more than $5,000, the earned­
income tax credit shall be computed in the following manner: 

(a) Deduct from the earned net income the personal exemption 
and credits for dependents. 

(b) Using the result of the subtraction in (a) as an index (or the 
net taxable income computed under section 210 if it is smaller), find 
the earned-income tax credit from Table A, which follows: 

Index column 1 

$0 to $2oo __________ ____ _ 
$200 to $400 ____________ _ 
$400 to $600 ____________ _ 
$600 to $~OO ____________ _ 
$~OO to $1,000 __________ _ 
$1,000 to $1,200 __ ___ ____ _ 
$1,200 to $1,400 _________ _ 

1 $1,400 to $1,600 ___ __ ____ _ 
$1,600 to $1,80L ___ ____ _ 
$1,800 to $2,000 _________ _ 
$2,000 to $2,400 _________ _ 
$2,400 to $2,800 ________ _ 
$2.800 to $3,200 _________ _ 
$3,200 to $3,600 _________ _ 
$3,000 to $4,000 _________ _ 
$4,000 to $4,40L _______ _ 
$4,400 to $4,80L _______ _ 
$4,800 to $5,200 _________ _ 
$5,200 to $5,60L _______ _ 
$5,600 to $6,000 _________ _ 
$6,000 to $6,40L _______ _ 
$6,400 to $6,800 _________ _ 
$6,800 to $7,200 __________ 1 

$7,200 to $7,fiOO _________ _ 
$7,600 to $8,000 _________ _ 

TABLE A.-Earned-income tax credits 

Tax 
credit 

$0.50 
1. 50 
2.50 
3.50 
4.50 
5.50 
6.50 
7.50 
h. 50 
9.50 

11. 00 
13.00 
15. 00 
17.00 
19.00 

22. 00 I 26.00 

~~: gg I 

38.00 
42.00 
46.00 
51. 00 
56.00 
61. 00 

Index column 1 

$8,000 to $S,400 ____ ___ __ _ 
I $8,400 to $8,~00 ___ _____ _ _ 
I $8.800 to $9,200 ___ _____ _ _ 

$9.200 to $9,600 _________ _ 
I $9.600 to $10,000 ________ _ 
, $10,000 to $10,400 _______ _ 

$10,400 to $10,800 _______ _ 
$10,800 to $11,200 _______ _ 
$11,200 to $11,600 ___ __ __ _ 
$11,600 to $12,000 _______ _ 
$12,000 to $12,400 ______ --I 
~ 12,400 to $12,800 ______ --I 
$12,800 to $13,200 _______ _ 
$13,200 to $13,600 _____ __ _ 
$13,600 to $14'000 ___ _____ 

1 

$14,000 to $14,400 _____ __ _ 
$14,400 to $14,800 __ ___ __ _ 
$14.800 to $15,200 _____ __ _ 
$15,200 to $15,600 ______ _ _ 
$15.1100 to $16,000 ___ _____ 

1 

$16,000 to $16,400 ___ ____ _ 

~~~:~gg ~g ~~~:~gg~~~~ ~~~=1 
$17,200 to $17,600 ____ ___ _ 
$17,600 to $18,000 ____ ___ _ 

T ax 
credit 

$67.00 
74.00 
81. 00 
SS.OO 
95.00 

101. 00 
107.00 
114.00 
121.00 
128. 00 
136.00 
143.00 
151. 00 
159.00 
167.00 
175.00 
183.00 
192.00 
201. 00 
210.00 
219.00 
229.00 
239.00 
248.00 
259.00 

Index column 1 

$IS,OOO to $18,400 _______ _ 
$IS,400 to $18,800 _____ __ _ 
$IS,SOO to $19,200 ____ ___ _ 
$19,200 to $19,600 ____ ___ _ 
$19,600 to $20.000 _____ __ _ 
$20,000 to $20,400 ____ ___ _ 
$20,400 to $20,800 ____ ___ _ 
$20,800 to $21,:WO ___ ____ _ 
$21,200 to $21,600 ______ _ _ 
$21,600 to $22,000 _____ __ _ 
$22,000 to '$22,400 _____ __ _ 
$22,400 to $22,800 _______ _ 
$22,800 to $23,200 _____ __ _ 
$23,200 to $23,600 ______ _ _ 
$23,1100 to $24,000 _______ _ 
$24,000 to $24,400 ______ _ _ 
$24,4.00 to $24,800 _______ _ 
$24,SOO to $25,200 _______ _ 
$25,200 to $25,600 _______ _ 
$25,600 to $26,000 _______ _ 
$26,000 to $26,400 ____ ___ _ 
$26,400 to $26,SOO ______ _ _ 
$26,800 to $27,200 _______ _ 
$27,200 to $27,600 _______ _ 
$27,600 to $28,000 _______ _ 

Tax 
credit 

$269.00 
279.00 
290.00 
301. 00 
312.00 
323.00 
335.00 
347.00 
359.00 
371. 00 
383.00 
395.00 
407.00 
419.00 
431. 00 
443.00 
455.00 
468.00 
481.00 
494.00 
507.00 
517.00 
525.00 
533.00 
541.00 

And on amounts of earned net income in excess of $28.000 (after deducting personal credits and exemp­
tions) there shall be allowed as a tax credit $541 plus 2 per cent of the amount of such excess, provided that 
no earned net income shall be recognized in excess of $75,000. 

1 Index column denotes earned net income less personal credits and exemptions. 

As already sta ted, this method is elastic, and the relief given can be 
fixed at any desired amount for any size of income. The figures in 
the preceding table seem reasonable bu t were selected primarily for 
the purpose of making a definite comparison with tests A and B. 
This comparison follows: 

I 

I 
Net income I 

Present Relief by Relief by earned Relief by 
income test A, 12\-2 test B table of 
relief _ per cen~ _1 constants 

---
I 

$3,1100.00 1- - --- $i ~ 87-- ---- - $7~50-- --- - -$i~ 50-- ---- - $2~50--4,000.00 
5,000.00 5.62 9.37 4.50 7.50 
7,000.00 I 13.12 13.12 10.50 17.00 

10,000.00 I 33.75 37.50 39.00 46.00 
15, ()()(l. 00 103.75 122.50 133.00 121. 00 
20,000.00 

I 

206.25 220.00 225.00 229.00 
25,000.00 341. 25 352.50 315.00 349.00 
30,000.00 496.25 470.00 446.00 517.00 
40,000.00 496.25 740.00 607.00 711. 00 
:iO, 000. 00 496.25 1,080.00 793.50 911.00 
75,000.00 

1 

1116.25 2,112.50 .1,161. 00 1,411. 00 

I 
100,000.00 496.25 3,000.00 1,332.00 1,411. 00 
200,000.00 496.25 6,250.00 1,377. 00 1,411. 00 
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It may be concluded from the above that by the use of this method 
any degree of relief may he fixed. The specific relief given by the 
pai-tieular set of constants used in this case follows test A on incomes 
up to $40,000 and above that point gives considerable weight to the 
living-expense test B. 

On aceount of the flexihility of this method, it will be reserved for 
further discussion in comparison with methods N" os. 3 and .5. 

One objection to the method should be pointed out, which is that 
the table of constants will require revision every time normal and 
surtax rates arc changed materially . 

I 

The effect of this method may be seen from Ta hIe II, whieh follows: 

r\et income 

~3. 600. 00 
3.800.00 
4,000.00 
·1.200.00 
4,400.00 
4,600.00 
4.800.00 
5,000.00 
5,200.00 
5,400.00 
5.700.00 
6, 100.00 
6,500.00 
6,900.00 
7,300.00 
i. 700. 00 
S, 100.00 
8,500.00 
8.900.00 
g, 300. 00 
n, 700. 00 

10,100.00 
10.500.00 
10,900.00 
11,300.00 
11,700.00 
12,100.00 
12,500.00 
12,900.00 
13,300.00 
13,700.00 
14,100.00 
14.500.00 
H. 900. 00 
15,300.00 
15,700.00 
16,100.00 
Iii, 500. 00 
Hi, 900. 00 
1 i, 300. 00 
17,700.00 
18,100.00 
18,500.00 
1",900.00 
19,300.00 
19. 700.00 
20,100.00 
20,500.00 
20.900.00 
21,300.00 
21,700.00 
22,100.00 
22,500.00 

TABLE l1.-Stllriy of earned income 

[Basis: Married man with all earner! income] 

I I 
I I Reduc-Net in- Present Proposeo tion in come after Present tax 

personal earned earned without Present Proposeo present 
income I tax hy credits and income 

",dit hy I 
eameo tax tax pro-exemp- credit tahle income posed tions credit method 

- -- - - ---
$1. 00 I $100.00 $0.37 $0.50 $1. 50 $1. 13 $0.13 

300.00 1. 12 
L 50 I 4.50 3.38 3.00 1 .38 

500.00 1. 87 2.liO 7.50 5.63 Ii. 00 .63 
700.00 2.6:! 3.50 10.50 7.% 7.00 .88 
900.00 3.37 4.50 13.50 10.13 \1.00 1 1. 13 

1.100.00 4. 12 5.50 111. 50 12.38 11. 00 1. 38 
1,300.00 4.87 /'i. 50 HI . . 50 I-t63 13.00 1. 63 
1,500.00 5.62 ~: ~8 I 

22.50 I 16. ~8 J.~. 00 ' 1. 88 
1,700.00 6.37 2.5.50 19.13 17.00 . 2.13 
1,900.00 7.12 9.50 I 28.50 21. 38 ~~: gg i 2.38 
2.200.00 Fl. 25 U:88 I 33.00 24.7.'i 2.75 
2, GOO. 00 (l. 75 3!l.00 29.25 26.00 3. 25 
3.000.00 11. 25 g:gJ I 45. ()() 33.75 30.00 3.7S 
3.400.00 12.75 .'i1. 00 38.25 34.00 4.25 
3,800.00 1-1.25 W.OO .'ii.OO 42.75 3~. 00 4.7.5 
4,200.00 16.50 22.00 /'ill. 00 ~9. 50 44.00 5.50 
4,600.00 19.50 26.00 7S.00 58.50 52.00 6.50 
5,000.00 22.50 30.00 90.00 67.50 1i0.00 7.50 
5,400.00 25.50 34.00 102.00 76 . .50 1i8.00 8.50 
5,800.00 28.50 38. 00 114.00 85.50 i6.00 9.50 
6,200.00 in. 50 42.00 126.00 94.50 HOO 10.50 
6,1100.00 34. 75 46.00 139.00 10·L 25 93.00 . 11. 25 
7,000.00 38.75 .~1. 00 IS5.00 116.25 10·1. 00 ' 12.25 
7,400.00 42. 7.~ 56.00 171. 00 128.25 

110.00 I 13.25 
7,800.00 46. 7.~ iiI. 00 187.00 140.2.5 12fi.00 14.25 
8,200.00 51. 75 67.00 207.00 155.25 140.00 Hi. 25 
8.1i00.00 57.75 noo 231. 00 173.25 157. 00 16.25 
9,000.00 63.75 "1.00 25.5. ()I) I 191. 2.') 174.00 17.25 
9,400.00 69.75 88.00 2i9.00 209.25 191. 00 18.2.5 
9, SO~. 00 7ii.75 95.00 3o:l.00 · 227.25 208. 00 19.25 

10,200.00 81. 75 101. 00 327.00 245.25 226.00 19.25 
10,600.00 88.00 107.00 352.00 264.00 245.00 19.00 
11. 000. 00 95.00 114.00 380.00 285.00 

}~~I 
19.00 

11,400.00 102.00 121. 00 1~~: gg I 
306.00 19.00 

11,800.00 109.00 128. 00 327.00 . 19.00 
12,200.00 116.00 I 135.00 464.00 348.00 329.00 19.00 
12.600.00 123.25 143.00 gg~: gg I 

369.75 3;)0.00 19.75 
13,000.00 131. 25 151. 00 393.75 374.00 In. i 5 
13,400.00 139.25 159.00 557.00 -117.75 3!J::<.00 19.75 
13,800.00 147.25 167.00 589.00 441. 75 422.00 I 19.75 
14,200.00 155.2.5 175.00 621. 00 41)5. i5 416.00 1!J.75 
14,600.00 163.50 183.00 654.00 490 .• ~O 4il. 00 19.50 
15,000.00 172.50 W2.00 WO.OO . 517 . .'i0 4(lS.00 19.50 
15,400.00 181.1i0 201. 00 726.00 544.50 .~25. 00 19. 50 
lIi, SOO. 00 190 .. 50 210.00 ~~~: gg , r.71. 50 5.52.00 19.50 
lfi, 200. 00 I 199.50 219.00 59S, 50 579.00 19.50 
lC_ 60ll 00 12OS. 75 229.00 835.00 626.25 606.00 20.25 
17,000.00 218. i5 239.00 8i5.00 .656.25 636.00 I 20.25 
17. 400.00 227.75 248.00 915.00 687.25 fl67.00 20.2,5 
17.800.00 238. 75 259.00 !l.5.5.00 716.2.'i 1i96.00 20. 25 

: ~: ~gg: gg I ~1~: ~ 269.00 995.00 i46.25 726.00 20.25 
279.00 I, 0~6. 00 I 77i.00 757.00 I 20.00 

1\1,000.00 I 270.00 290. DO I, OSO. 00 1\10.00 790.00 20.00 

Per 
cent Per 

reouc- cent 
tion reduc-

in tax tion in 
by tax by 

pres- pro-
ent posed 

meth- method 
od 

------
25 33% 
25 33% 
25 33% 
2!i 33!--3 
25 33% 
25 33% 
25 33~~ 
25 33% 
2.~ 33% 
25 33% 
25 33% 
2.'i 33% 
25 33% 
2r. 33% 
25 33% 
25 33% 
25 33% 
25 33% 
25 33% 
21i 33% 
2.~ 33% 
2.5 33.1 
2S 32.9 
25 32.7 
25 32.6 
25 32.4 
25 32.0 
2.5 31. 8 
25 31. 7 
25 31. '* 
25 30. (l 
2.5 30.4 
2S 30.0 
2S 29.7 
25 29.4 
25 28.9 
2.5 29. () 
25 I 28.8 
25 28.6 
25 28.4 
25 28.2 
25 28.0 
2.') 27.9 
25 27.7 
25 27.5 
25 27.4 
25 27.4 
25 27.3 
25 27.1 
25 27. 1 
25 

I 

27.0 
25 26. (l 
25 26. (l 

" 
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TABLE l1.-Sludy of earned income-Continued 

---

T Ne",,-I 
Per 

Reduc cent Per 

Proposed Present tion in - reduc- cent 
come after Present tax tion reduc-
personal earned earned without Present Proposed present in tax tion in 

Net income credits and income income earned tax tax tax by by tax by 
exemp- credit credit by income pro- pres- pro-

tions table credit posed ent posed method meth- method 
od 

$19.400.00 1$2)';1. 00 

---
$22.900. 00 $301. 00 $1,12-1.00 $813.00 $82::l.00 $20.00 25 26. I) 

2~. 300. 00 19. )\O(). 00 292.00 312.00 1,168.00 876.00 856.00 20.00 25 26.7 

I 
23.700.00 20,200.00 303.00 323. 00 1,212. 00 909.00 889.00 20.00 25 26. j 

2-1,100.00 20,600.00 :H4.25 ::l35. 00 1,257.00 9-12. i5 \122.00 21. 75 25 26.6 
24. t'00. 00 21,000.00 326.25 347. no 1,305.00 978.75 958.00 21. 75 25 26.6 
24.900.00 21,400.00 33K 25 35!!.00 1,353.00 1,014.75 !J94. 00 . 20.75 25 26.5 
25,300.00 21,800. 00 350.25 3il. 00 1, -101. 00 1,050.75 1, 030.00 20.75 ~5 26.5 
25.700.00 22,200.00 362.25 3X3.00 1,449.00 1.086.75 1,006.00 20.75 25 26.4 
26.100.00 22,600.00 3i'4.25 395.00 1,497.00 1,122.25 1,102. 00 20.25 25 26.4 
2(), 500. 00 23. 000. 00 386.25 -107.00 1 • .'i-15. 00 1, l.'i8. 75 1,138.00 20. i5 25 26. iI 
26.900.00 23, -100. 00 39K 25 4]\1.00 1,593.00 1.194. n I 1,17-1.00 20.75 25 26.3 
2i, 300. 00 23,800.00 410.25 431. 00 1,641. 00 1. 230. 75 1,210. 00 20.75 25 26.3 

'27.700.00 24.200.00 -122.25 443.00 1. 6~9. 00 1. 2()6. 75 1,246.00 20.75 25 26.2 
28,100.00 24.600.00 43-1.50 45.'5.00 1,738.00 1. 303.50 1,283.00 20.50 25 26.2 
2.-;,500.00 25.000.00 447.50 46X.00 1,790.00 1,342.50 1,322.00 20.50 25 ZR.l 

2X, 900. 00 25.400.00 460.50 -181. 00 1.8-12.00 1,381. 50 1,361. 00 20.50 25 2R. I 

29,300.00 25,800.00 473.50 -19-1.00 1,89-1.00 1,420.50 1,400.00 20.50 25 26.1 

2\1,700.00 26.200.00 480.50 507.00 1.946.00 1,459.50 1,439.00 20.50 25 26.1 

30,100.00 26. ROO. 00 496.25 517.00 1, !!9S. 00 1,501. 75 1,481. 00 20.75 2-1.8 25.9 

:10 .. ~OO. 00 27,000.00 -196.25 525.00 2,050.00 I. 55::l. 75 1,525.00 28.75 2-1.2 25.6 

::l0, 900.00 27.400.00 -196.25 533.00 2,102.00 1.605.75 1,509.00 36.75 2::l.6 25.4 

31, HOD. 00 2i, 800. 00 496.25 1>41.00 2,154. 00 1,657.75 1,613.00 44.75 23.0 25.1 

32,000.00 28,500.00 -1\16.2.5 551. 00 2,245.00 1,748.75 1, R\I-1. 00 54.75 22.1 24.1 

35,000.00 31,500.00 496.2.'i 611. 00 2,665.00 2,108. i5 2.054.00 114.75 18.7 22.9 

40,000.00 I 3R, 500. 00 496.25 711. 00 3,405.00 2, 90S. 75 2,6\14.00 214.75 14.6 20. !J 

45.000.00 41,500.00 496.25 511. 00 4,215.00 ::l. 718. i5 3,404.00 31-1.75 11. 8 19.2 

50.000.00 ·Hi, liOO. 00 496.25 911. 00 5.085.00 4.51:18. i5 4.174.00 414.75 9.8 17.9 

55,000.00 iiI. 500. 00 491 ... 2.5 1,011. 00 0.015.00 I 5,51S.75 5,004.00 514.7.1 8.2 16.8 

60,000.00 56.500.00 190.25 1. 111. 00 i, 005. 00 0.508. i5 5,1:194.00 1114.71, 7.1 15.9 

61i, 000. 00 61.500.00 496.25 1.211.00 h. 06.,). 00 i, 56b. iii 6,85-1.00 714. iii 6.2 15.0 

70,000.00 66.500.00 496.2.5 1,311. 00 9.165.00 X, 66S. i5 7,854.00 814. i5 5.4 14.3 

i5, 000. 00 71,500.00 496.25 1,411. 00 10.315.00 9.818.75 8.904.00 U14.75 4.8 13.7 

RO, 000. 00 76,500.00 496.25 1,411.00 11.465. 00 10. 96K i5 10, 054. 00 914.75 4.3 12.3 

90,000.00 86.500.00 496.2.5 1,411. 00 13.865.00 13.368. i5 12,454.00 914.75 3.6 10.2 

100,000.00 96,500.00 49fj.25 1,411. 00 16,265.00 15, 76R. 75 14.854.00 \)14.75 3.0 1).7 

110,000.00 L06. 500. 00 496.25 1,411. 00 1R, i65. 00 IS."', " 117.3".,00 \lB. 75 2.6 7.5 

120,000.00 116 • .'iOO. 00 496.25 1,411. no 21,26.1.00 20, 7G8. 75 19,854.00 !Jl4.75 2.3 6.6 

150.000.00 146.500.00 
496, "II' 4IL 00 

21).765.00 28, 268. i5 27,354.00 914. i5 1.7 -1.9 

250,000.00 246 • .')00. 00 49G.25 1,411.00 53. i65. 00 53.268.75 52,354.00 914. i5 .9 2.6 

500,000.00 496,500.00 496.25 1,411. 00 116,265.00 115.768.75 114, b54. 00 914.75 .4 1.2 

1. 000. 000. 00 996,500.00 4\16.25 1,411. 00 2·11, 265. 00 240.768. i5 1239,854.00 914.75 .2 .6 

13. COMPARISON OF THHEE PREFERABLE METHODS AS TO ADEQUACY. 

From the preceding discussion it is apparent that three methods 
have been developed which are entitled to serious consideration in 
respect to the determination of earued income relief. 

The adequacy of these methods can most readily be compared by 
means of a chart showing the net tax by each of the three methods as 
well as the tax by the present method. The difference between these 
taxes and the theoreti~al tax wit.hout an earned-income provision will 
indicate the relief granted under each method. 

It will be rememhered that the three methods selected as preferable 
were: 

~lethod No. 3: 127~ per cent deduction from net income. 
~lethod No.5: 337~ per cent deduction from net income subject to 

nonnal tax. 
Table of constants method. 
The tax resulting from these methods is shown by lines C, D, and 

E, respectively, on Chart ~o. 2, which is shown facing this page. 
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A study of Chart 2 results in the following relative conclusions: 
~1ethod No.3 (line C) gives slightly greater relief than the present 

method on net incomes up to $30,000 and very much greater relief 
beyond that point. In relation to method No.5, it gives less relief 
on net incomes of less than $25,000 and nlOre relief on incomes in 
excess of that amount. In relation to the table of constants rnethod, 
it gives slightly less relief up to net incomes of $25,000 and more 
relief in excess of that amount. 

Method No. 5 (line D) gives greater relief on net incomes of all 
sizes than the present method exeept on incomes from about $28,000 
to $31,000 where the relief is very slightly less. In relation to method 
No.3, this method gives greater relief on incomes below $25,000 and 
less relief on incomes above that amount. In relation to the table 
of constants method, the same statement holds good. 

Table of constants method (line E) gives greater relief than the 
present method in all cases, but it approximates the relief given by 
method No.3 up to net incomes of $30,000 and beyond that point it 
approximates the relief given by method No.5. 

In general it appears that anyone of these three methods is reason­
ably adequate and that the choice will rest largely on practical con­
siderations, sueh as revenue requirements, liberality to the small 
taxpayers, and simplicity. 
14. REFINEMENT OF 1-IETHODS TO ~1EET OTHER REQUIREMENTS. 

Inasmuch as it is felt that anyone of the methods may be selected 
with propriety by the committee, it is necessary more carefully to 
refine and deseribe each method so that intelligent selection may be 
made. 

It is believed that each of these methods if actually used should be 
limited and restricted as follows: 

First, all amounts of ineome subjeet to the normal tax up to and 
including $5,000 should be recognized and treated as earned whether 
actually earned or not. 

Secoi1d, when the earned net income of a taxpayer exceeds $75,000 
only $75,000 should be reeognized as earned net income. 

'Vith these refinements, the results of the application of each of 
these methods in comparison with the result of the present method 
may be seen from the following sim pIe table: 

Relief by 
Relief by 33}i per 

Present 12}1 per cent de- Relief by 
Net income earned cent de- duction table of income duction from net constants 

relief from net income 
income subject to 

normal tax 

$3,500.00 - ----------- ------------ ----- - --- - - .. -----$2~50--4, 000. 00 $1. 87 $7.50 $2.50 
5,000.00 5.62 9.37 7.50 7.50 
7,000.00 13.12 13.12 17. 50 17.00 

10,000. 00 33.75 37.50 65.00 46.00 
15, 000. 00 103.75 122.50 185. 00 121.00 
20,000. 00 206.25 220.00 275.00 229.00 
25,000. 00 341. 25 352.50 358.33 349.00 
30,000. 00 496.25 470.00 441. 67 517.00 
40, 000. 00 4U6.25 740.00 60S. 33 711. 00 
50,000. 00 

J 
4U6.25 1,080.00 775.00 911.00 

75, 000. 00 496.25 2, 112.50 1,191. 67 1,411. 00 
100. 000. 00 4U6.25 2,240. 00 1,191. 67 1,411. 00 
200, 000. 00 496.25 2,343.75 1,191. 67 1,411. 00 

-- ----I ----
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From the above camparison it can be said in a general way that 
from the thearetical point of view the 12}~ per cent method seenlS 
preferable; that from the point af view of the small taxpayer the 
33}6 per cent method seems best; and, finally, fram a combined paint 
of view, that the table af constants method seems most desirable. 

It should also be noted that if it is considered that the relief given 
by the 12}~ per cent method is too large on net incomes of more than 
$50,000, this can he remedied by adopting a $50,000 limit instead 
of the $75,000 limit. In this case the tax relief on an earned income 
of $75,000 would 'be $1,425 and on an earned income of $100,000, 
$1,500. 

15. TEST FOR CO:VIPLEXITY. 

It has been shawn that ane admittedly seriaus abjection to. the 
present method is its complexity.. It will now be necessary to test 
the new methods in this respect. 

The first method (the 127~ per cent deduction) rC'quires simply 
one entry on the return and eliminates therefare 13 Qut of 14 items. 
It is ideal as far as simplification is concerned. 

The second method (the 33}6 per cent deduction for normal tax 
purpases) will require a t most not over 3 items, and also meets this 
test, as it eliminates 11 items from the return. 

The table of constants method eliminates the same 11 items from 
the return and adds a table in the instructians. 

It is evident, therefore, that all three methods meet the test for 
the simplification of the earned income computation-the first method 
being samewha t preferable on this pain t. 

16. PROBABLE Loss OF REVENUE BY PROPOSED 11ETHODS. 

The next qu('stion which arises is a practical one, nalnely, what 
will be the cost of each method to the Government? 

While the answer to this questian would appear simple, this is not 
the case, on account of a lack of properly detailed statistics. A 
preliminary estimate, however, is as follows as to the annual loss of 
revenue tha t would be accasioned by the application of each method: 

Method No. 3: 12~ per cent, estimated 10ss ________ $34,000,000 
Method No.5: 33% per cent, estimatedloss________ 24,000,000 
Table of constants method: Estimatedloss_________ 20,000,000 

One important difference which affects the revenue should be noted 
in regard to the first t"I"a methods in comparison with the table of 
constants method. The first method, called method No.3, frOln its 
nature as a deduction from incame, affects the higher surtax brackets. 
For instance, a man with a $5,000 earned income and with invest­
ment income of $1,000,000 will get a relief of about $156 in tax on 
account of his earned incame of $5,000. On the other hand, a man 
with a $5,000 sa1ary and no other income will get a tax relief of only 
$9.37. As far as equity is concerned, we believe this is a proper 
result, because the man with a big incame pays a 25 per cent rate 
of tax, while the man with the small income pays a rate 0'£ only 1}~ 
per cent. In the case of method No.2 a similar situation exists to 
a lesser degree. In the example given the tax relief to the first man 
would be $7.50 and to the second $25. However, the third method 
suggested, the table of canstan ts method, results in the earned income­
tax credit being the same in all cases where the earned net income is 
the same. This is one reason for the lower cost of the last method. 
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D. RECOMMENDATION 

It is respectflllly recommended that the committee consider the' 
t.hree methods proposed for the determination of the earned income 
allowance in three respects: 

First, as to which general method is preferable. 
Second, as to the limit to be set for the recognition of earned 

income. . 
Third, as to the increase of the present 20 per cent limit on busi­

ness profits in ascertaining the amount to be allowed as earned 
income. 

It is recommended further that this report be printed for public' 
examination and analysis, as provided for by section 1203 of the 
revenue act of 1926, in order that the suggestions and comments of 
the taxpaying public may be had on this question. This is deemed 
the more important because of the fact that the majority of the 
taxpayers are affected by the earned income allowance. 

E. CONCLUSION 

In conclusion, it is propel' to review the principal points which this 
report has attempted to establish. 

In the first place, differentiation between earned income and invest-· 
ment income appears justified. 

In the second place, the present method of giving relief is inadequate 
and complex. 

In the third place, hoth inadequacy and complexity can be remedied 
by anyone of three proposed methods. 

In regard to these three methods, it should be said that the choice 
will be fargely a matter of judgment depending on the particular point 
of view which is accepte.d as proper. 

If the strict theoret-ira.! view is takC'n, it appears that the first method 
selected, consisting of a declnction from net income of 12}~ per cent 
of the earned net income for both normal and surtax purposes, will 
probably most nearly meet t.he requirements. 

If a pruet.ical viewpoint is taken with the t.hought that the small 
taxpayer should receive the greater part of the relief and that the 
loss of revenue should be limited, then, it is probable that the second 
method, allowing a dcduction of 3:3;~ per cent of the earned net income 
in excess of personal exemptions from the net income for normal tax 
purposes only, will be considered superior. 

On the other hand, if it is desired to take a middle ('ourse where 
the relief can be readily fixed for each amount of earned income and 
thns allow both theory and practical considerations to have due 
weight, it. is probable that the table of constants method will offer 
t.he most advantages. 

In any event, it is concluded that the present method should be 
abandoned as soon as possible on acconnt of its complexit.y and that it 
should not be extended by raising the present $30,000 limit on account 
of the resulting excessive relief that would be granted on net incomes 
above that amoun t. 

Attention is drawn to the fact that in England the first method 
suggest.ed has been fo11owe(1 for a nnmber of yeaTS, and recently the-
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l'nt~ at which th(' deduction is allowed has been increns('d from 10 to 
16% per cent. It is true that the lllllxiumm limit placed on ('unwd 
incOlne is much lower thnn that plHccd on such income in this country. 
In fnct., their limit is $7,500 ag-tlinst. our present limit of $30,000. 
HOW('Y('I., it. is well known t.hnt the pnrchllsing po,,-er of mOIH'Y is 
much greater in Eng}nnd thnn in t he United Stn t(,8 nnd economic 
conditi'ons are fnr dlfIereut. It should nlso be rememlwred thHt in 
Grent. Britnin on t11<' 10\\"('1' incomcs up to S10,000 their tnx('s nn"' about 
fonrte(,ll times as hell"" n~ ours. On tIl(' other hnnd, their tuxes on the 
millionnir(' nn~ nbout i,wic(' as he:n-Y as our own. 

It seems certain tha,t. adequate l~l'lief on cfirIwd income should be 
giyen, l'specinll~7 to thnt elnss of tnxpay('rs who no,,- l'eceiYe nn 
inconsequential reduction in tax from this SOlllTl"'. lndiyidllllls of 
this clnss who han' incomes of from $30,000 to $60,000 IUl' probably 
captains of indllstr~~, professional men, and husin('ss executiy('s. 
It would appcnr that when we consider the amollnt of tnx-('x('mpt 
securities. th(' fnct t.hn.t diyiclellds rcceiyed are not suhject to the 
normal tnx, llnd the reli('f nll'onled in the cas(' of cnpitnl gains, the 
man with earned income, is n t n disad "antage in comparison with the 
nuUl living on his inYestmellt income. It is belie'-ed that nny one of 
the three ~methorls sngge~ted for considerntion would result in much 
deserved relief to the ennwd income class fiS n whole, whcn the 
requirements of the revenue permit of fllrther earned income allow­
ances. 

Respectfully subrnitt('d. 
L. H. PARKER, 

Ch ief of Staff. 



ApPENDIX I 

Comparison of local and Federal laxes paid by individu als, 1927 

I Per cent 
Per cent 
of total 

J n('ome <'lass Numherof Total local Federal in- Totul income of total income 
returns taxes ('orne tax I income from 

,"earned .. " invest-

3, 755, 650 I $ .. 0, 388, "" 

I ments" 
-

~l', ; "" 6.57, 0;;: I-~ 
----

l"nder $10.000. ___________ $32.416.729 25.22 
$10,000 to $25,000 _________ 252, 079 ~37, 782,109 74.225,906 3, i'48, 0.~7, 507 53.6f) 46.31 
$25,000 to $50,000 _________ no,123 65,339.160 119, ·175, 301 2, 051, 770, r,84 39. 77 60.23 
$50,000 to $100,000 ________ 22,573 47,647,3i'0 . 156, 674, 9.52 1,535,387,374 31. Oi' 68. 93 
$100,000 to $150,000 _______ 5.261 18,597,521 87, 3U7, 90-l 63fi, 018, 520 25.80 74.20 
$150,000 to $300,000 _______ 3,873 21,598,895 123, 775, 837 i'S7, 270, 255 22.85 i7. 15 
$300,000 to $500,000 _______ 1,141 10,276,283 73, 7i)0. 17i 431, 121, 727 19.3!J 80.61 
$500,000 to $1,000,000. ____ _ 557 8,784.992 64,2';5,3\11 378, Wi, 589 13.77 81j.23 
Over $1,000.0(10. __________ 290 13,014,Oli3 98,657,23i WO, 640, 846 16.26 83.74 

TotaL ___ . _________ 4, 101,547 I 923, 428, S02 830. 639, 434 26, 20ti, 560, 568 ~ _ ........................ --------- .... 
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